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CHANGES AFFECTING THIS EDITION
Statements of Position and Practice Alerts Recently Added
Title

Addition Date

Section

SOP 00-3

Accounting by Insurance
Enterprises for Demutualizations
and Formations of Mutual
Insurance Holding Companies and
for Certain Long-Duration
Participating Contracts

December 2000

10,810

SOP 01-1

Amendment to Scope of Statement
ofPosition 95-2, Financial
Reporting by Nonpublic
Investment Partnerships, to
Include Commodity Pools

March 2001

10,820

SOP 01-2

Accounting and Reporting by
Health and Welfare Benefit Plans

April 2001

10,830

SOP 01-3

Performing Agreed- Upon
Procedures Engagements That
Address Internal Control
Derivative Transactions as
Required by the New York State
Insurance Law

June 2001

11,370

PA 00-3

Auditing Construction Contracts

September 2000

16,170

PA 00-4

Quarterly Review Procedures for
Public Companies

October 2000

16,180

PA 01-1

Common Peer Review
Recommendations

April 2001

16,190

Statement

Statements of Position Recently Deleted
Statement
SOP 93-2

Title
Determination, Disclosure, and
Financial Statement Presentation
of Income, Capital Gain, and
Return of Capital Distributions by
Investment Companies

Deleted By
Audit and
Accounting
Guide Audits of
Investment
Companies (2000
edition)

Section
10,550

Statements of Position Recently Amended

Statement

Title

Amended By

Section

SOP 92-6

Accounting and Reporting by
Health and Welfare Benefit Plans

SOP 01-2

10,530

SOP 95-2

Financial Reporting by Nonpublic
Investment Partnerships

SOP 01-1

10,660

In addition, conforming and editorial changes have been made throughout the
literature to reflect the issuance of Statement on Auditing Standards (SAS)
Nos. 88, Service Organizations and Reporting on Consistency, and 93, Omnibus
Statement on Auditing Standards—2000.
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HOW TO USE THIS VOLUME
Scope of the Volume ...
This volume, which is a reprint of the looseleaf edition of Technical Practice
Aids, includes selected Accounting and Auditing Publications Technical Ques
tions and Answers, Statements of Position—Accounting, Statements of Posi
tion—Auditing and Attestation, AcSEC Practice Bulletins, a list of Issues
Papers of the Accounting Standards Division of the American Institute of
Certified Public Accountants (AICPA), and Practice Alerts of the AICPA SEC
Practice Section Professional Issues Task Force.

How This Volume Is Arranged ...
The contents of this volume are arranged as follows:
Accounting and Auditing Publications Technical Questions and Answers

Financial Statement Presentation
Assets

Liabilities and Deferred Credits
Capital

Revenue and Expense

Specialized Industry Problems
Specialized Organizational Problems

Audit Field Work

Auditors’ Reports
Statements of Position—Accounting
Statements of Position—Auditing and Attestation

Practice Bulletins
Issues Papers of the Accounting Standards Division

Practice Alerts

How to Use This Volume ...
The arrangement of material is indicated in the general table of contents at
the front of the volume. There is a detailed table of contents covering the
material within each major division.

The major divisions are subdivided into sections, each with its own section
number. With respect to Technical Questions and Answers, within each section,
each Technical Question and Answer is decimally numbered. For example,
section 9430.02, Reporting on Companies With Different Fiscal Years, is the
second Technical Question and Answer in section 9430. When a Technical
Question and Answer is deleted, its number is reserved. Reserved sections are
deleted permanently if no future Technical Questions and Answers are ex
pected for a particular topic.
Authoritative pronouncements are referenced in the Technical Questions
and Answers, whenever possible, to support the guidance provided. The follow
ing list explains the references and cites the publications containing the
authoritative literature:
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AC
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ACC

Statements of Position—Accounting contained in AICPA
Technical Practice Aids
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Accounting Guides. Each guide is published separately and is also included in
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The TIS topical index for the Technical Questions and Answers uses the key
word method to facilitate reference to the inquiries. This index is arranged
alphabetically by subject, with references to section numbers.

Statements of Position—Accounting are assigned section numbers in chron
ological order as they are issued. Each paragraph or equivalent is decimally
numbered for reference purposes.
The ACC topical index for the Statements of Position—Accounting facili
tates reference to the Statements. This index is arranged alphabetically by
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TECHNICAL QUESTIONS AND ANSWERS
(NONAUTHORITATIVE)
Notice to Readers
The questions and answers in this section of the AICPA TECHNICAL
PRACTICE AIDS are based on selected practice matters identified by the staff
of the AICPA’s Technical Hotline and various other bodies within the AICPA.
This material has not been approved, disapproved, or otherwise acted upon
by any senior technical committee of the American Institute of Certified Public
Accountants. These answers are not sources of established accounting

principles as described in Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted
Accounting Principles, nor are they sources of authoritative generally
accepted auditing standards.
This publication is designed to provide accurate information in regard to the
subject matter covered. It is sold with the understanding that the publisher is
not engaged in rendering legal, accounting, or other professional service.

AICPA TECHNICAL HOTLINE
The AICPA Technical Hotline answers inquiries about
specific audit or accounting problems.
Call Toll Free:

(888) 777-7077
This service is free to AICPA members.
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Statement of Financial Position
.03

Unclassified Balance Sheet for Venture With Limited Life

Inquiry—A corporation has recently been organized with the sole purpose
of constructing a shopping center which will take several years to complete,
after which the company will be liquidated. The company uses the completed
contract method to recognize income, and will have only one operating cycle.
Would an unclassified balance sheet be appropriate?
Reply—An unclassified balance sheet would be more appropriate than a
classified one in this situation. The sole purpose of the corporation is to
construct the shopping center, and the appropriate time frame for reporting
purposes, by definition, becomes the time required to complete the project,
rather than an arbitrary one-year period.
.06

Classification of Idle Property

This Question and Answer is currently being revised.

.07

Comparative Statement Disclosures

Inquiry—When financial statements of the prior period are presented on a
comparative basis with financial statements of the current period, should the
notes to the comparative financial statements disclose details for the prior year?
Reply—Generally, in practice notes to comparative financial statements are
also comparative if they present details of items on the financial statements or
are otherwise pertinent. For example, details of notes payable outstanding at
the end of each period are normally disclosed, but the future maturities
disclosure need only be disclosed for the current year. [Amended June 1995.]
.08

Classification of Outstanding Checks

Inquiry—Should the amount of checks that have been issued and are out of
the control of the payor but which have not cleared the bank by the balance
sheet date be reported as a reduction of cash?
Reply—Yes. A check is out of the payor’s control after it has been mailed or
delivered to the payee. The balance sheet caption “cash” should represent an
amount that is within the control of the reporting enterprise, namely, the
amount of cash in banks plus the amount of cash and checks on hand and
deposits in transit minus the amount of outstanding checks. Cash is misrepre
sented if outstanding checks are classified as liabilities rather than a reduction
of cash.
.12

Classification of Inventory Stored in a Grain Elevator

Inquiry—Should the operator of a grain elevator report in its financial
statements grain owned by others and stored in its grain elevator?
Reply—No. Grain stored for others should not be included on the balance
sheet of a grain elevator operator. SAS No. 1, section 901, Public Warehouses—
Controls and Auditing Procedures for Goods Held, paragraph 13 (AU 901.13),
states that goods held for others by a warehouseman are not owned by the
warehouseman and should not appear in his financial statements. The same is
true for grain stored for others by a grain elevator.
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.14

Classification of Convertible Debt

Inquiry—A company has debt that is convertible into common stock of the
company at the option of the company. The debt by its terms is considered
long-term debt in the classified balance sheet. The company intends to call the
debt and issue the common stock within one year of the balance sheet date.
Should this debt be classified as a current liability?

Reply—No. The expected call of the debt securities will not consume current
assets or increase current liabilities, and accordingly should continue to be
classified as a long-term obligation.
The general principle underlying the classification of debt in a debtor’s
principal balance sheet should be based on facts existing at the date of the
balance sheet rather than on expectations. ARB No. 43, Chapter 3A, Current
Assets and Current Liabilities, paragraph 7 (AC B05.402), states that “the term
current liabilities is used principally to designate obligations whose liquidation
is reasonably expected to require the use of existing resources properly classi
fiable as current assets, or the creation of other current liabilities.”

[The next page is 161.]
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Income Statement
.01

Disclosure of Revenues of on Agent

Inquiry—Company A is in the business of arranging sales of used cars for
which service it receives a commission based on an established fee schedule.
Company A receives title to the cars sold but simultaneously transfers title to
the car buyer. Company A warrants main engine components for thirty days
after date of sale.
The following presentations of revenue in the income statement are being
considered:

Commissions Earned
or
Sales
Cost of Sales
Gross Profit (or Net Commissions)

$20,000
$ 300,000
(280,000)
$ 20,000

What is the proper presentation of revenue?
Reply—Since Company A is operating as a broker, Company A should report
Commissions Earned rather than Sales. However, Company A could disclose
above the Commissions Earned figure, without showing a deduction, the
amount of sales, as follows:

Sales Arranged

$300,000

Commissions Earned
Expenses, etc.

$ 20,000
XXX

Company A should also make proper provision for the cost of warranties.
.04

Statement Title When There Is a Net Loss

Inquiry—What title is suggested for the “Statement of Income” when a “net
loss” exists in one or more years?

Reply—Companies included in the annual survey entitled Accounting
Trends & Techniques (“Trends”) file with the Securities and Exchange Com
mission. Accordingly, their annual reports include a three year statement of
income. If a current year net loss is shown in the income statement, the
“Trends” companies usually describe the statement of income as the “State
ment of Operations.” They occasionally use the title “Statement of Income
(Loss)” and very rarely use the title “Statement of Loss.”
Some companies always use “Statement of Operations” since the heading
will be the same whether there is a “net loss” or “net income.”
.05

Presentation of Reimbursed Payroll Expense

Inquiry—One company of a controlled group, in addition to its own opera
tions, acts as a “paymaster” for the entire group. This company records the
entire payroll of all members in the group on its general ledger to facilitate
reconciliation with state and federal payroll tax returns. Each member of the
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group reimburses the “paymaster” for its share of payroll and payroll taxes and
records management fee expense while the paymaster records it as manage
ment fee income.
Should the reimbursement be classified as other income in the separate
income statement of the “paymaster” company?
Reply—No. The reimbursement should be allocated as a reduction of payroll
and payroll tax expense because this approach would more accurately present
the “paymaster” company’s expenses for its own operations.

[The next page is 201.]
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Statement of Cash Flows
.03

Comparative Statements of Cash Flows

Inquiry—Is it necessary to provide a statement of cash flows for both the
current and prior periods if comparative income statements are presented, but
only the current balance sheet is presented?

Reply—FASB Statement No. 95, Statement ofCash Flows, paragraph 3, (as
amended by FASB Statement No. 102, Statement ofCash Flows—Exemption
of Certain Enterprises and Classification ofCash Flows from Certain Securities
Acquired for Resale) (AC C25.101), states:
A business enterprise (except for defined benefit plans and certain other
employee benefit plans or for certain investment companies), that reports both
financial position and results of operations shall also provide a statement of
cash flows for each period for which results of operations are provided.

Therefore, if a balance sheet is presented, a statement of cash flows should be
presented for both current and prior periods if income statements are presented
for such periods. [Amended]

.05

Statement of Cash Flows for Annual Report With Balance Sheet Only

Inquiry—When only a statement of financial position is presented, is it
necessary that the auditor’s opinion be qualified relative to the omission of the
statement of cash flows?

Reply—FASB Statement No. 95, Statement ofCash Flows, paragraph 3, (as
amended by FASB Statement No. 102, Statement of Cash Flows—Exemption
of Certain Enterprises and Classification ofCash Flows from Certain Securities
Acquired for Resale) (AC C25.101), states:
A business enterprise (except for defined benefit plans and certain other
employee benefit plans or for certain investment companies), that provides a
set of financial statements that reports both financial position and results of
operations shall also provide a statement of cash flows for each period for which
results of operations are provided.

Therefore, when a statement of financial position is not accompanied by a
statement of operations, there is no need for presentation of a statement of cash
flows, and no comment on the absence of such a statement is necessary.
[Amended]
.08

Effect of Change in Depreciation Method on Statement of
Cash Flows

Inquiry—A company which formerly depreciated its equipment on an accel
erated basis has changed to the straight-line method. The cumulative effect of
this change, net of tax, was a $100,000 increase in income for the current year.
How should this change be shown on the statement of cash flows?

Reply—The cumulative effect should be shown on the statement of cash
flows under cash flows from operating activities as a reconciling item between
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net income and net cash provided by operating activities, if the indirect method
is used. If the direct method is used, the cumulative effect should be shown as
a reconciling item on the reconciliation of net income to net cash provided by
operating activities. [Amended]

.10

Comprehensive Basis of Accounting Other Than Generally Accepted
Accounting Principles

Inquiry—When an entity prepares its financial statements on a comprehen
sive basis of accounting other than generally accepted accounting principles
(GAAP), is a statement of cash flows required?
Reply—FASB Statement No. 95, Statement ofCash Flows, paragraph 3, (as
amended by FASB Statement No. 102, Statement of Cash Flows—Exemption
of Certain Enterprises and Classification ofCash Flows from Certain Securities
Acquired for Resale) (AC C25.101), states:
A business enterprise (except for defined benefit plans and certain other
employee benefit plans or for certain investment companies), that provides a
set of financial statements that reports both financial position and results of
operations shall also provide a statement of cash flows for each period for which
results of operations are provided.

SAS No. 62, Special Reports, paragraph 7 (AU 623.07), states, in part:
Terms such as “balance sheet,” “statement of financial position,” “statement of
income,” or “statement of operations,” and “statement of cash flows,” or similar
unmodified titles are generally understood to be applicable only to financial
statements that are intended to present financial position, results of operations,
or cash flows in conformity with generally accepted accounting principles.

Interpretation 14 of SAS No. 62 (AU 9623.92) states, in part:
While a statement of cash flows is not required in presentations using the cash,
modified cash, or income tax basis of accounting, if a presentation of cash
receipts and disbursements is presented in a format similar to a statement of
cash flows or if the entity chooses to present such a statement.... the statement
should either conform to the requirements for a GAAP presentation or commu
nicate their substance.

.11

The Effect of a Prior Period Adjustment on the Statement of Cash
Flows When Single Period Statements Are Presented

Inquiry—How would a prior period adjustment be presented in the state
ment of cash flows if single period statements are presented?
Reply—FASB Statement No. 16, Prior Period Adjustments, paragraph 16a
(A35.106), states that “prior period adjustments shall, in single period state
ments, be reflected as adjustments of the opening balance of retained earnings.”
A corresponding prior period adjustment will normally result in a change in
the beginning balance of an asset or liability account. FASB Statement No. 95,
Statement ofCash Flows, paragraph 32 (AC C25.132), states, in part:
Information about all investing and financing activities of an enterprise during
a period that affected recognized assets or liabilities but that did not result in
cash receipts or cash payments in the period shall be reported in related
disclosures.

Therefore, the difference in an account between the current balance sheet and
that same account in the restated beginning balance sheet (even if not pre
sented) that resulted from the prior period adjustment, should be reflected in
the related footnote disclosures and clearly referenced to the statement of cash
flows. [Amended]
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.13

Classification of increase in Cash Value of Officers' Life Insurance
in Statement of Cash Flows

Inquiry—How should the increase in cash surrender value of officers’ life
insurance be classified in the statement of cash flows?

Reply—An increase in the cash surrender value of officers’ life insurance
would normally be presented as an investing outflow if the increase in cash
value is less than the related premium paid. If the increase in cash value
exceeds the premium paid, the premium paid is an investing outflow and the
remainder of the increase in cash Value would be presented as a reconciling
item on the reconciliation of net income to net cash provided by operating
activities.
.15

Presentation of Cash Overdraft on Statement of Cash Flows

Inquiry—A company has accounts at three separate banks. One of the bank
accounts is in an overdraft position at year end, thus it is shown as a liability
on the balance sheet. Does the company show as cash and cash equivalents on
the statement of cash flows only the two accounts with the positive balances or
does it show the net cash (the three accounts combined) at the end of the year
as its cash and cash equivalents?

Reply—The amount that will be shown on the statement of cash flows is the
two accounts with the positive balances. Per FASB Statement No. 95, State
ment ofCash Flows, paragraph 7 (AC C25.105), “The total amounts of cash and
cash equivalents at the beginning and end of the period shall be the same
amounts as similarly titled line items or subtotals shown in the statements of
financial position...” The net change in overdrafts during the period is a
financing activity.
.16

Purchase of Inventory Through Direct Financing

Inquiry—An automobile dealer purchases its inventory from a manufac
turer which finances purchases through a finance subsidiary. The finance
subsidiary pays the manufacturer directly on behalf of the dealer. Cash is not
disbursed by the dealer until the automobiles are sold.
Under the provisions of FASB Statement No. 95, Statement ofCash Flows
(AC C25), how should the purchases of inventory be reported by the automobile
dealer in the statement of cash flows?

Reply—A statement of cash flows reports an enterprise’s cash receipts and
cash payments during the period. Transactions that do not involve cash receipts
and cash payments should be excluded from the statement of cash flows.
Noncash investing and financing transactions should be reported in separate
disclosures.
The purchases of inventory described above do not involve a cash flow by
the automobile dealer until the automobiles are sold and the dealer pays the
finance subsidiary under the financing arrangement. Therefore, only the cash
outflows from payments to the finance subsidiary should be included in the
body of the statement of cash flows.

Payments made to the finance subsidiary of the manufacturer should be
classified as operating cash outflows in accordance with FASB Statement No.
95, paragraph 23(a) (AC C25.121), which defines operating cash outflows to
include principal payments on accounts and notes payable to suppliers for goods
acquired for resale.
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.17

Omission of Reconciliation of Net Income to Cash Flow
From Operations

Inquiry—When an accountant is requested to compile financial statements
that omit substantially all of the disclosures required by GAAP, [SSARS 1,
Compilation and Review of Financial Statements, paragraph 19 (AR 100.19)]
would the omission of the schedule, “reconciliation of net income to net cash
flow from operating activities” required by the direct method of reporting cash
flows under FASB Statement No. 95, Statement of Cash Flows (AC C25), be
considered a departure from GAAP?
Reply—Yes. Under the direct method of reporting net cash flows from
operating activities, the separate schedule reconciling net income to net cash
flow from operating activities is a required part of the cash flow statement. If
the schedule is omitted, the accountant should modify his compilation report
to disclose a departure from GAAP in accordance with SSARS 1, paragraph 40
(AR 100.40).
.18

Presentation on the Statement of Cash Flows of Distributions From
Investees With Operating Losses

Inquiry—An entity carries an investment in a limited partnership interest
under the equity method of accounting. The partnership had operating losses
during the year, but a positive cash flow allowed the partnership to distribute
funds to its investors. Would receipt of that distribution by the entity be
classified on the statement of cash flows as cash inflows from investing activi
ties or as cash inflows from operating activities?

Reply—FASB Statement No. 95, Statement of Cash Flows (AC C25), re
quires dividends received (returns on investments) to be classified as cash
inflows from operating activities. Receipts from returns of investments are
classified as cash inflows from investing activities.
Distributions to investors from investees should be presumed to be returns
on investments and be classified by the investor as cash inflows from operating
activities, similar to the receipt of dividends. That presumption can be over
come based on the specific facts and circumstances. For example, if the part
nership sells assets, the distribution to investors of the proceeds of that sale
would be considered a return of investment and be classified by the investor as
cash inflows from investing activities.
.19

Classification of Payments on Equipment Finance Note

Inquiry—Under the provisions of FASB Statement No. 95, Statement of
Cash Flows, paragraph 32 (AC C25.134), noncash investing and financing
transactions are to be disclosed in related narrative form or summarized in a
schedule. An example of a transaction of this type would be an acquisition of
equipment in a transaction in which an enterprise borrows money from a
financial institution for the purchase of equipment and the financial institution
remits the money directly to the vendor. In a transaction of this nature, should
the payments of principal be presented as an outflow in the financing or
investing section of the cash flow statement?
Reply—Payments on the aforementioned notes would be recorded as financ
ing outflows per FASB Statement No. 95, paragraph 20b (AC C25.118b).

.20

Direct vs. Indirect Method for Statement of Cash Flows

Inquiry—A company has decided to present its statement of cash flows using
the direct method for the current year although the indirect method was used
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in the prior year. Would this change require an explanatory paragraph noting
a lack of consistency in the financial statements?

Reply—No. A change in the presentation for the statement of cash flows
from the indirect to direct method (or vice versa) is considered a change in
classification rather than a consistency problem. SAS No. 1, section 420,
Consistency of Application of Generally Accepted Accounting Principles, para
graph 16 (as amended) (AU 420.16) states:
Classifications in the current financial statements may be different from
classifications in the prior year’s financial statements ... material changes in
classification should be indicated and explained in the financial statements or
notes. These changes ... ordinarily would not need to be referred to in the
independent auditor’s report.

If the statement of cash flows is presented for the prior period, it should be
restated using the direct method approach for comparative purposes. In addi
tion, disclosure should be made indicating the prior period restatement.
.21

Presentation of Financing Transaction on Statement of Cash Flows

Inquiry—A buyer contracts to purchase real estate. The lender gives the
buyer a check made payable to the buyer for a loan to purchase the property.
The buyer in turn endorses the check over to the seller. How should this
financing transaction be presented on the buyer’s statement of cash flows?
Reply—This transaction should be treated as a cash receipt by the buyer
since the buyer was named as payee on the check. The amount of the check
should be reported on the statement of cash flows even though the buyer did
not convert the check to currency or deposit it in his or her bank account. The
cash receipt belongs to the payee named on the check. The buyer should present
the amount of the check as “Proceeds From Borrowings” as a cash inflow from
financing transactions and “Purchase of Real Estate” as a cash outflow from
investing activities.
.22

Negative Amortization of Long-Term Debt in Cash Flows Statement

Inquiry—The cash repayments on a long-term loan are less than the interest
expense for the period. The amount of the interest expense not paid becomes
part of the principal balance (negative amortization). How should the negative
amortization be shown on the cash flows statement?
Reply—FASB Statement No. 95, Statement of Cash Flows, paragraph 28
(AC C25.126), footnote 13, indicates:
Adjustments to [reconcile] net income to determine net cash flow from operating
activities shall reflect accruals for interest earned but not received and interest
incurred but not paid.

The negative amortization should therefore be treated as an adjustment to net
income to remove the effect of this noncash expense. Disclosure should also be
considered.

[The next page is 261.]
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Consolidated Financial Statements
.02

Consolidation of Corporation and Proprietorship

Inquiry—How should the financial statements of a corporation and a pro
prietorship be consolidated?

Reply—This answer assumes that 100% of the corporation capital stock is
owned by the proprietorship. If not, the proportion of the net equity of the
corporation applicable to the interest of the minority should appear on the
balance sheet between liabilities and equity, and on the income statement as
a subtraction following the provision for income taxes.

As in any consolidation, the stockholders’ equity of the subsidiary corpor
ation should be eliminated against the investment of the parent (the proprie
torship). Any net earnings of the subsidiary corporation subsequent to its
acquisition and not recorded on the books of the parent should be reflected in
the consolidated net equity, which, since the parent is a sole proprietorship,
will be a single figure. As income taxes are assessed against the owner as an
individual, rather than against the proprietorship, no provision is made for
income taxes beyond those payable by the corporation. However, a footnote
should disclose such omission, and if it is anticipated that funds will have to be
withdrawn from the proprietorship to meet future taxes on income earned to
date, this too should be disclosed, with an estimate of the amount thereof if
practicable. Of course, provision should be made for elimination of profits to
the extent that they may be reflected in consolidated inventories or in other
consolidated assets.
.06

Combined and Separate Financial Statements

Inquiry—Company A and Company B are new car dealers with A selling an
American made car and B selling a foreign made car. One individual owns 100%
of the outstanding stock of both companies.

Both companies A and B are at the same location with separate buildings
for sales staffs. Company A maintains the parts and service departments for
both companies with the parts inventory, warranty and service receivables of
Company B on Company A’s books. In return, Company B pays Company A a
per car fee for services to be performed on each new car sold by B.
Company A maintains the only used car inventory on the lot adjacent to
Company B’s building. Each time B receives a used car in trade, it is sold to
Company A at the wholesale fair market value.

Although there is a differentiation in sales staffs, management, accounting,
secretarial, and other related services are performed by the same staff out of
both buildings, and Company B pays a monthly fee for services performed.
Company A has income for the year, but Company B has a loss for the period.
Combined financial statements will be prepared, but is it also necessary to
provide combining statements for the individual companies?
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Reply—ARB No. 51, Consolidated Financial Statements, paragraph 22 (AC
C51.121), states in part:
There are circumstances, however, where combined financial statements (as
distinguished from consolidated statements) of commonly controlled companies
are likely to be more meaningful than their separate statements. For example,
combined financial statements would be useful where one individual owns a
controlling interest in several corporations which are related in their opera
tions.

Combined financial statements of the companies would be appropriate, and
there is no necessity for presenting separate statements for the companies.

Unfortunately, Accounting Research Bulletin No. 51 (AC C51) makes no
statement as to appropriate presentation of the stockholder’s equity section of
a combined balance sheet. Appropriate disclosure, therefore, may depend upon
the circumstances. Either on the statement of financial position, or in a note,
there should be disclosure for each company of their number of shares of stock
that are authorized and outstanding, and the par value. While under some
circumstances it might not be necessary to disclose the allocation of retained
earnings between the two companies, other circumstances may exist under
which such disclosure would be required—e.g., if the losses of either company
have been so severe that an insolvent condition might be anticipated.

.07

Reporting on Company Where Option to Acquire Control Exists

Inquiry—Corporation A acquired debentures from Corporation B convert
ible into common voting stock within ten years at $1 per share. Corporation A
also has an option to purchase additional shares at $1 per share upon conver
sion to bring A’s holdings in B up to 51% of the total outstanding shares.
Corporation A also has the right to appoint a majority of Corporation B’s Board
of Directors and has done so. Other intercompany transactions are negligible.

May each company issue separate financial statements, or are consolidated
statements required? What disclosures would be necessary?

Reply—At present there is no ownership of one company by the other, and
consolidation would not be proper. Further, since intercompany transactions
(other than interest on the debentures) are negligible, combined statements
would probably not be particularly useful.
Corporation A should disclose in its financial statements the terms under
which it may obtain controlling stock ownership of Corporation B, the amount
of interest received, that no other intercompany transactions are significant,
and that it presently has the right to and does appoint a majority to Corporation
B’s Board of Directors. It should also present summarized information as to the
assets, liabilities, and operating results of Corporation B, or include B’s finan
cial statements with its report.
Corporation B, in addition to disclosing the interest rate and maturity of the
convertible debentures, should disclose Corporation A’s conversion and option
privileges and should disclose that Corporation A has the right to and has
appointed a majority to Corporation B’s Board of Directors.

.19

Consolidation of Limited Partnerships

Inquiry—Company A, a privately held real estate developer and operator,
conducts a portion of its business through limited partnerships in which it is a
general partner. The limited partnerships are structured so that Company A,
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the general partner, has a 5 percent interest in profits and losses, shares in
two-thirds of the cash flow from operations after the limited partners receive
their guaranteed payments, and has full authority to operate, manage, refi
nance, and sell. Should Company A consolidate the limited partnerships?
Reply—SOP No. 78-9, Accounting for Investments in Real Estate Ventures,
paragraph 9, (ACC 10,240.09), states that consolidation is appropriate “only if
the substance of the partnership or other agreements provide for control by the
general partners.” Since the general partner has full authority to operate,
manage, refinance, and sell, the general partner controls the operations of the
limited partnerships and should consolidate the limited partnerships.
.21

Minority Interest Guarantee

Inquiry—Company A is the majority shareholder and Company B the
minority shareholder in Company C. B has guaranteed the debt of C by
irrevocable letters of credit. B’s share of the net losses of C exceeds its share of
C’s net assets. Since B guaranteed C’s indebtedness, should this be reported as
an asset in the consolidated financial statements of A and C?

Reply—B’s guarantee is similar to a contingent asset and should not be
included in the consolidated financial statements ofA and C other than through
note disclosure. Accordingly, there would be no amount reflected in the consoli
dated balance sheet for the minority interest, since B’s share of the net losses
of C exceeds its share of C’s net assets. (See ARB No. 51, Consolidated Financial
Statements, paragraph 15 (AC C51.116).)
If the creditor of C requires B to perform on its guarantee, then B, for
accounting purposes, would have a claim against C. After this takes place, a
liability to B would be reported in the consolidated financial statements of A
and C. [Amended]
.22

Intervening Intercompany Transactions Between Subsidiary's and
Parent's Year-End

Inquiry—A parent company has a December 31 year-end and its wholly
owned subsidiary has a November 30 year-end. The two companies generally
have substantial intercompany sales and purchases which are recorded by each
company as they occur. The parent uses the subsidiary’s November 30 year-end
statement to prepare the consolidated financial statements.
The intervening intercompany transactions, which occur between December
1 and December 31, create intercompany account balances which do not
eliminate upon consolidation due to the difference in year-ends of the parent
and its subsidiary. How should these intervening transactions be accounted for
in the consolidated financial statements?

Reply—In discussing differences in fiscal periods, ARB No. 51, Consolidated
Financial Statements, paragraph 4 (AC C51.107), states, “where the difference
is not more than about three months, it usually is acceptable to use, for
consolidation purposes, the subsidiary’s statements for its fiscal period; when
this is done, recognition should be given by disclosure, or otherwise, to the effect
of intervening events which materially affect the financial position or results
of operations.”
When a subsidiary’s fiscal year differs from that of the parent, intercompany
accounts may not agree. Transactions in the interval between the subsidiary’s
year-end and the parent’s year-end must be analyzed and appropriate consoli
dation entries prepared.
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A practical approach to preparing these consolidation entries would be to
reverse the intervening intercompany transactions in the parent company’s
accounts but not in the subsidiary’s accounts. A summary of these intervening
transactions could then be disclosed in a note to the consolidated financial
statements.
.23

Conforming Subsidiary's Inventory Pricing Method to Its Parent
Company's Method

Inquiry—A parent company uses the first-in, first-out (FIFO) cost assump
tion to price its inventory, while its subsidiary uses the last-in, first-out (LIFO)
cost assumption to price its inventory. Must the subsidiary’s inventory method
be changed to conform to the FIFO method used by its parent company in
consolidated financial statements?
Reply—There is no requirement under generally accepted accounting prin
ciples for the subsidiary to conform its inventory pricing method with the parent
company’s method. Consolidated statements may be presented with the sub
sidiary using LIFO and the parent using FIFO. Also, separate subsidiary only
statements may be presented on the LIFO basis.

.24

Classification of Minority Interest

Inquiry—Where should minority interest be classified in a consolidated
balance sheet?

Reply—The authoritative literature does not provide definitive guidance on
the classification of minority interest. In practice, minority interest is presented
as a liability, a component of stockholders’ equity or as a separate category
between liabilities and stockholders’ equity.
The AICPA’s Accounting Trends & Techniques is a compilation of data
obtained by a survey of 600 annual reports to stockholders, undertaken for the
purpose of analyzing the accounting information disclosed in such reports. Most
companies included in the survey that reflected a minority interest caption
presented it as part of noncurrent liabilities or between liabilities and stock
holders’ equity.
.25

Issuance of Parent Company Only Financial Statements

Inquiry—FASB Statement No. 94, Consolidation of All Majority-Owned
Subsidiaries, paragraph 15 (AC I82.102), precludes preparation of parent
company financial statements for issuance to stockholders as the financial
statements of the primary reporting entity. Are there any circumstances under
which parent company financial statements may still be prepared?
Reply—Yes. ARB No. 51, Consolidated Financial Statements, paragraph 24
(AC C51.123), states: “In some cases parent company statements may be
needed, in addition to consolidated statements, to indicate adequately the
position of bondholders, other creditors, or preferred stockholders of the parent.
Consolidated statements, in which one column is used for the parent company
and other columns for particular subsidiaries or groups of subsidiaries often
are an effective means of presenting the pertinent information.”

.26

Consolidated Versus Combined Financial Statements

Inquiry—S Corporation has 2000 common shares and 1000 preferred shares
outstanding. The preferred shareholders have the same rights as the common
shareholders, except the right to vote. Of the 2000 common shares outstanding,
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1000 shares are owned by P Corporation and 1000 shares are owned by I (an
individual) who also owns all of the outstanding common shares of P Corpora
tion. The preferred shares of S Corporation are owned by an outside party.
Should P Corporation consolidate S Corporation for financial reporting pur
poses?

Reply—ARB No. 51, Consolidated Financial Statements, as amended by
FASB Statement No. 94, Consolidation ofAll Majority-Owned Subsidiaries (AC
C51), states that to “justify the preparation of consolidated statements, the
controlling financial interest should rest directly or indirectly in one of the
companies included in the consolidation.” In this situation P does not control S
directly or indirectly and therefore consolidation is not appropriate. Combined
financial statements could be presented if the circumstances are such that
combined financial statements of S Corporation and P Corporation are more
meaningful than separate financial statements.
.27

Subsidiary Financial Statements

Inquiry—FASB Statement No. 94, Consolidation of All Majority-Owned
Subsidiaries, paragraph 61 (AC C51.101), indicates that “consolidated rather
than parent-company financial statements are the appropriate general-pur
pose financial statements.” May subsidiary-only financial statements be issued
without consolidated financial statements?

Reply—Yes. Generally accepted accounting principles do not preclude issu
ance of subsidiary-only statements. Care should be taken to include all disclo
sures required by FASB Statement No. 57, Related Party Disclosures (AC R36),
FASB Statement No. 109, Accounting for Income Taxes, paragraph 49 (AC
C51.108A), and other relevant pronouncements (AC R36.105-106).
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Section 1500
Financial Statements Prepared Under
An Other Comprehensive Basis Of
Accounting (OCBOA)
For nonauthoritative guidance about OCBOA financial statements, consult the
AICPA’s publication entitled, Preparing and Reporting on Cash- and Tax-Basis
Financial Statements. This book is intended to alert the reader to some of the
most frequently-encountered issues faced by accounting professionals in deal
ing with cash- and tax-basis financial statements and provides suggestions and
insight into how these issues are resolved in practice. To order this publication,
call the AICPA at 1-888-777-7077.
.04

Terminology for OCBOA Financial Statements

Inquiry—(1) If an entity presents financial statements under an other
comprehensive basis of accounting, may GAAP financial statement titles be
used?
(2) What should be the caption for “net income” or “net loss,” and may the
corporation use “retained earnings”?

Reply—(1) No. SAS No. 62, Special Reports, paragraph 7 (AU 623.07),
states that unmodified GAAP financial statement titles are not acceptable for
use in OCBOA financial statements. The paragraph contains a few examples
of appropriate financial statement titles (for example, Statement ofAssets and
Liabilities Arising from Cash Transactions and Statement of Income—Statu
tory Basis). However, the examples presented in the authoritative literature
were not meant to be all-inclusive and are not the only acceptable titles.
Equally acceptable titles would be Balance Sheet—Cash Basis or Statement of
Operations—Income Tax Basis. The selection of specific financial statement
titles is a matter ofjudgment; any modified title would fulfill the requirements
of SAS No. 62 (AU 623) as long as it is clear that the financial statements are
not prepared in accordance with GAAP.
(2) The authoritative literature is silent regarding the captions to be used
within OCBOA financial statements. Therefore, there is no requirement to
modify standard GAAP financial statement captions in OCBOA financial
statements. If modifications are desired, common examples for cash basis
financial statements are Excess of revenue collected over expenses paid, Excess
of expenses paid over revenue collected, and Accumulated excess of revenue over
expenses paid. For tax-basis financial statements, acceptable modifications
include Retained earnings—income tax basis and Net income—tax basis.
[Amended February 1995.]

.05

Substantial Support for Modifications in Cash Basis

Inquiry—Many nonprofit organizations, partnerships, and small busi
nesses prepare their financial statements on a modified cash basis of account
ing. Which modifications of the cash basis of accounting have “substantial
support” under SAS No. 62, Special Reports, paragraph 4c (AU 623.04c)?
AICPA Technical Practice Aids
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Reply—The cash basis of accounting and modifications of the cash basis are
not formalized in accounting literature. Modifications have evolved through
common usage and practice.
Modifications of the cash basis of accounting to record depreciation on plant
and equipment and to accrue income taxes were recognized in SAS No. 62,
paragraph 4c (AU 623.04c). Ordinarily a modification would have “substantial
support” if the method is equivalent to the accrual basis of accounting for the
particular item and if the method is not illogical. For example, generally income
tax accruals are derived from the tax payable or receivable on the entity’s
income tax return(s). An illogical method would be recording revenue on the
accrual basis and recording purchases and other costs on the cash basis.
If modifications to the cash basis of accounting do not have substantial
support, the auditor should include an explanatory paragraph in his or her
report (preceding the opinion paragraph) and should include in the opinion
paragraph the appropriate modifying language and a reference to the explana
tory paragraph.

If the modifications are so extensive that the modified “cash-basis” state
ments are, in the auditor’s judgment, equivalent to financial statements on the
accrual basis, the statements should be considered GAAP basis. The auditor
should use the standard form of report (SAS No. 58, Reports on Audited
Financial Statements, paragraph 8 (AU 508.08)), modified as appropriate
because of departures from generally accepted accounting principles (SAS No.
58, paragraphs 49 through 54 (AU 508.49-.54)). For example, financial state
ments that are presented in conformity with generally accepted accounting
principles, except that material leases are not capitalized (FASB Statement
No. 13, Accounting for Leases (AC L1O), are considered GAAP-basis financial
statements containing a GAAP departure. [Amended February 1995.]
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Section 1600
Personal Financial Statements
.03

Social Security Benefits—Personal Financial Statements

Inquiry—Do social security benefits to be received based on the future life
expectancy of an individual qualify as an asset in personal financial state
ments?
Reply—No. Statement of Position (SOP) 82-1, Accounting and Financial
Reporting for Personal Financial Statements, paragraph 26 (ACC 10,350.26),
indicates that nonforfeitable rights to receive future sums must meet certain
criteria to be accounted for as assets. One of these criteria is that the rights
must not be contingent on the individual’s life expectancy or the occurrence of
a particular event, such as disability or death. In this example, because the
social security benefits are contingent on the individual’s life expectancy, they
do not qualify as a recognizable asset for the personal financial statements.
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Section 1800
Notes to Financial Statements
.03

Disclosure of Change in Fiscal Year

Inquiry—What disclosure in the financial statements is necessary when a
company changes its fiscal year?

Reply—Generally accepted accounting principles do not specifically require
disclosure of a change in the fiscal year. However, disclosure of such a change
is generally considered necessary to make the financial statements meaningful
to users. [Amended]
.04

Derivatives

Inquiry—FASB Statement No. 119, Disclosure about Derivative Financial
Instruments and Fair Value of Financial Instruments (AC F25), requires
certain disclosures for investments made in derivative financial instruments.
Some entities have indirect investments in derivatives because they invest in
mutual funds that include derivatives in their portfolios’ Do these disclosure
requirements apply only to direct investments in such instruments or do they
apply to indirect investments as well?
Reply—No. FASB Statement No. 119 (AC F25) does not require disclosure
of indirect investments in derivatives. This topic was specifically addressed by
the FASB during the preparation of FASB Statement No. 119 (AC F25). The
FASB’s position differs from the GASB’s conclusion in GASB Technical Bulletin
No. 94-1, Disclosures about Derivatives and Similar Debt and Investment
Transactions, paragraph 4, which states: “... the disclosures ... are applicable
if the entity is exposed to risk by indirectly ... holding ... derivatives, such as
through participation in a mutual fund.. ..”
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Section 2110

Cash
.02

Checks Held at Balance Sheet Date

Inquiry—It is the practice of a company to eliminate its recorded accounts
payable balance at the end of each month by writing checks to all of its trade
vendors prior to the end of the month. To prevent overdrafts that would result
from this practice, the company retains possession of the checks and only mails
them to the vendors after the end of the month, when sufficient funds are
available to satisfy them.

How should these held checks be accounted for by the company at month
end?
Reply—At month end the aggregate dollar amount of held checks should be
added back to cash and accounts payable. Checks which have not left the
custody of the company should not reduce the company’s recorded cash or
accounts payable balances because they have not been tendered to the vendor
to satisfy the debt.

.06

Disclosure of Cash Balances in Excess of Federally Insured Amounts

Inquiry—Should the existence of cash on deposit with banks in excess of
FDIC-insured limits be disclosed in the financial statements?
Reply—The existence of uninsured cash balances should be disclosed if the
uninsured balances represent a significant concentration of credit risk. Credit
risk is defined in FASB Statement No. 105, Disclosure of Information about
Financial Instruments with Off-Balance-Sheet Risk and Financial Instruments
with Concentrations of Credit Risk, paragraph 7 (AC F25.107), as “the possibil
ity that a loss may occur from the failure of another party to perform according
to the terms of a contract.” As a result, bank statement balances in excess of
FDIC-insured amounts represent a credit risk.
A concentration of credit risk exists if an entity has exposure with an
individual counterparty or groups of counterparties. For example, a material
uninsured cash balance with a single bank should generally be disclosed. In
contrast, numerous immaterial uninsured cash balances on deposit with sev
eral banks may not require disclosure. The threshold for “significance” is a
matter ofjudgment and will vary with individual circumstances.

An example of disclosure for this circumstance might be:
The Company maintains its cash accounts primarily with banks located in
Alabama. The total cash balances are insured by the FDIC up to $100,000 per
bank. The Company has cash balances on deposit with two Alabama banks at
December 31, 1996 that exceeded the balance insured by the FDIC in the
amount of $1,100,000.

[The next page is 761.]
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Section 2120

Temporary Investments
.05

Depreciation on Building Held for Investment

Inquiry—A corporation purchased a building and intends to sell it within
six months. It is accounted for as an investment rather than a fixed asset.
Should the building be depreciated?

Reply—No. Depreciation is the systematic allocation of an asset’s cost over
the asset’s service period. Because the building will be recovered through sale
rather than through operations, accounting for the building is a process of
valuation rather than allocation. FASB Statement No. 121, Accounting for the
Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of
(AC I08.122), concludes that long-lived assets to be disposed of should not be
depreciated during the period they are held for disposal. The asset should be
reported at the lower of carrying amount or fair value less cost to sell.
The fair value of an asset is the amount at which the asset could be bought
or sold in a current transaction between willing parties, that is, other than in
a forced or liquidation sale. The cost to sell an asset to be disposed of are
generally the incremental direct costs to transact the sale of the asset, such as
broker commissions, legal and title transfer fees, and closing costs that must
be incurred before legal title can be transferred. Costs generally excluded for
cost to sell an asset to be disposed of are insurance, security services, utility
expenses, and other costs of maintaining the asset.

.06

Accounting for Preferred Dividends Received on Investments in
Common Stock

Inquiry—A company received dividends on its investment in common stock
of another company in the form of preferred stock. How should the dividend be
recorded?
Reply—The assets and related dividend income should be recorded at fair
value. APB Opinion No. 29, Accounting for Nonmonetary Transactions, para
graph 18 (AC N35.105), states that in general, accounting for nonmonetary
transactions should be based on the fair values of the assets or services involved
which is the same basis as that used in monetary transactions and that a
nonmonetary asset received in a nonreciprocal transfer should be recorded at
the fair value of the asset received. (ARB No. 43, chapter 7B, Stock Dividends
and Stock Split-ups (AC C20), discusses accounting for stock dividends by the
recipient; however, the scope of that pronouncement specifically excludes
distributions of a different class of shares from that owned.) [Amended June
1995.]
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Section 2130
Receivables
.05

Out-of-Pocket Costs Incurred by a Law Firm

Inquiry—A law firm incurs certain out-of-pocket costs on behalf of its clients.
If the law firm’s efforts on behalf of the client are successful, these costs are
recovered from the client in addition to the legal fees. If the case is lost, the
costs are absorbed by the law firm. How should these costs be treated by the
law firm?
Reply—These out-of-pocket costs should be reported as an asset in the
financial statements of the law firm (for example, in an account called “client
costs receivable”). At each balance sheet date, the law firm should apply the
criteria in FASB Statement No. 5, Accounting for Contingencies, paragraph 3
(AC C59.104) to determine whether a loss contingency should be accrued.

If an asset is recorded, an allowance for unrecoverable client disbursements
should be established representing the estimated amount of such costs that will
not be realized. If these out-of-pocket costs become uncollectible because a case
is lost, they should be written off against the allowance. [Amended June 1995]
.07

Requirement for Doubtful Accounts Allowance

Inquiry—Do generally accepted accounting principles require an enterprise
to establish an allowance for doubtful accounts even though management,
based on analysis of the receivables and past charge-off experience, believes
that no accounts are uncollectible at the balance sheet date?

Reply—FASB Statement No. 5, Accounting for Contingencies, paragraph 22
(AC C59.128), states that “the conditions under which receivables exist usually
involve some degree of uncertainty about their collectibility, in which case a
contingency exists ...FASB Statement No. 5, paragraph 8 (AC C59.105),
would require an accrual of a loss by a charge to income if both of the following
conditions exist:
a.

“Information available prior to issuance of the financial statements
indicates that it is probable that an asset has been impaired ... at
the date of the financial statements.” and

b.

“The amount of loss can be reasonably estimated.”

If both conditions are not met, an allowance for doubtful accounts would not be
required. Further, there is no requirement to disclose the absence of a loss
accrual. If the conditions are met, an accrual for the loss should be recognized
even though the specific receivables that are uncollectible may not be identifi
able.
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Section 2140

Inventories
.01

Warehousing Included in Cost of Inventory

Inquiry—A client deals in wholesaling and retailing automotive tires for
foreign cars. Most of the inventory is imported, and it is valued on the company’s
records at the actual inventory cost plus freight-in. At year-end, the warehous
ing costs are prorated over cost of goods sold and ending inventory. The
company’s auditor believes the warehousing costs should not be capitalized to
inventory, but the entire amount should be expensed in the year the costs are
incurred. Are warehousing costs considered to be product costs or period costs?
Reply—Statement 3 of Chapter 4, ARB No. 43 states in part:
As applied to inventories, cost means in principle the sum of the applicable
expenditures and charges directly or indirectly incurred in bringing an article
to its existing condition and location.

Kieso and Weygandt, Intermediate Accounting, 9th Edition states:
Product costs are those costs that “attach” to the inventory and are recorded in
the inventory accounts. These costs are directly connected with the bringing of
goods to the place of business of the buyer and converting such goods to a
saleable condition. Such charges would include freight charges on goods pur
chased, other direct costs of acquisition and labor, and other production costs
incurred in processing the goods up to the time of sale. It would seem proper
also, to allocate to inventories a share of any buying costs or expenses of a
purchasing department, storage costs, and other costs incurred in storing or
handling goods before they are sold (i.e., warehousing costs). Because of the
practical difficulties involved in allocating such costs and expenses, however
these items are not ordinarily included in valuing inventories.

Costs of delivering the goods from the warehouse would be considered a
selling expense and should not be allocated to the goods that are still in the
warehouse.

.02

Obsolete Items in Inventory—I

Inquiry—A client purchased in bulk various inventories of stock material.
This material is used to produce various specialized parts used in electronic
equipment. The bulk purchase took place some eighteen months ago, and less
than ten percent of these inventories have been used. The client claims that
there may be some obsolete stock on hand from this bulk purchase, but an
eighteen months period is not enough time to effectively determine the com
plete degree of obsolescence because the highly specialized nature of the
product line may not lead to renewed orders until periods beyond one or more
operating cycles. Based on the information available to the client, about
one-third of the original bulk purchase will be written off because of obsoles
cence. For the remaining inventories, the client will present a representation
letter indicating that he believes the remaining inventory not to be obsolete.
There may be more obsolete inventory than the client is willing to admit.
The poor turnover of such items is the chief reason for concern. Pricing the
inventory at the lower of cost or market will be difficult. The nature of the
inventory (many small items at low unit cost) and its poor turnover make
obtaining market prices difficult.
AICPA Technical Practice Aids
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What is the responsibility of auditors, not being inventory experts, in
determining the extent of obsolescence?

Reply—Sections 331.09 to 331.13 of Statement on Auditing Standards No.
1 discuss evidential matter for inventories. These sections of SAS No. 1 do not
define the auditor’s responsibility for quality of inventory. However, the third
standard of field work would require the auditor to obtain sufficient competent
evidential matter regarding inventory quality in connection with determining
whether or not the inventories are presented in accordance with generally
accepted accounting principles. This evidential matter might include the opin
ion of other experts, for example an electronics engineer, with respect to the
quality of the inventories in this case.
Over the eighteen-month period since the inventories were purchased, less
than ten percent have been utilized. Such a usage rate indicates that the client
has close to an estimated fifteen year supply of these inventories. This would
indicate that little or no value should be assigned to these inventories.

.03

Obsolete Items in Inventory—II

Inquiry—Accounting Research Bulletin No. 43, Chapter 4, “Inventory Pric
ing,” Statement 1 defines inventory as,
“The aggregate of those items of tangible personal property which (1) are
held for sale in the ordinary course of business, (2) are in process of production
for such sale, or (3) are to be currently consumed in the production of goods or
services to be available for sale.”

Is it correct to assume that obsolete items which are not currently consumed
in the production of “goods or services to be available for sale,” are not classified
as inventory?
Reply—It is correct to conclude that obsolete items are excludable from
inventory. Cost attributable to such items is “nonuseful” and “nonrecoverable”
cost (except for possible scrap value) and should be written off if a perpetual
inventory is maintained or simply excluded from the inventory count if cost of
sales is derived solely by means of taking a physical inventory count at the end
of a period.

.04

Airplanes Chartered While Held for Sale

Inquiry—A company purchases airplanes for sale to others. However, until
they are sold, the company charters and services the planes. What would be
the proper way to report these airplanes in the company’s financial statements?

Reply—The primary use of the airplanes should determine their treatment
on the balance sheet. Since the airplanes are held primarily for sale, and
chartering is only a temporary use, the airplanes should be classified as current
assets. However, depreciation would not be appropriate if the planes are
considered inventory. ARB No. 43, Chapter 4, Inventory Pricing, states in part
that the term inventory “excludes long-term assets subject to depreciation
accounting, or goods which, when put into use, will be so classified.”

If the use period were to exceed one year, reclassification to fixed assets and
recognition of depreciation expense would be appropriate under generally
accepted accounting principles (GAAP). [Amended]
.05

Valuation of Rebuilt Airplane Paris Inventory

This Question and Answer is currently being revised.
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.06

Inventory of Meat Packer

Inquiry—A client engaged in the meat packing business uses the “National
Provisioner Daily Market Service” quotations in valuing its inventories. The
client contends that these quotations, adjusted for freight differentials, reflect
an accurate approximation of actual costs and, in lieu of a complete cost
accounting system, should be considered as cost for inventory valuation. Is this
method of inventory valuation acceptable for meat packers?
Reply—Meat packing companies generally value their work in process and
finished goods inventories at market price less cost to bring to market in
accordance with ARB No. 43, Chapter 4 (AC I78), Inventory Pricing. Live
animals and whole carcasses are carried at lower of cost or market. Many
companies use quoted costs such as the National Provisioner quotations which
are estimated costs of producing a particular cut of meat adjusted for the
fluctuating daily livestock prices and other factors. These quoted prices must
be further adjusted by the individual meat packers to take into account
individual factors such as freight and storage.
.08

Valuing Precious Metals Inventory Used in
Manufacturing Applications

Inquiry—Should inventories of precious metals used in manufacturing
applications (for example, diamonds used in drill bits, plutonium or uranium
used in steel fabrication, or titanium used in paint manufacturing) be valued
at market or at the lower of cost or market?
Reply—These inventories should be valued at the lower of cost or market in
accordance with ARB No. 43, Chapter 4, Inventory Pricing, Statement 5,
paragraph 8 (AC I78.109). The excess of market value over cost may be
disclosed.

The exception to “lower of cost or market” that allows precious metals to be
recorded at market on the balance sheet does not apply to these industrial
applications because the metals will be used in the manufacturing process
rather than held for immediate sale and do not meet the other conditions
specified in ARB No. 43, Chapter 4, Statement 9 (AC I78.119), which states:
Only in exceptional cases may inventories properly be stated above cost. For
example, precious metals having a fixed monetary value with no substantial
cost of marketing may be stated at such monetary value; any other exceptions
must be justifiable by inability to determine appropriate approximate costs,
immediate marketability at quoted market price, and the characteristic of unit
interchangeability. Where goods are stated above cost, this fact should be fully
disclosed.

[Amended June 1995.]

.09

Standard Cost for Inventory Valuation

Inquiry—A client uses standard costs for valuing inventory. What disclosure
is necessary in the financial statements regarding inventory valuation?

Reply—Ordinarily, standard costs should be adjusted to a figure which
approximates the lower of cost or market. If this is done, then it is appropriate
to use standard costs for financial reporting purposes. This is usually the case
where standards are currently and frequently adjusted.

ARB No. 43, Chapter 4, Inventory Pricing, states in the footnote to para
graph 6:
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Standard costs are acceptable if adjusted at reasonable intervals to reflect
current conditions so that at the balance sheet date standard costs reasonably
approximate costs computed under one of the recognized bases. In such cases,
descriptive language should be used which will express this relationship, as,
for instance, “approximate costs determined on the first-in first-out basis,” or,
if it is desired to mention standard costs, “at standard costs, approximating
average costs.”

Accordingly, if in this particular case standard costs do in fact approximate
the lower of cost or market, then disclosure along the lines indicated in the
above reference is adequate.

On the other hand, if the difference between standard costs and the lower
of cost or market is material, then mere footnote disclosure will not cure the
known statement imperfection.
.11

Average Cost Method for Subsidiary

Inquiry—Company A and all of its subsidiaries, except one, determine the
cost of inventories by the last-in, first-out method (LIFO). The one subsidiary
uses an average cost method. Is the average cost method acceptable for
determining the cost of inventory? Is it acceptable for one subsidiary to use the
average cost method and Company A and the other subsidiaries to use the LIFO
method?
Reply—The average cost method is an acceptable method for determining
the cost of inventory. An entity may use more than one method to determine
the cost of inventory provided the methods are disclosed.
.12

Classification of Replacement Parts Under a
Maintenance Agreement

Inquiry—Company A has entered into a maintenance agreement with
Company B, an unrelated party, to provide maintenance and service for
specialized computer equipment leased by Company B to third parties. The
maintenance contract between A and B requires that A maintain a spare/replacement parts inventory for the equipment. Company A has no use for these
parts other than to fulfill the obligation under its contract with Company B.
The term of the contract between Company A and Company B is for several
years.
Most of the spare parts (i.e., circuit boards) are of a repairable nature, and
it is expected that as A replaces a part, A will have the removed part refur
bished, at its own cost. The refurbished parts will be available for future use
as necessary.

Should Company A classify the refurbished replacement parts as inventory?
Should Company A’s investment in the parts be amortized?

Reply—Company A should classify the refurbished replacement parts as
inventory. Inventory costs should not be amortized; a loss in their utility should
be reflected as a charge against revenues of the period in which it occurs, as
discussed in ARB No. 43, Chapter 4, Inventory Pricing, paragraph 8.
.13

Classification of Slow-Moving Inventory

Inquiry—A client, engaged in an oil field related industry, has slow-moving
products that are not considered obsolete. The inventory is properly stated at
the lower of cost or market. The client plans to continue selling the inventory

§2140.11

Copyright © 1998, American Institute of Certified Public Accountants, Inc.

865

Inventories

on hand but will cease manufacturing the specialized product. Based on current
sales estimates and demand for the product, it appears likely that the client
will be able to sell all of the items in the inventory over a period of about four
years. Is it correct to classify a portion of the slow-moving inventory as a
long-term asset in the client’s classified balance sheet?

Reply—The portion of the slow-moving inventory not reasonably expected
to be realized in cash during the client’s normal operating cycle should be
classified as a long-term asset in the company’s classified balance sheet. ARB
No. 43, chapter 3A, Working Capital, paragraph 4, states that the term “current
assets” is used to designate cash or resources commonly identified as those that
are reasonably expected to be realized in cash or sold during the normal
operating cycle of the business.

.14

Disclosure of UFO Reserve

Inquiry—Should a company using the last-in, first-out (LIFO) method of
inventory valuation be required to disclose the LIFO reserve in its financial
statements or in the accompanying footnotes?

Reply—Yes. The Accounting Standards Division Issues Paper, Identifica
tion and Discussion of Certain Financial Accounting and Reporting Issues
Concerning LIFO Inventories, addresses this matter in section 2, paragraphs
24 through 28. Paragraph 28 indicates that the task force voted (9 yes, 0 no)
that either the LIFO reserve or replacement cost and its basis for determination
should be disclosed. Paragraph 26 states that the Securities and Exchange
Commission (SEC) requires companies whose securities trade publicly to
disclose this information [Regulation S-X, section 210.5-02.6(c)] and that many
nonpublic companies also disclose this information.

SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, paragraph 11 (AU 411.11), states that in the
absence of a pronouncement covered by Rule 203 of the Rules of Conduct of the
AICPA Code of Professional Conduct or another source of established account
ing principles, the auditor may consider other accounting literature, depending
on its relevance in the circumstances. Other accounting literature includes, for
example, AICPA Issues Papers, FASB Statements of Financial Accounting
Concepts, International Accounting Standards of the International Accounting
Standards Committee; GASB Statements, Interpretations, and Technical Bul
letins; Technical Information Service Inquiries and Replies included in AICPA
Technical Practice Aids; pronouncements of other professional associations or
regulatory agencies, and accounting textbooks, handbooks, and articles.
[Amended June 1995.]

.16

Accounting and Reporting for Changes in Inventory Policy

Inquiry—In 19X4, a health care entity capitalizes in inventory supplies that
in previous years were expensed. What is the proper accounting and reporting
treatment for this event?
Reply—The accounting treatment of capitalizing supplies is in conformity
with the guidance provided in the AICPA Audit and Accounting Guide Audits
of Providers of Health Care Services, paragraph 8.04. This paragraph states
that supplies for a health care entity should be accounted for in a manner
similar to methods used by other business organizations. When material, this
amount should be capitalized and, when immaterial, judgment for the proper
accounting treatment should be exercised.
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If the amounts of unrecorded supplies inventory in prior years were imma
terial, the entity need not report the capitalization of supplies inventory in 19X4
as a change in accounting principle. APB Opinion No. 20, Accounting Changes,
paragraph 8(a) (AC A06.106) states, “... neither (a) initial adoption of an
accounting principle in recognition of events or transactions occurring for the
first time or that previously were immaterial in their effect... is a change in
accounting principle.”
However, if unrecorded supplies inventories in the prior years were mate
rial, and therefore should have been capitalized, an error has occurred, and the
guidance in APB Opinion No. 20, paragraphs 36 and 37 (AC A35.105), concern
ing prior period adjustments should be followed.

[The next page is 1161.]
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.01

Settlement of Mortgage Installment on Real Estate Between Buyer
and Seller

Inquiry—A company purchased an office building subject to the seller’s
assumable mortgage. The closing of the transaction occurred in the middle of
a month which was between payment dates on the mortgage. The closing
statement reflected a credit from the seller to the buyer for the interest that
accrued on the mortgage from the last payment date until the date of the
closing. How should this credit be accounted for by the buyer?

Reply—The buyer would treat the accrued interest credit as a reduction of
interest expense for the first month of ownership. When the buyer makes the
first interest payment after the closing, the credit will offset the full month’s
interest paid and thus reduce the buyer’s net interest expense to the amount
attributable to the period that the property was owned by the buyer. [Amended
June 1995.1
.02

Broker's Commission Received by Purchaser of Property as
Purchase Price Concession

Inquiry—A corporation (“purchaser”) is engaged in negotiations to purchase
real property. During the negotiations, the purchaser was unwilling to accept
the seller’s best offer. To induce the purchaser to agree to the sale, the broker
agreed to rebate a portion of the seller-paid commission to the purchaser.
Would this rebate be considered income to the purchaser or a reduction of
the cost of the property acquired?

Reply—The “rebate” received from the broker should be accounted for as a
reduction of the cost of the property rather than as income. Income should not
be recognized on a purchase. The receipt of the rebate was part of the acquisi
tion of the real estate and, when netted against the purchase price, reflects the
amount the purchaser was willing to pay for the property. [Amended June
1995.1
.06

Valuation of Cattle Herd

Inquiry—A client, in the business of raising and selling cattle, has not been
in business long enough to develop enough cost information to reliably value
the cattle raised by them. Each cow costs $2,000 or more and has an estimated
salvage value of about $300 at the end of its productive breeding life. The client
has adopted a life of seven years for its breeding herd based on the various ages
of the cows.
The client proposes to price the cattle raised as follows:
Purchased calves

When a cow is purchased with a “calf at side,” twenty percent of the purchase
price is allocated to the calf. An additional $50 is allocated to the calf every six
months for the first eighteen months. At eighteen months of age, the cows are
considered mature enough for breeding and are then either sold or placed in
the breeding herd and depreciated.
AICPA Technical Practice Aids
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Raised calves
Since the mother is maintained principally for breeding and is expected to
produce one calf each year, the calf birthed and raised is allocated one year’s
depreciation of the mother, plus $50 at birth. An additional $50 is allocated
every six months for the first eighteen months.
The problem of valuing the cattle is compounded by the fact that cattle
purchased for breeding and those purchased for sale are not separated, and any
cow may be sold at any time. What improvements could be made in the pricing
scheme, and how should the breeding herd and the herd held for sale be shown
on the balance sheet?

Reply—Rather than setting an average breeding life of seven years for the
breeding herd, it would appear more reasonable to set an estimated age at
which a cow should be fully depreciated and to depreciate the cost of each cow
over the remaining estimated years of life. Also, instead of allocating twenty
percent of the purchase price of the cow to the calf “at side,” it would be better
to determine the percent applicable to the calf on the basis of the number of
expected additional calves for that cow.
In valuing the calves, if the $50 figure is a reasonable estimate of six months
of costs, the method seems reasonable. However, instead of allocating one year’s
depreciation of the mother plus $50 at birth, it might be better to allocate only
the depreciation plus the direct expenses of birth such as veterinarian’s fees,
etc.
Since it is difficult to determine which of the cattle are “inventory” and which
are “fixed assets,” it might not be appropriate in this case to classify the assets
and liabilities as current or long-term in the balance sheet.
.07

Costs of Ski Slopes and Lifts

Inquiry—A company has developed a piece of land into a skiing resort. The
company has cut the trees, cleared and graded the land and hills, and con
structed ski lifts and platter pulls.

Should the tree cutting, land clearing, and grading costs of constructing the
ski slopes be capitalized to land? If so, are these costs amortizable?
Should the clearing and grading costs connected with the construction of
the ski lifts and platter pulls be capitalized to this equipment and depreciated?
Reply—All expenditures incurred which are made for the purpose of making
the land suitable for its intended use or purpose (whether that use be for the
construction of a ski lodge, lifts, slopes, platter pulls, or other facilities) are
properly capitalizable as land costs, and land is not subject to depreciation.
During the course of clearing the land to make it useful for the purpose
acquired, salable timber may be recovered, and since the clearing costs are
capital items, amounts realized from the sale of the timber may properly be
credited to the land account. Recurring maintenance of right-of-way (i.e., the
slope and ski-lift areas) would be properly treated as a period cost. [Amended]

.08

Restaurant Dishes and Silverware

Inquiry—Should a base stock inventory of silverware and dishes be shown
on the balance sheet of a restaurant as a fixed asset? In the base stock method,
the base stock is recorded at an unchanging amount and additions to the stock
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are charged to expenses for the period. Inasmuch as fixed assets are specific
items which are subject to depreciation (except land), and the base stock is an
approximate figure for many items and is not depreciated, it would seem that
the base stock should not be classified as a fixed asset.
Reply—Various publications recommending treatment for large stocks of
short-lived, replaceable assets such as silverware and dishes indicate that the
assets should be valued on the basis of physical inventories at year-end, with
used equipment being valued at 50% of current cost, and unused equipment
valued at full cost. This, in effect, assigns an average useful life of two years for
the equipment. It is recommended that such assets be included in fixed assets.
The classification in the balance sheet should not depend upon the method
of valuing the assets. Therefore, regardless of the method of valuation, the
assets should be included in fixed assets. If the valuation differs materially
from the depreciated cost of individual goods on hand at year-end, the presen
tation is not in accordance with generally accepted accounting principles.

.09

Appraisal Value for Mailing Lists

This Question and Answer is currently being revised.

.13

Effect of Future Transfer on Accounting for Land

Inquiry—A nonprofit health care corporation has agreed to a future transfer
of title in its operating property (land and a hospital) to the city in which the
property is located. The transfer will occur in 30 years. Under such circum
stances, is it appropriate to amortize the cost of land over a period of 30 years?
Reply—APB Opinion No. 17, Intangible Assets, paragraph 22, states in part:
Accounting for the cost of a long-lived asset after acquisition normally depends
on its estimated life. The cost of assets with perpetual existence, such as land,
is carried forward as an asset without amortization, and the cost of assets with
finite lives is amortized by systematic charges to income.

Accordingly, the cost of land should not be amortized.

The agreement between the corporation and the city should be disclosed in
notes to the corporation’s financial statements.

.15

Capitalization of Cost of Dredging Log Pond

Inquiry—Corporation A operates a log pond and dredged the pond during
the year at a cost of $350,000. Thus, the useful life of the log pond was extended
several years. Should the dredging cost be expensed or capitalized?

Reply—FASB Concepts Statement No. 3, Elements ofFinancial Statements
of Business Enterprises, paragraph 89, states, in part, “. . . many assets yield
their benefits to an enterprise over several periods .... Expenses resulting
from their use are normally allocated to the periods of their estimated useful
lives (the periods over which they are expected to provide benefits) by a
‘systematic and rational’ allocation procedure, for example, by recognizing
depreciation or other amortization.”
Since the dredging cost will benefit future periods, Corporation A should
capitalize the cost and amortize it in a systematic and rational manner over
the estimated period of benefit. [Amended]
.18

Revaluation of Assets

Inquiry—Company A acquired a material amount of treasury stock result
ing in a stockholders’ equity deficit. Since state law (where Company A is in
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corporated) prohibits the impairment of legal capital, Company A revalued
certain of its assets at fair market value. Should Company A record deprecia
tion for the revalued assets based on historical cost or fair market value?
Reply—APB Opinion No. 6, Status ofAccounting Research Bulletins, para
graph 17 (AC D40.102), states:
The Board is of the opinion that property, plant and equipment should not be
written up by an entity to reflect appraisal, market or current values which are
above cost to the entity. This statement is not intended to change accounting
practices followed in connection with quasi-reorganizations or reorganizations.
This statement may not apply to foreign operations under unusual conditions
such as serious inflation or currency devaluation. However, when the accounts
of a company with foreign operations are translated into United States currency
for consolidation, such write-ups normally are eliminated. Whenever apprecia
tion has been recorded on the books, income should be charged with deprecia
tion computed on the written up amounts.

An opinion expressed on the financial statements of Company A should be
qualified or adverse because the write-up of assets is a departure from generally
accepted accounting principles.

.20

Compounding Capitalized Interest

Inquiry—Company A is constructing a building for its own use. The com
pany capitalized interest cost on the average amount of accumulated expendi
tures for the asset during the current year end. The building was completed in
the next year. Should the company capitalize interest on the average amount
of expenditures for the assets that were made during the current period only
or the average amount of accumulated expenditures for the asset during the
period including the expenditures made in the prior period, which already
includes capitalized interest cost?
Reply—FASB Statement No. 34, Capitalization of Interest Cost, paragraph
13 (AC I67.110), states in part, the amount capitalized in an accounting period
shall be determined by applying an interest rate to the average amount of
accumulated expenditures for the asset during the period. Paragraph 57
further states, “the Board concluded that compounding is conceptually consis
tent with its conclusion that interest on expenditures for the asset is a cost of
acquiring the asset.” Accordingly, the rate should be applied to the average of
all the accumulated expenditures.
.22

Fixed Asset Partially Acquired With Grant Funds

This Question and Answer is currently being revised.
.25

Capitalization of Interest Costs Incurred by Subsidiary

Inquiry—A subsidiary with an asset qualifying for interest capitalization
under FASB Statement No. 34, Capitalization ofInterest Cost (AC I67), incurs
its entire interest cost from a loan from its parent.
What is the extent of interest that may be appropriately capitalized?
Reply—FASB Statement No. 34, paragraph 13 (AC I67.111), states in part,
that the amount capitalized in an accounting period shall be determined by
applying an interest rate to the average amount of accumulated expenditures
for the asset during the period. FASB Statement No. 34, paragraph 15 (AC
I67.113), further states that in separately issued financial statements of a
parent company, consolidated subsidiary, or unconsolidated subsidiary, the
amount of interest cost that may be capitalized is limited to the total amount
of interest cost (including interest on intercompany debt) incurred by the
separate entity.
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Such financial statements should disclose related party transactions as
required by FASB Statement No. 57, Related Party Disclosures (AC R36).
[Amended]
.27

Construction of Asset—Foreign Currency Transaction Gains/Losses

Inquiry—A company is constructing a building in the United States for its
own use. In order to finance the cost of the building, a loan denominated in a
foreign currency is obtained from a bank in a foreign country. The company is
appropriately capitalizing interest incurred as part of the cost of the building
in accordance with FASB No. 34, Capitalization of Interest Cost (AC I67).
However, the company wants to also capitalize as part of the cost of the building
any foreign currency transaction gains or losses it incurs as a result of the loan
with the bank in the foreign country. The company’s rationale is that the
transaction gains or losses relate specifically to the building and therefore
should be considered part of the cost of the building. Is this appropriate?
Reply—No. According to FASB Statement No. 52, Foreign Currency Trans
lation, paragraph 15 (AC F60.122):
Foreign currency transactions are transactions denominated in a currency
other than the entity’s functional currency. Foreign currency transactions may
produce receivables or payables that are fixed in terms of the amount of foreign
currency that will be received or paid. A change in exchange rates between the
functional currency and the currency in which a transaction is denominated
increases or decreases the expected amount of functional currency cash flows
upon settlement of the transaction. That increase or decrease in expected
functional currency cash flows is a foreign currency transaction gain or loss
that generally shall be included in determining net income for the period ....

Thus, even though the loan was obtained to construct the building, the trans
action gains and losses are not part of the cost of the building, but are a result
of the change in the exchange rate and are included in income each period in
which the exchange rate fluctuates. [Amended]

[The next page is 1261.]
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Section 2220
Long-Term Investments
.01

Equity Method When Current Direct Ownership Less Than
Twenty Percent

Inquiry—Company A purchased a 19% stock ownership interest in B. The
company also made a loan to B which is convertible into stock of B and is secured
by shares of C (B’s subsidiary). For as long as the loan is outstanding, Company
A will have several seats on B’s board. The company also has options to
purchase shares of C.

Is the company required to report its investment in B under the equity
method?
Reply—APB Opinion No. 18, The Equity Method of Accounting for Invest
ments in Common Stock, paragraph 17, states that the ability to exercise the
type of influence contemplated in the Opinion may be indicated in several ways
such as representation on the board of directors and investment (direct or
indirect) of 20% or more in the voting stock of an investee.

The company would own only 19% of the outstanding voting stock. Although
it is not indicated whether the conversion feature of the loan may result in
ownership of 20% or more, or whether the board seats would allow A to
significantly influence the voting at meetings of B’s board of directors, the
overall impact of the proposed transaction could demonstrate that the company
has the ability to exercise significant influence over the investee. Therefore, the
equity method should be followed in accounting for the investment.
.03

Equity Method for Investee Following Completed Contract Method

Inquiry—A client, a contractor who follows the percentage of completion
method for income recognition, has entered into a joint venture. The joint
venture follows the completed contract method in its financial statements. The
client accounts for his investment in the joint venture on the equity basis. May
the client recognize his share of the venture’s income (determined on the
percentage of completion method) even though the venture will not recognize
income until the contract is completed?
Reply—APB Opinion No. 18, The Equity Method of Accounting for Invest
ments in Common Stock, paragraph 3f, states:
“Earnings or losses of an investee” and “financial position of an investee” refer
to net income (or net loss) and financial position of an investee determined in
accordance with accounting principles generally accepted in the United States.

Both the completed contract method and the percentage of completion
method are generally accepted, and the investor should not change the inves
tee’s method of accounting from completed contract to percentage of completion
in applying the equity method. If the investee’s financial statements are
prepared on a comprehensive basis of accounting other than GAAP, the investor
AICPA Technical Practice Aids
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should eliminate material variances from GAAP in applying the equity method,
in accordance with SOP No. 78-9, Accounting for Investments in Real Estate
Ventures, paragraph 24. [Amended]

.05

Assuming Pro Rata Share of Venture's Revenues and Expenses

Inquiry—A company has entered into a joint venture with another venturer.
Would it be permissible for the company to include in its income its pro rata
share of each of the revenue and expense accounts of the venture?
Reply—APB Opinion No. 18, The Equity Method of Accounting for Invest
ments in Common Stock, paragraph 19c, states:
The investment(s) in common stock should be shown in the balance sheet of an
investor as a single amount, and the investor’s share of earnings or losses of
the investee(s) should ordinarily be shown in the income statement as a single
amount except for the extraordinary items as specified in (d) below.

However, AICPA Interpretation No. 2 of APB Opinion No. 18, “Investments
in Partnerships and Ventures” relating to accounting for investments in unin
corporated joint ventures states in part:
... because the investor-venturer owns an undivided interest in each asset and
is proportionately liable for its share of each liability, the provisions of para
graph 19-c may not apply in some industries. For example, where it is the
established industry practice (such as in some oil and gas venture accounting),
the investor-venturer may account in its financial statements for its pro rata
share of the assets, liabilities, revenues, and expenses of the venture.

Terminology such as “should ordinarily” contained in the above reference
indicates that picking up the share of the joint venture on a line by line item,
while it may be unusual, would not necessarily be prohibited. Guidance for
transactions of this type relating to real estate can be found in SOP No. 78-9,
Accounting for Investments in Real Estate Ventures, paragraph 11 (ACC
10,240.11). [Amended]

.08

Acquisition of Subsidiaries by Exchange of Assets With No
Book Value

Inquiry—A client, a computer services company, acquired fifty percent of
the capital stock of a corporation in exchange for rights to computer programs.
The cost of these programs had been expensed by the client. Another party
acquired the remaining fifty percent of the stock for $150,000. The client
recorded this transaction as a debit to investments in subsidiaries and a credit
to earnings of $150,000.
A similar transaction, an exchange of rights to computer programs for
capital stock with a stated value of $200,000, occurred later. Investments in
subsidiaries was debited and earnings was credited for $200,000.
The subsidiaries are accounted for under the equity method.
Can the earnings recorded on the exchange of expensed computer programs
for common stock be reflected in parent company financial statements, or do
generally accepted accounting principles require elimination?

Reply—APB Opinion No. 18, The Equity Method of Accounting for Invest
ments in Common Stock, paragraph 19 (AC I82.109) states in part, “The
difference between consolidation and the equity method lies in the details
reported in the financial statements. Thus, an investor’s net income for the per
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iod and its stockholders’ equity at the end of the period are the same whether
an investment in a subsidiary is accounted for under the equity method or the
subsidiary is consolidated.. . .” Intercompany profit eliminations under the
equity method is discussed in AICPA Interpretation No. 1 of APB Opinion No.
18, “Intercompany Profit Elimination Under Equity Method (AC I82.501),” and
states in part, “All intercompany transactions are eliminated in consolidation,
but under the equity method intercompany profits or losses are normally
eliminated only on assets still remaining on the books of an investor or an
investee.”

Both APB Opinion No. 18, paragraph 19 (AC I82.109), and AICPA Interpre
tation No. 1 ofAPB Opinion No. 18 (AC I82.501), indicate that the intercompany
gain ($150,000 and $200,000) recorded by the investor company would be
eliminated under the equity method.
In the second case, measuring the value of the computer programs by the
$200,000 stated value of the stock may not be appropriate, and the auditor
should try to satisfy himself concerning the estimated values assigned to the
tangible and intangible assets contributed by the other stockholders. (See APB
Opinion No. 18, paragraph 19n and APB Opinion No. 16, Business Combina
tions, paragraph 88.)
.09

Market Value of Unregistered Stock

Inquiry—A company needs a monthly valuation of its securities at market.
Among the securities to be valued are some lettered securities that contain a
three-year restriction against sale. These lettered securities consist of 7½%
convertible debentures maturing in five years and common stock which had to
be purchased as a unit. Common stock which is unrestricted is being freely
traded and is presently selling at three times the cost of the restricted common.

What is the generally accepted accounting method of valuing the lettered
securities?

Reply—The valuation of unregistered stock is discussed in the SEC’s Codi
fication of Financial Reporting Policies, Sec. 404.04.a (ASR 113).
In general the valuation of such stock is difficult. The relationship between
the current value of unregistered stock and of similar stock which is available
for sale on the exchanges or over the counter will vary for many reasons,
including particularly the period for which it may be expected to remain
unregistered, and the volatility and thinness of market of stock being traded.

Methods of valuation are not, strictly speaking, accounting functions. The
valuation of securities is primarily a function of appraisers and stockbrokers.
A broker knowledgeable as to the company involved will frequently be in a
position to suggest a discount percentage appropriate to the restrictions im
posed upon sale of a particular security. Such percentage will vary with the
type of restriction and with the nature of the market for the unrestricted
security of that issuer.

In determining how much credibility to assign to evidence of valuation of an
asset, it is necessary to evaluate the competence and experience of the individ
ual appraiser, his knowledge of the field, and the individual asset involved.
.11

Equity Method for Investments in Limited Partnerships and
Unincorporated Joint Ventures

Inquiry—Corporation A owns investments ranging from 20% to more than
50% in several limited partnerships and unincorporated joint ventures. Is Cor
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poration A required to use the equity method to account for its investments? If
Corporation A uses the equity method for its investments, should the auditors
of Corporation A examine the financial statements of each separate investee?

Reply—AICPA Interpretation No. 2 of APB Opinion No. 18, “Investments
in Partnerships and Ventures,” states:
APB Opinion No. 18 applies only to investments in common stock of corpora
tions and does not cover investments in partnerships and unincorporated joint
ventures (also called undivided interests in ventures). Many of the provisions
of the Opinion would be appropriate in accounting for investments in these
unincorporated entities, however, as discussed below.
Partnership profits and losses accrued by investor-partners are generally
reflected in their financial statements as described in paragraphs 19-c and 19-d.
Likewise, most of the other provisions of paragraph 19 would be appropriate in
accounting for a partnership interest, such as the elimination of intercompany
profits and losses (see paragraph 19-a).

***
Generally, the above discussion of partnerships would also apply to unincorpo
rated joint ventures, particularly the elimination of intercompany profits and
the accounting for income taxes. However, because the investor-venturer owns
an undivided interest in each asset and is proportionately liable for its share
of each liability, the provisions of paragraph 19-c may not apply in some
industries. For example, where it is the established industry practice (such as
in some oil and gas venture accounting), the investor-venturer may account in
its financial statements for its pro rata share of the assets, liabilities, revenues,
and expenses of the venture.

AICPA Interpretation No. 2 of APB Opinion No. 18, seems to imply that the
same factors (a controlling financial interest, the ability to exercise significant
influence over operating and financial policies, or the lack of control or ability
to exercise significant influence) that determine the method used by an investor
to account for its investments in corporate common stock would also determine
the method used by an investor to account for its investments in unincorporated
entities. The one exception stated in AICPA Interpretation No. 2 of APB
Opinion No. 18, that an investor may account for its pro rata share of the assets,
liabilities, revenues, and expenses of an unincorporated joint venture, is based
on industry practices. Accordingly, Corporation A’s method of accounting for
its investments would depend on the circumstances.

SAS No. 1, section 332, Long-Term Investments, paragraph 5 (AU Section
332.05), relates to investments accounted for by either the cost method or the
equity method and states, in part, that:
Evidential matter pertaining to the carrying amount of long-term invest
ments, income and losses attributable to such investments, and capital and
other transactions of the investee may be available in the form of audited
financial statements, unaudited financial statements, market quotations, or
other evidential matter.

.12

Investor's Shore of Losses in Excess of Its Investment

Inquiry—Company A’s share of the losses of a real estate venture exceeds
its investment in the venture. How should Company A account for its invest
ment?
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Reply—SOP No. 78-9, Accounting for Investments in Real Estate Ventures
(ACC section 10,240), recommends that the equity method be used to account
for investments in corporate or noncorporate real estate ventures. APB Opinion
No. 18, The Equity Method of Accounting for Investments in Common Stock,
paragraph 19i (AC I82.109), states:
An investor’s share of losses of an investee may equal or exceed the carrying
amount of an investment accounted for by the equity method plus advances
made by the investor. The investor ordinarily should discontinue applying the
equity method when the investment (and net advances) is reduced to zero and
should not provide for additional losses unless the investor has guaranteed
obligations ofthe investee or is otherwise committed to provide further financial
support for the investee.* If the investee subsequently reports net income, the
investor should resume applying the equity method only after its share of that
net income equals the share of net losses not recognized during the period the
equity method was suspended.

Accordingly, the investor should reflect its investment at a zero amount and
disclose in a note to the financial statements the amount of its share of investee
losses in excess of the zero amount.

If the investor is committed to provide further financial support to the
investee, the investor should show the excess of its share of investee losses over
its investment and advances as a liability up to the amount of its commitment.
.13

A Change in Circumstances Using the Equity Method of Accounting
for an Investment

Inquiry—An investor had guaranteed obligations of an investee and the
investor’s share of losses of this investee have exceeded the carrying amount of
the investment on the investor’s book in a prior year. This procedure is in
accordance with APB Opinion No. 18, The Equity Method of Accounting for
Investments in Common Stock, paragraph 19i (AC I82.109). In the current year,
the investee fully paid the obligation which was guaranteed by the investor;
accordingly, the investor will no longer guarantee the obligations of the investee
and, therefore, will not record its share of the investee’s losses.
(1) Does this constitute a change of accounting principles?
(2) How should the liability recorded on the investor’s books be ac
counted for?
Reply—(1) This is not a change in accounting principles. According to APB
Opinion No. 20, Accounting Changes, paragraph 8 (AC A06.106), an “adoption
or modification of an accounting principle necessitated by transactions or
events that are clearly different in substance from those previously occurring”
is not a change in accounting principles. The situation described is a change in
circumstances and not a change in accounting principles.

(2) The liability recorded on the investor’s books should be reversed in the
current year and reported in the income statement with appropriate footnote
disclosure.
An investor should, however, provide for additional losses when the imminent return to
profitable operations by an investee appears to be assured. For example, a material, nonrecurring
loss of an isolated nature may reduce an investment below zero even though the underlying
profitable operating pattern of an investee is unimpaired. [APB Opinion No. 18, paragraph 19i,
footnote 10 (AC I82.109, footnote 11).]
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.14

Equity Method—Effect of Unrecorded Equity in Losses on
Additional Investment

Inquiry—Company A purchased 40 percent of Company B for $100,000.
Company A did not guarantee the debt of Company B. Subsequent to the
investment by A, B incurred large operating losses and A ceased to record equity
in B’s losses after its investment in B was reduced to zero. A few years later, A
purchased an additional 5 percent interest in B. Should Company A offset the
amount of this additional investment by the unrecorded equity in losses of
Company B?
Reply—No. Company A’s additional investment would not be offset by the
unrecorded equity in Company B’s losses because A’s unrecorded equity in
those losses is not attributable to the block of shares in comprising the
additional 5 percent interest.
.15

Accounting for Distribution From Joint Venture

Inquiry—A corporation invests in a joint venture which is involved in real
estate. The joint venture is a corporation and it is not controlled by the corporate
investor. It accounts for this investment in accordance with APB Opinion No.
18, The Equity Method of Accounting for Investments in Common Stock (AC
I82). The joint venture incurred losses over the next few years. That resulted
in the investment account on the corporation’s books to decline to zero. At this
point, the joint venture paid the corporation a cash distribution. How should
the corporation account for this distribution?
Reply—APB Opinion No. 18 (AC I82), states that the investor ordinarily
shall discontinue applying the equity method when the investment (and net
advances) is reduced to zero and shall not provide for additional losses unless
the investor has guaranteed obligations of the investee or is otherwise commit
ted to provide financial support for the investee.
In this situation, the corporate investor in the joint venture should account
for the cash distributions received as income if the distribution is not refundable
by agreement or by law and the investor is not liable for the obligations of the
joint venture and is not otherwise committed to provide financial support to
the joint venture.

.17

Tax Basis Accounting—Use of Equity Method

Inquiry—Can an investor who prepares its financial statements in accord
ance with U.S. generally accepted accounting principles (GAAP) use the equity
method of accounting for an investment in the common stock of an investee that
presents its financial statements on the income tax basis of accounting if the
investment would otherwise qualify for the equity method?
Reply—APB Opinion No. 18, Equity Method of Accounting for Investments
in Common Stock, paragraph 10 (AC I82), states, “Under the equity method,
an investor recognizes its share of earnings or losses of an investee in the
periods for which they are reported by the investee in its financial statements.”
APB Opinion No. 18, paragraph 3 (AC I82.404), defines the earnings or losses
of an investee as the “net income (or net loss)... of an investee determined in
accordance with accounting principles generally accepted in the United States.”
If the investment qualifies for equity method accounting, the investor must
adjust the investee’s tax basis financial statements to GAAP basis to determine
its share of earnings or losses. If the adjustment cannot be determined, and the
amounts are material, it would be considered a GAAP exception.
[The next page is 1361.]
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Noncurrent Receivables
.02

Balance Sheet Classification of Deposit on Equipment to
Be Purchased

Inquiry—What is the appropriate balance sheet classification of a deposit
on machinery which is to be purchased within one year?
Reply—ARB No. 43, Chapter 3A, Current Assets and Current Liabilities,
paragraph 6, states, “This concept of the nature of current assets contemplates
the exclusion from that classification of such resources as: (a) cash and claims
to cash that are restricted as to withdrawal or use for other than current
operations, are designated for expenditure in the acquisition or construction of
noncurrent assets, or are segregated for the liquidation of long-term debts.”
Accordingly, the deposit on equipment should be classified as a noncurrent
asset even though the equipment will be purchased within one year.

[The next page is 1391.]
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.01

Balance Sheet Classification of Life Insurance Policy Loan

Inquiry—A company has secured a short-term loan from an insurance
company against the cash surrender value of its life insurance policies.
In paragraph 6(d), Chapter 3A of ARB No. 43, cash surrender value of life
insurance policies is excluded from the classification of a current asset. This
reference does not appear to recommend a different classification if the cash
value may have been fully borrowed from the insurance company.

Is it proper to classify a readily liquid asset as noncurrent and simultane
ously show the related borrowings as a current liability?

Reply—Paragraph 6 of Chapter 3A of Accounting Research Bulletin No. 43
states in part:
This concept of the nature of current assets contemplates the exclusion from
that classification of such resources as ... (d) cash surrender value of life
insurance policy.

Note 3 to paragraph 7 of this Chapter states:
Loans accompanied by pledge of life insurance policies would be classified as
current liabilities when, by their terms or by intent, they are to be repaid within
twelve months. The pledging of life insurance policies does not affect the
classification of the asset any more than does the pledging of receivables,
inventories, real estate, or other assets as collateral for a short-term loan.
However, when a loan on a life insurance policy is obtained from the insurance
company with the intent that it will not be paid but will be liquidated by
deduction from the proceeds of the policy upon maturity or cancellation, the
obligation should be excluded from current liabilities.

Paragraph 7-1 of Accounting Principles Board Opinion No. 10 states:
It is a general principle of accounting that the offsetting of assets and liabilities
in the balance sheet is improper except where a right of setoff exists.

Therefore, if a company takes out policy loans from the insurance company
on life insurance policies which it owns and if there is no intention to repay the
loan during the ensuing operating cycle of the business, such loan may be
excluded from current liabilities. Furthermore, as the owner of a policy nor
mally has the right to offset the loan against the proceeds received on maturity
or cancellation of the policy, it is appropriate to apply the amount of the loan
in reduction of the cash surrender value, with disclosure of the amount so offset.

.02

Disclosure of Life Insurance on Principal Stockholders

Inquiry—A client corporation maintains life insurance policies on its prin
cipal stockholders which will provide for the repurchase of the stock in the event
of a stockholder’s death. The cash surrender value of these policies appears on
the balance sheet. Is further disclosure necessary?
Reply—The rule of informative disclosure requires that the essential facts
respecting firm commitments for purchase of a corporation’s own stock pursu
ant to a buy-sell agreement, be set forth in a footnote to the financial state
ments.
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Below is an example of a footnote describing such a situation which might
appear on the balance sheet in reference to the cash surrender value account:
The company is the owner and beneficiary of key-man life insurance policies
carried on the lives of X, Y, and Z bearing face value amounts of $500,000,
$500,000 and $450,000 respectively. No loans are outstanding against the
policies, but there is no restriction in the policy regarding loans.
The life insurance contracts are accompanied by mandatory stock purchase
agreements to the amount of the proceeds of the life insurance. In the event of
the insured’s death, the “fair market value” of the stock will, by previous action,
be established by the X Appraisal Company. The insured’s estate will be
obligated to sell, and the company will be obligated to purchase the insured’s
stock up to the appraisal value of the stock or the proceeds of insurance,
whichever is the lesser. The purpose is to protect the company against an abrupt
change in ownership or management.

.03

Omission of Cash Surrender Value of Life Insurance from Assets

Inquiry—Clearly, cash surrender values of life insurance may be included
among the assets in the balance sheet of an enterprise. Is this mandatory, or
may management elect to omit this item from the assets on the theory that its
inclusion will be misleading since the insurance is carried for the purpose of
covering the loss it is anticipated will be sustained as a result of the death of a
key official?
Reply—If the enterprise retains all valuable contract rights incident to
ownership of the life insurance policy, then it is mandatory from the standpoint
of full accountability to reflect the asset status of the cash surrender value of
the policy. Not to reflect the cash surrender value would be tantamount to
creating a hidden reserve which would be contrary to generally accepted
accounting principles.

.04

Corporation's Policy on Life of Debtor Corporation's Officer

Inquiry—A client took out a straight life insurance policy on the life of an
officer of another corporation which is indebted to the client. The client
corporation hopes to receive the proceeds of the insurance policy tax free and
has not deducted the yearly premium payments as expenses. The officer is over
65 years old, and, therefore, there is a great possibility he will die prior to the
full payment of the outstanding balance of the corporation’s debt. The prior
CPA reported the accumulated premium payments on the Balance Sheet as
“Investment in Life Insurance.”
Is it proper to show total premiums paid as an investment under these
circumstances?
Reply—Where a corporation takes out a life insurance policy on the life of a
debtor corporation’s officer (assuming that there is an insurable interest), the
manner of accounting for the premiums should not differ from the manner of
accounting for premiums paid on the life of the corporation’s own officer. The
premiums should be broken down between the expense and the cash surrender
value elements. Accordingly, the accumulated premiums account should be
analyzed to determine the cash surrender value as at the balance sheet date,
the expense portion for the period under audit, and the remaining portion which
should be treated as a correction of prior period earnings. See Accounting
Principles Board Opinion No. 20, Accounting Changes, for a discussion of
correction of an error.
[The next page is 1451.]

§2240.03

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

1451

Section 2250
Intangible Assets
.02

Change in Amortization Period for Contingent Consideration
Carried as Goodwill

Inquiry—A company in a purchase transaction acquired a service business
at a purchase price in excess of identifiable tangible and intangible assets. The
excess purchase price, paid for customers’ lists, going concern value, goodwill,
etc., is reflected on the balance sheet. The original purchase agreement pro
vided for additional payments which were dependent upon the operations of
the acquired company in subsequent years. An additional $100,000 became due
three years from the date of the original purchase.
Because of the nature of the service business, the purchaser tentatively
decided on the date of acquisition to adopt a ten year life for amortization
purposes. The ten-year write-off period originally chosen does not represent the
actual life of the excess but only a judgmental estimate. The additional
$100,000 is payable only because the acquired company has demonstrated
continued earning power. Because of this evidence as to the continued value of
the excess purchase price, the company determined to write off the excess
(comprising the unamortized balance of the original amount plus the $100,000)
over a term of fifteen years from the date of payment of the additional $100,000.
Is the amortization of goodwill and other intangible assets, in accordance
with generally accepted accounting principles?

Reply—Paragraph 80 of Accounting Principles Board Opinion No. 16 states
as follows:
Additional consideration may be contingent on maintaining or achieving speci
fied earnings levels in future periods. When the contingency is resolved and
additional consideration is distributable, the acquiring corporation should
record the current fair value of the consideration issued or issuable as addi
tional cost of the acquired company. The additional costs of affected assets,
usually goodwill, should be amortized over the remaining life of the asset.

Paragraph 31 of APB Opinion No. 17 states in part:
A company should evaluate the periods of amortization continually to deter
mine whether later events and circumstances warrant revised estimates of
useful lives. If estimates are changed, the unamortized costs should be allocated
to the increased or reduced number of remaining periods in the revised useful
life but not to exceed forty years after acquisition.

This also is in accordance with paragraph 31 of APB Opinion No. 20.

It is appropriate to adjust the estimate of the period benefited by the
intangible assets at the date the contingent consideration is determined. Such
amortization period may not exceed forty years from the date of the original
acquisition. The revised life should be applied to the unamortized balance of
the originally recorded intangible, as well as to the additional payment being
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made, on a straight line basis in accordance with paragraph 30 of APB Opinion
No. 17. If the intangibles can be broken down between general “goodwill” and
other intangibles, the estimated lives for the various intangible assets may
differ.

.04

Appraisal Value of Intangible Assets

Inquiry—A client who operates several Community Antenna Television
systems wishes to value the CATV systems in the statement of financial
position at an appraisal value based on a fixed amount per subscriber. Could
such a value be properly presented on the financial statements?

Reply—APB Opinion No. 6, Status of Accounting Research Bulletins, para
graph 17, states in part, “The Board is of the opinion that property, plant and
equipment should not be written up by an entity to reflect appraisal, market,
or current values which are above cost to the entity.” APB Opinion No. 17,
Intangible Assets, paragraph 25, states in part, "Intangible assets acquired
singly should be recorded at cost at date of acquisition.”
Therefore, whether the assets involved are tangible or intangible, it would
not be in accordance with generally accepted accounting principles to state such
assets at appraised values in excess of cost. [Amended]

.05

Reporting Write-Off of Unamortized Goodwill

Inquiry—Corporation A has reviewed the estimated life of goodwill, which
is being amortized, and decided that the unamortized balance of goodwill
should be written off in the current year. The write-off is caused by significant
changes in manufacturing techniques and other circumstances which indicate
that the unamortized goodwill has no future benefits. How should the write-off
be reported?
Reply—In accordance with APB Opinion No. 30, Reporting the Results of
Operations—Reporting the Effects of Disposal of a Segment of a Business, and
Extraordinary, Unusual and Infrequently Occurring Events and Transactions,
paragraph 23(a), which refers specifically to the write-down or the write-off of
intangibles, the write-off of goodwill would not be reported as an extraordinary
item. Assuming that the amount of the write-off is material, the write-off should
be reported in accordance with APB Opinion No. 30, paragraph 26. Paragraph
26 states:
A material event or transaction that is unusual in nature or occurs infre
quently but not both, and therefore does not meet both criteria for classification
as an extraordinary item, should be reported as a separate component of income
from continuing operations. The nature and financial effects of each event or
transaction should be disclosed on the face of the income statement or, alter
natively, in notes to the financial statements. Gains or losses of a similar nature
that are not individually material should be aggregated. Such items should not
be reported on the face of the income statement net of income taxes or in any
manner inconsistent with the provisions of paragraphs 8 and 11 of this Opinion
or in any other manner that may imply that they are extraordinary items.
Similarly, the earnings per share effects of those items should not be disclosed
on the face of the income statement.

.06

Accounting Treatment of Agreements Not to Compete

Inquiry—A company enters into an agreement with an outgoing officer
whereby the company will make future periodic payments to the officer in
return for the officer’s agreement not to compete with the company for the
period coinciding with the payments.
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Would it be appropriate for the company to record a liability for the total
future payments to the former officer and a corresponding intangible asset for
the covenant?

Reply—The authoritative literature does not provide specific guidance for
the treatment of executory contracts, which require future consideration upon
the occurrence of certain events.
FASB Concepts Statement No. 6, Elements of Financial Statements, para
graph 36, specifies that a characteristic of a liability is that “the transaction or
other event obligating the entity has already happened.” Since the event that
gives rise to the company’s obligation is the former officer’s forbearance from
competition, many accountants believe that the transaction should be recorded
prospectively, as the payments are “earned” by the former officer. They would
disclose the contractual obligation as a commitment in the company’s notes to
its financial statements.
Concepts No. 6, paragraph 26 provides that a characteristic of an asset is
that “it embodies a probable future benefit....” Accordingly, the company would
only record an intangible asset if the payment to the former officer preceded
the period of forbearance.

.07

Write-Off of Goodwill on Date of Purchase

Inquiry—An investor purchased a significant interest in an equity investee
and at the same time guaranteed its obligations. The subsequent share of the
investee’s losses plus advances exceeded the carrying amount of the invest
ment. The investor purchased the remaining interest and assumed responsi
bility for the obligations of the investee. The purchase price of the remaining
interest Was in excess of the sum of the fair values of the identifiable assets
acquired less liabilities assumed, which implied goodwill. If the parent deter
mines that the goodwill has no value can it immediately be written off?

Reply—No. Goodwill is defined as the excess of the purchase price over the
fair value of the identifiable assets acquired. APB Opinion No. 17, Intangible
Assets, requires goodwill to be capitalized and amortized over its useful life. To
reduce the carrying amount of goodwill, it is usually necessary to establish that
the economic conditions and factors which gave rise to the goodwill no longer
exist, or that the period benefited by such factors and conditions has expired.
Since sufficient time has not elapsed to demonstrate either of these conditions,
it would be improper to write off the goodwill.

[The next page is 1501.]
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Other Assets
.03

Legal Expenses Incurred to Defend Patent Infringement Suit

Inquiry—A company is sued for patent infringement. Should the cost to
defend the patent be capitalized or expensed?

Reply—The choice of capitalizing or expensing depends on the outcome of
the lawsuit. FASB Concepts Statement No. 6, Elements of Financial State
ments, paragraph 247 (AC V18.401), states “... the legal and other costs of
successfully defending a patent from infringement are 'deferred legal costs’ only
in the sense that they are part of the cost of retaining and obtaining the future
economic benefit of the patent.”

If defense of the patent lawsuit is successful, costs may be capitalized to the
extent of an evident increase in the value of the patent. Legal costs which relate
to an unsuccessful outcome should be expensed.

[The next page is 1801.]
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Section 3100

Current Liabilities
.01

Estimated Liability for Unemployment Claims

Inquiry—Under state law, a corporation has a choice of the method to pay
unemployment insurance contributions. The corporation may pay a percentage
of gross wages or may reimburse the state employment commission directly for
actual unemployment claims. A client chose to reimburse the state for the
actual claims which may arise. If no claims against the client are filed, may the
client record an expense and a liability for unemployment claims?

Reply—The estimated unemployment insurance costs should be accrued
currently based on the client’s estimated or past history of unemployment.
Unemployment insurance cost should be related to the period worked by the
employees. Not recording unemployment costs until claims are actually filed
would result in a mismatching of revenues and expenses. Such an approach
would be unacceptable under generally accepted accounting principles.

.03

Accounting for Possible Refunds of Leasing Fees

Inquiry—A company franchises distributorships for home and office oxygen
inhalator units. The licensees lease the units from the company and pay an
initial leasing fee for each unit before receipt of the unit. As stipulated in the
franchise agreement, the licensee is entitled to a refund, upon termination of
the franchise agreement and return of the units, of a specified amount of the
initial leasing fee depending on the period of time that the units are leased out.
When units are returned they can usually be redistributed with little or no
repair. Is there a liability for the return of a portion of the initial leasing fees?

Reply—The returned units can usually be redistributed with little or no
repair. Therefore, accounting for these units would be similar to accounting for
returnable containers. Because the licensee pays the initial leasing fee prior
to delivery of the units, there is no receivable to be offset by an “allowance
account” for the estimated refunds, and so the amounts for estimated refunds
should be shown as a liability.
.04

Date for Accrual of Tax Penalties

Inquiry—A company has received certain billings from the federal govern
ment for interest and penalties for late filing of federal withholding taxes. Some
of these notices were received prior to the balance sheet date, while other
notices were received after the balance sheet date, but in either case they apply
to periods prior to the balance sheet date. Should liabilities for the interest and
penalties be shown on the balance sheet?
Reply—SAS No. 1, section 560, Subsequent Events, paragraph 3 (AU
560.03), states in part:
All information that becomes available prior to the issuance of the financial
statements should be used by management in its evaluation of the conditions
on which the estimates were based. The financial statements should be adjusted
for any changes in estimates resulting from the use of such evidence.
AICPA Technical Practice Aids
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Therefore, provision should be made for any billings received for penalties on
late filing of federal withholding taxes which were required to be filed prior to
the balance sheet date. Similarly, any such interest should be provided for up
to the balance sheet date. Interest accrued subsequent thereto would be an
expense of the following period.

.08

Reporting Accrued Compensation Cost

Inquiry—An entity, which will be presenting comparative financial state
ments, failed to implement FASB Statement No. 43, Accounting for Compen
sated Absences (AC C44), until the current year. (It was required to have been
adopted for fiscal years beginning after December 15,1980.)

According to the entity’s management, the condition of the books and records
makes restating the earlier of the two years presented impracticable. Instead,
it intends to include the cumulative effect in net income in the current year.
Management represents that the accounting treatment should parallel that
of APB Opinion No. 20, Accounting Changes, paragraph 20 (AC A06.116), which
states, “.. . The amount shown in the income statement for the cumulative
effect of changing to a new accounting principle is the difference between (a)
the amount of retained earnings at the beginning of the period of a change and
(&) the amount of retained earnings that would have been reported at that date
if the new accounting principle had been applied retroactively for all periods
which would have been affected and by recognizing only the direct effects of the
change and related income tax effect.”
The auditor states that this should be treated as the correction of an error,
and, as such, must result in the restatement of the earlier year of the compara
tive presentation.
Is the auditor correct?

Reply—Assuming that the amounts of unaccrued compensation costs were
material in prior years, so that prior year statements were in error, the auditor
is correct. If, however, the matter became material for the first time in the
current year, then application of APB Opinion No. 20 (AC A06 and A35), i.e., a
cumulative effect adjustment, would be appropriate.

The transition guidance in FASB Statement No. 43 (AC C44) permitted the
cumulative effect to be included in net income in the year in which the
Statement was first applied if it was not practicable to restate any prior year.
However, the first year of application would have to have been for fiscal years
beginning after December 15, 1980. The exception would not apply to initial
application after that date.
.09

Accrual for Employer Co-lnsurance Arrangements

Inquiry—A company pays for the medical expenses of its active employees
but purchased “stop-gap” or “excess of loss” insurance to cover medical expenses
exceeding $10,000, lifetime benefit, per employee. What amount, if any, should
the company accrue to cover its liability?
Reply—Although FASB Statement No. 5, Accounting for Contingencies (AC
C59), excludes employment-related costs, that accounting guidance may be
appropriate for this situation. FASB Statement No. 5, paragraph 8 (AC
C59.105), states that an accrual for a loss contingency is required if the loss is
probable and the amount of the loss can be reasonably estimated. Medical
expenses incurred by the employee during the reporting period should be ac

§3100.08

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Current Liabilities

1823

crued. This includes expenses incurred during the reporting period but submit
ted after the balance sheet date. The accrual should be based on all relevant
data (including statistical data), the company’s historical experience, and its
expectations of the future. Some of this data may be available from insurance
administrators or actuaries.

.10

Compensated Absences

Inquiry—A company with a June 30 year end has a sick pay policy that
states that an employee employed for at least three months is entitled to ten
sick days annually. The employee is entitled to these days as of January 1 and
any unused sick days as of December 31, are paid to these workers. Should the
company accrue a liability as of June 30 for the unused sick days of these
workers?
Reply—Yes. FASB Statement No. 43, Accounting for Compensated Absences
(AC C44), indicates that sick pay that is customarily paid even though the
absence from work is not actually the result of an illness, should not be
considered sick pay in applying the provisions of paragraph 7 (AC C44.105) of
that Statement. In considering necessity for making an accrual, the four criteria
in paragraph 6 (AC C44.104) should be considered.

In determining the amount of the accrual, the guidance in FASB Statement
No. 5, Accounting for Contingencies (AC C59), concerning the probability of
future payment should be considered. Specifically, the company should con
sider its payment history and employee turnover in calculating the accrual.
In this example, if an employee had taken three days through June 30, the
remaining accrual would be seven days. If this example were modified, and the
days were earned on a pro rata basis throughout the year, the company would
record a liability for the expected payment to be made to the employee for only
the accumulated right through June 30. With the same three days taken
through June 30, the company would have an accrual for the remaining two
days in the June 30 financial statements.

[The next page is 2021.]
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Long-Term Debt
.06

Amortization Period for Placement Fee When Mortgage Refinanced

Inquiry—A company paid a $100,000 mortgage placement fee for an eigh
teen year mortgage. Ten months later, it became apparent that a refinancing
of a significantly larger mortgage would be needed. The company negotiated a
commitment with a bank for a larger mortgage to be placed one year from the
date of this agreement. At the time of the commitment, in accordance with APB
Opinion No. 17, paragraph 31 (AC I60.112), which deals with intangible assets,
the company reduced the amortization period of the placement fee to the
expected remaining period of the original mortgage.
Two months before the closing date of the original mortgage, at which time
almost the entire prepaid mortgage fee had been amortized, the bank was
unable to make the loan and exercised an option to extend the closing date of
the old mortgage and the placement date of the new mortgage for six more
months.
Should the amortization period now be extended to the new settlement date?
Reply—The mortgage placement fee should not be viewed as an intangible
asset but as a deferred charge under APB Opinion No. 21. It is an amortizable
cost incurred to secure the mortgage.
The unamortized amount of the fee at the time when the bank exercises the
option should be amortized over the remaining six month period. The reasons
for the exercise of the option do not change the fact that the period benefited
has been extended. The change should be treated as a change in accounting
estimate, in accordance with APB Opinion No. 20 (AC A06). If the new mortgage
is placed before the end of the six month option period, any balance of the fee
should then be written off in accordance with APB Opinion No. 26 (AC D14)
and FASB Statement No. 4 (AC D14) which deal with early extinguishment of
debt. [Amended]
.09

Financial Statement Presentation of "Pay Any Day" Loans

Inquiry—Corporation A finances its purchases of equipment through “pay
any day” loans. Under this type of financing arrangement, the borrower signs
a note and security agreement which sets forth the amount financed, the
finance charge, and the amount of monthly payment. This instrument differs
from a conditional sales contract or “add-on” loan. The “add-on” loan is a
contract calling for a specified number of payments, including interest, and
therefore the liability is the total amount to be repaid over the life of the
contract; whereas, the “pay any day” loan, or note and security agreement is a
simple interest loan and the agreement shows the finance charge in order to
disclose the amount of interest that will be paid if each installment payment is
made on its exact due date.
What is the appropriate financial statement presentation of “pay any day”
loans?
Reply—A “pay any day” loan can be recorded and reported in the financial
statements at its face amount plus accrued interest because it is in effect a term
loan with interest charged at the current rate. The amount of the loan, if any,
expected to be paid within one year would be shown as a current liability.
AICPA Technical Practice Aids
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.10

Determining the Allocation for Lease Payments for a Lease
Capitalized at Fair Market Value

Inquiry—According to FASB Statement No. 13, Accounting for Leases,
paragraph 10, a lessee accounting for a capital lease, records an asset and an
obligation equal to the present value of the minimum lease payments at the
beginning of the lease term, excluding any portion of the payments which
represent executory costs (e.g., insurance and taxes) which will be paid by the
lessor. However, if this amount is greater than the fair market value of the
leased property, the amount recorded as the asset and obligation should be fair
market value. When the asset and obligation are recorded at the fair market
value, since the interest rate is not known, how should the amount for the lease
payments be recorded?

Reply—FASB Statement No. 13, paragraph 12, states in part, during the
lease term, each minimum lease payment shall be allocated between a reduc
tion of the obligation and interest expense so as to produce a constant periodic
rate of interest on the remaining balance of the obligation. This is the “interest”
method described in the first sentence of APB Opinion No. 21, Interest on
Receivables and Payables, paragraph 15, and in APB Opinion No. 12, Omnibus
Opinion—1967, paragraphs 16 and 17.
When the asset to be recorded based on the present value of the minimum
lease payments exceeds the fair market value of the asset, it is usually because
the incremental borrowing rate used to determine present value is lower than
the interest rate implicit in the lease.

.11

Effect of Sales Taxes on the Determination of Present Value of

Minimum Lease Payments
Inquiry—A company leases a machine for $14,000 a month for 72 months.
The monthly invoice received from the lessor includes the stipulated monthly
rent plus a charge for state sales taxes. The lease does not meet the 90 percent
criterion of a capital lease (i.e., the present value of the minimum lease
payments excluding executory costs equals or exceeds 90 percent of the fair
value of the leased property) if sales taxes are excluded from minimum lease
payments. The criterion is met if both the rent and sales taxes are included as
minimum lease payments.

Should the minimum lease payments include sales taxes?
Reply—Practice in this area varies. FASB Statement No. 13, Accounting for
Leases, paragraph 5(j)(i) defines, in part, minimum lease payments as the
payments that the lessee is obligated to make or can be required to make in
connection with the leased property. However,". .. the lessee’s obligation to pay
(apart from rental payments) executory costs such as insurance, maintenance,
and taxes in connection with leased property shall be excluded.” Many account
ants interpret this to mean that all taxes, including sales taxes, levied on lease
payments are considered executory costs since the lessor is merely acting as a
collection agent for the taxing authority.

Other accountants believe that only taxes other than sales taxes (such as
property taxes) should be excluded from the minimum lease payments because
sales taxes are often capitalized as part of the cost of purchased assets. FASB
Statement No. 13, paragraph 60 states that the provisions of this Statement
derive from the view that a lease that transfers substantially all of the benefits
and risks incident to ownership should be accounted for as the acquisition of
an asset and the incurrence of an obligation.
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Because the authoritative pronouncements do not specifically address
whether sales taxes should be included as part of minimum lease payments,
practice varies and should be determined by the company’s general policy for
accounting for sales taxes on purchased assets.

Regardless of which approach is used, in order to properly apply the 90
percent test referred to in FASB Statement No. 13, paragraph 7(d) (AC
L10.103), the components of the numerator and denominator should be the
same. For example, if the sales taxes are included as part of the minimum lease
payments (the numerator) then the sales taxes should be included in the fair
value of the leased asset (the denominator).

.12

Balance Sheet Classification of Revolving Line of Credit

Inquiry—A company has a revolving line of credit with a bank. The company
is only required to make monthly interest payments. No principal payments
are required. In the event the credit line is terminated, the principal is due 12
months after the date of termination.
Should the principal amount be classified as current or long-term in a
classified balance sheet?

Reply—ARB No. 43, Chapter 3A, Current Assets and Current Liabilities,
paragraph 7 (AC B05.402), states that liabilities whose regular and ordinary
liquidation is expected to occur within a relatively short period of time, usually
12 months, are intended for inclusion in the current liability classification. If
the line of credit has not been terminated at the balance sheet date, the
principal amount should be classified as long-term, unless the company intends
to repay the outstanding debt within 12 months.
.13

Uncertainty Arising From Violation of Debt Agreement

Inquiry—At the end of 19X1, a company was in violation of its long-term
debt covenant and was unable to obtain a waiver from the bank. It therefore
reclassified its debt to current and appropriate footnote disclosures were made.
During 19X2, the violation was cured. What is the proper classification of the
debt in the company’s 19X2 comparative financial statements?

Reply—FASB Statement No. 78, Classification of Obligations That Are
Callable by the Creditor (AC B05), states that the current liability classification
is intended to include long-term obligations that are or will be callable by the
creditor because the debtor either violates the debt agreement or does not cure
a violation within a specified grace period. Accordingly, such callable obliga
tions should be classified as current liabilities unless the creditor waives or
loses the right to demand payment.

Since the violation was cured in 19X2, the debt should be classified as
long-term in the 19X2 financial statements. The debt should not be reclassified
to long term in the 19X1 financial statements because it was a current liability
based on the facts existing at the 19X1 balance sheet date.

.15

Disclosure of Five-Year Maturities on Long-Term Debt

Inquiry—A company entered into a 10-year loan agreement with a lender.
The mortgage note contains a variable interest rate based on prime plus one
percent. In accordance with FASB Statement No. 47, Disclosure of Long-Term
Obligations (AC C32), the company will disclose the maturities on the debt for
each of the next five succeeding years. Should the disclosure include principal
and interest?
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Reply—No. The required disclosure of the amount of scheduled repayments
for each of the five succeeding fiscal years relates only to principal repayments
and should not include interest. Disclosure is also called for when interest rates
vary with the prime rate.
.16

Amortization of Premium or Discount in Investment Securities With
an Early Call Date

Inquiry—Investment securities may be acquired at par value, at a premium,
or at a discount. If the investment securities have an earlier call date, how
should the amortization of premium or accretion of discount be recorded?
Reply—FASB Statement No. 91, Accounting for Nonrefundable Fees and
Costs Associated With Originating or Acquiring Loans and Initial Direct Costs
of Leases (AC L20), applies to the accounting for discounts, premiums, and
commitment fees associated with the purchase of loans and other debt securi
ties such as corporate bonds. In accordance with FASB Statement No. 91,
paragraph 19 (AC L20.118), “the calculation of the constant effective yield
necessary to apply the interest method shall use the payment terms required
by the loan contract, and prepayments of principles shall not be anticipated to
shorten the loan term.” Accordingly, the period of amortization or accretion is
from the purchase date to the maturity date. As provided by FASB Statement
No. 91, paragraph 19 (AC L20.118), in order to amortize the premium or accrete
the discount to an early call date, the enterprise must hold a large number of
similar loans for which prepayments are probable and the timing and amount
of prepayments can be reasonably estimated.

.17

Disclosure of Covenant Violation and Subsequent Bank Waiver

Inquiry—At the balance-sheet date, an entity was in violation of certain
provisions of the loan covenant associated with its long-term debt. Under the
terms of the loan agreement, the obligation is now callable by the creditor.
Subsequent to the balance-sheet date, the bank waived its right to demand
repayment for more than one year from the balance-sheet date. Therefore the
loan remained classified as long-term, per FASB Statement No. 78, Classifica
tion of Obligations That Are Callable by the Creditor, paragraph 5 (AC
B05.109A). Does the covenant violation and subsequent bank waiver need to
be disclosed in the financial statements?
Reply—The authoritative literature applicable to nonpublic entities does
not address disclosure of debt covenant violations existing at the balance-sheet
date that have been waived by the creditor for a stated period of time.
Nevertheless, disclosure of the existing violation(s) and the waiver period
should be considered for reasons of adequate disclosure. If the covenant viola
tion resulted from nonpayment of principal or interest on the debt, inability to
maintain required financial ratios, or other such financial covenants, that
information may be vital to users of the financial statements even though the
debt is not callable. If the lender has waived the right for greater than one year
but retained the future covenant requirements (i.e., covenant requirements will
have to be met at interim dates during the next 12 months), the accounting and
disclosure provisions of EITF Issue No. 86-30, Classification of Obligations
When a Violation Is Waived by the Creditor, apply.
For SEC registrants, Regulation S-X, Article 4, Section 210.4-08(c), requires
disclosure of the amount of the obligation and the period of waiver whenever a
creditor has waived its right to call the debt for a stated period of time.
[The next page is 2471.]
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Section 3400
Contingent Liabilities
.01

Contested Liability

Inquiry—A company acquired the entire outstanding stock of another
company several years ago. The acquired company was reorganized under IRS
Code Section 334(b)(2) causing its building and equipment to be written up in
value. Inventory was later written down.
An unpaid portion of the original purchase price is claimed by the former
owners of the acquired company, but this is contested by the acquiring company
on the grounds that the value of the acquired company’s stock was misrepre
sented.

The acquired company’s shareholders intend to sue the acquiring company
for the unpaid balance, but a suit has not yet been filed. How should the amount
due under the original purchase contract and the possible suit be reflected on
the acquiring company’s financial statements?
Reply—Because the possibility of a suit exists, footnote disclosure describ
ing the entire dispute should be made, including legal counsel’s comment that
no suit is pending at this time. The amount due under the original purchase
contract, plus accrued interest, should still be reported as a liability. No
adjustments should be made in the acquiring company’s financial records until
the dispute is settled or legal counsel advises that a statute of limitations
effectively bars filing of the suit in question and the company is not legally liable
to pay the debt.

.02

Disclosure of Agreement Between Corporation and Its Shareholders

Inquiry—Corporation A, a closely held entity, has an agreement with its
shareholders under which Corporation A could become obligated to purchase a
certain number of shares of stock of deceased shareholders at book value.
Should Corporation A disclose this agreement in its financial statements?
Reply—Corporation A should disclose the terms of the agreement in a note
to its financial statements since it is a contingent liability.

.04

Accounting for Issuance of Cents Off Coupons

Inquiry—A client includes with its consumer product a coupon for cents off
on the next purchase of the product. Should the coupon be accounted for as a
reduction of the selling price when the second product is sold?

Reply—FASB Statement No. 5, Accounting for Contingencies, paragraph
4(/), would consider the possible future coupon claims as a loss contingency to
be evaluated as a future event. More than likely, the redemption of some or all
of the coupons would be considered a probable event under FASB Statement
No. 5, paragraph 3. The amount to be accrued and charged to earnings at the
time the first product is sold should be based on a reasonable estimate of the
amount of coupons expected to be presented for redemption. This estimate could
be based on experience in previous promotions.
AICPA Technical Practice Aids

§3400.04

2472

Liabilities and Deferred Credits

.06

Change in Accounting Estimate for Discounted Receivables

Inquiry—A company is contingently liable under guarantees of discounted
receivables upon their default for nonpayment. In the past year the volume of
defaults has increased. If the company increases its allowance for defaults as
a result of such experience, how should the increase in the allowance be
reflected in the financial statements?

Reply—The increase in the allowance represents a change in accounting
estimate and should “be accounted for in ... the period of change,” in accord
ance with APB Opinion No. 20, Accounting Changes, paragraph 31. Prior
periods should not be restated, nor should pro forma information be presented.

APB Opinion No. 20, paragraph 33, states that disclosure “is not necessary
(but) is recommended if the effect of a change in the estimate is material.”
[Amended]

[The next page is 2571.]
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Section 3500

Commitments
.01

Accounting for Contract to Cut Timber

Inquiry—A corporation is engaged in the forest products industry and
purchases timber under both “pay as cut” (specifies a rate the buyer will pay
per unit of volume cut) and “lump sum” (buyer pays a fixed amount for the right
to cut timber on a specific tract of land). The corporation agrees to purchase
timber on land which is identified in the contract. The exact amount of timber
purchased can vary in total footage as well as species due to the nature of the
goods. Is it proper to recognize the transactions as assets and liabilities on the
balance sheet?

Reply—It would be improper to recognize a contract to cut timber as an asset
and a liability unless the contract, at the time it was entered into, resulted in
the purchase of the timber.
A distinction must be made between a contract that is executory in nature
and one in which a sale and a purchase of lumber has occurred. Evidence of a
purchase would be the transfer of title to the lumber at the time the contract
is signed. Such a transfer usually occurs with lump sum contracts and may
occur under pay as cut contracts if they include performance guarantees or risk
of monetary damages if not performed. Therefore, those contracts would gen
erally be recognized as assets and liabilities.
Receiving title at the time the timber is cut rather than at the time the
contract is signed makes the contract executory. It is generally accepted
practice to adequately disclose the nature and amounts of commitments relat
ing to executory contracts in the notes to financial statements. Therefore, pay
as cut contracts without performance guarantees or risk of monetary damages
would generally not be recognized as assets and liabilities until performance
occurs. [Amended]

.02

Liability Under Foreign Bank's Letter of Payment Guarantee

Inquiry—A client, an import-export firm, agreed to purchase goods from a
foreign manufacturer. The agreement calls for advance payment with the goods
being delivered over the twelve-month period following the date of the agree
ment. The client arranged to make this advance payment through a letter of
credit issued by a U.S. bank. The U.S. bank has received a letter of payment
guarantee issued by a bank in the foreign country. If the supplier fails to make
shipments under the terms of the agreement, the U.S. bank will look to the
foreign bank for any unpaid advances owed to the U.S. bank by the client. The
U.S. bank will look to the client for payment of all amounts represented by
shipments to the client under the terms of the agreement.
Is the client directly liable for the amount advanced by the U.S. bank
through its letter of credit, or does the client become liable only as the goods
are received and payment is due the U.S. bank?

Reply—The client is directly liable for the amount advanced to the foreign
supplier. It appears from the description of the transactions that the foreign
AICPA Technical Practice Aids
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bank is contingently liable if the supplier does not perform under the agree
ment. The offsetting asset would be classified as an “Advance to Suppliers.”
Additional footnote disclosure of the financial arrangements would also be
required.

.04

Recognition of Losses on Purchase Commitments

Inquiry—ARB No. 43, Chapter 4, Inventory Pricing, Statement 10 (AC I78)
states: “Accrued net losses on firm purchase commitments for goods for inven
tory, measured in the same way as are inventory losses, should, if material, be
recognized in the accounts and the amounts thereof separately disclosed in the
income statement.”
Does this statement mean that the measurement of losses cannot be done
on an item by item basis but must only be done if there is an overall net loss on
purchase commitments?

Reply—Net losses apply to specific purchase commitments and contracts,
and not necessarily to components of major categories of inventories, as dis
cussed in ARB No. 43, Chapter 4, Statement 7 (AC I78).

.05

Letters of Credit

Inquiry—Should a company report its outstanding letters of credit as a
liability in the financial statements?
Reply—FASB Statement No. 5, Accounting for Contingencies, paragraphs
18 (AC C59.120) and 19 (AC C59.120), requires disclosure of unused letters of
credit. They are commitments and should not be reported as a liability in the
financial statements. [Amended]

.06

Covenants Imposed by Loan Agreements

Inquiry—Restrictive covenants under certain loan agreements of Company
A require the Company to maintain a special level of working capital, limit the
amount of additional debt that it can incur, and restrict the amount of retained
earnings available for dividend payments. Should the restrictive covenants be
disclosed?
Reply—FASB Statement No. 5, Accounting for Contingencies (AC C59),
SAS No. 32, Adequacy of Disclosure of Financial Statements (AU 431), and
ATB No. 1, paragraph 69(4) require the disclosure of restrictive covenants. The
discussion of disclosure of restricted retained earnings in ARS No. 7, page 203,
states: “When there is more than one type of restriction, disclosure of the
amount of retained earnings, so restricted, may be based on the most restrictive
covenants likely to be effective in the immediate future. In other words,
restrictions seldom, if ever, pyramid in amount.” By analogy, disclosing only
the most restrictive covenants applying to dividend distributions would also
apply to other restrictive covenants. [Amended]

.07

Disclosure of Unused Lines of Credit

Inquiry—Should nonpublic companies disclose the existence of unused lines
of credit that are available as of the balance sheet date?
Reply—Although public companies are required [pursuant to SEC Regula
tion S-X, section 210.5-02.19(b)] to disclose significant unused lines of credit for
short-term financing in the notes, there is no such explicit requirement for
nonpublic companies under generally accepted accounting principles. However,
under certain circumstances, disclosure by nonpublic companies may be advis
able based on the general principle of adequate disclosure.
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SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, paragraph 4 (AU 411.04), states that the notes,
as well as the financial statements, should be “... informative of matters that
may affect their use, understanding, and interpretation.” In addition, SAS No.
32, Adequacy of Disclosure in Financial Statements, paragraph 2 (AU 431.02),
emphasizes:
An independent auditor considers whether a particular matter should be
disclosed in light of the circumstances and facts of which he is aware at the
time.

[Amended June 1995.]

[The next page is 2671.]
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Section 3600

Deferred Credits
.01

Balance Sheet Presentation of Unearned Revenue

Inquiry—A client, a motor club with an insurance company subsidiary, has
annually contended that unearned insurance premiums and membership dues
should be presented on the consolidated balance sheet as deferred income
immediately preceding the members’ equity and should not be included in the
amount for total liabilities. The client recognizes the revenues on the insurance
premiums and membership dues on a pro rata basis over the period covered by
the insurance policy and the memberships, therefore, the auditors have main
tained that the unearned portion of the insurance premiums and membership
dues represent a liability on the part of the client to render services in the
future.
Is it appropriate to show these unearned premiums and dues outside the
liability section of the balance sheet?

Reply—FASB Concepts Statement No. 5, Recognition and Measurement in
Financial Statements of Business Enterprises, paragraph 84, indicates that
amounts received for goods or services in advance are not treated as revenue
of the period in which they are received but as revenue of the period or periods
in which they are earned. These amounts are carried as “unearned revenue”—
that is, liabilities to transfer goods or render services in the future—until the
earning process is complete. Therefore, the unearned portions of the insurance
premiums and membership dues represent liabilities to provide services in the
future. While the description of the liabilities might vary, to present the
unearned premiums and membership dues outside of the liability section of the
balance sheet would be inappropriate.

[The next page is 3001.]
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Section 4110
Issuance of Capital Stock
.01

Expenses Incurred in Public Sale of Capital Stock

Inquiry—A closely held corporation is issuing stock for the first time to the
public.
How would costs, such as legal and accounting fees, incurred as a result of
this issue, be handled in the accounting records?

Reply—Direct costs of obtaining capital by issuing stock should be deducted
from the related proceeds, and the net amount recorded as contributed stock
holders’ equity. Assuming no legal prohibitions, issue costs should be deducted
from capital stock or capital in excess of par or stated value.
Such costs should be limited to the direct cost of issuing the security. Thus,
there should be no allocation of officers’ salaries, and care should be taken that
legal and accounting fees do not include any fees that would have been incurred
in the absence of such issuance. [Amended]
.02

Stock Issued for No Consideration

Inquiry—A corporation issued stock without receiving any consideration
and set up goodwill to offset the credit to capital stock. Was this transaction
properly recorded?

Reply—This is primarily a legal rather than an accounting question, and it
would be advisable to obtain legal advice as to the effect of such issuance. If
such stock were legally issued, the appropriate entry would be to show the offset
as discount on capital stock issued. Goodwill should only be recognized when
acquired, in accordance with paragraphs 24 through 26 (AC 160.105-107) of
Accounting Principles Board Opinion No. 17. [Amended]
.03

Stock Issued for Accounting and Management Services

Inquiry—A newly formed corporation is going public and wishes to issue
shares of stock for certain services, such as accounting, legal, underwriting,
printing, etc.
How should the value for these services be set up on the books of the
corporation?

Reply—It would be appropriate to record the stock issued at the fair value
of the stock or services rendered, whichever is the more clearly evident. The
recipients should be able to furnish evidence as to such fair value. Since the
amounts the Securities and Exchange Commission might consider to be fair
value cannot be predicted, a consultation with the staff of the Commission
might be advisable before formal submission of the financial statements.
[Amended]

.07

Expenses Incurred in Withdrawn Public Offering

Inquiry—What is the proper accounting for the costs of a public offering that
was withdrawn?
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Reply—Accounting Research Study No. 15, Stockholders' Equity, page 23,
discusses accounting for stock issue costs. The Study states that such costs are
usually deducted from contributed portions of equity, that is, capital stock or
capital in excess of stated or par value, as a reduction in the proceeds from the
sale of securities.

Since there were no proceeds from a sale of securities to offset the costs, the
costs should be charged to current year’s income, but not as an extraordinary
item.
.08

Balance Sheet Presentation of Mandatory Redeemable
Preferred Stock

Inquiry—Should mandatory redeemable preferred stock be reflected in the
equity section of the balance sheet?
Reply—The Securities and Exchange Commission has addressed this ques
tion in Regulation S-X, section no. 210.5-02.28. This regulation states that
mandatory redeemable preferred stock is not to be included in amounts re
ported as stockholders’ equity.

Although nonpublic companies are not required to follow Regulation S-X, it
would be appropriate for them to do so in most cases. However, practice varies.
FASB Concepts Statement No. 6, Elements of Financial Statements, para
graph 62, states all classes of equity depend to some extent on enterprise
profitability for distribution of enterprises assets, and no class of equity carries
an unconditional right to receive future transfers of assets from the enterprise
except in liquidation, and then only after liabilities have been satisfied.
This characteristic of equity is generally not found in mandatory redeemable
preferred stock. If the stock is redeemable at a specific date or at the option of
the holder, debt classification as suggested by Regulation S-X seems most
appropriate. Some financial statements present mandatory redeemable pre
ferred stock in a category between liabilities and equity. However, facts and
circumstances in nonpublic entities (e.g., certain stock issued for estate plan
ning purposes) may justify equity classification of certain mandatory redeem
able preferred stock. [Amended]

.09

Costs Incurred to Acquire Treasury Stock

Inquiry—A company has incurred legal and accounting costs arising from
the acquisition of treasury stock. How should the costs be classified in the
company’s financial statements?
Reply—There is no authoritative literature on this particular subject. Some
accountants believe that costs associated with the acquisition of treasury stock
should be treated in a manner similar to stock issue costs. Stock issue costs are
usually accounted for as a deduction from the gross proceeds of the sale of stock.
Costs associated with the acquisition of treasury stock may be added to the cost
of the treasury stock.
.10

Costs Incurred in Shelf Registration

Inquiry—A public company incurs legal and other fees in connection with
an SEC filing for a stock issue it plans to offer under a shelf registration. How
should the company account for these costs?
Reply—The costs should be capitalized as a prepaid expense. When securi
ties are taken off the shelf and sold, a portion of the costs attributable to the
securities sold should be charged against paid in capital. Any subsequent costs

§4110.08
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incurred to keep the filing “alive” should be charged to expense as incurred. If
the filing is withdrawn, the related capitalized costs should be charged to
expense.

.11

Default on Stock Subscribed

Inquiry—A company entered into a stock subscription agreement to sell its
stock. The agreement called for three monthly payments of $10,000 after which
the stock would be issued. Although the first payment was received by the
company, the subscriber subsequently defaulted on the remaining two pay
ments. According to the agreement, any payments made by the subscriber
towards the stock subscription are not refundable. How should the company
account for the retention of the first $10,000 payment?

Reply—The payment should be recorded as an addition to shareholders’
equity (i.e., a credit to paid-in capital). According to APB Opinion No. 9,
Reporting the Results of Operations, paragraph 28, capital transactions shall
be excluded from the determination of net income or the results of operations.

[The next page is 3121.]
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Section 4120
Reacquisition of Capital Stock
.03

Repurchase of Stock in Excess of Retained Earnings and Additional
Paid-in Capital

Inquiry—A corporation has contracted to repurchase, over a period, some of
its own stock. The corporation does not have sufficient retained earnings and
additional paid-in capital from which to charge the excess of amounts paid over
par value. How should this repurchase be reflected in the company’s financial
statements?
Reply—In many states, it would not be legal for a corporation to repurchase
shares of its own stock at a cost greater than the amount of retained earnings
of the corporation. Competent legal advice as to the effect of the agreement
should be obtained. This may be an executory contract, with only amounts
currently being paid for considered as repurchases. If this be the case, only
amounts disbursed are to be recognized in the accounts, with an offset to
treasury stock. There should of course be disclosure in a note to the financial
statements of the date, number of shares, and amounts of future payments
under the contract. Such future payments would thus include the interest
factor, which would be an additional cost of the stock, rather than being interest
expense.

However, if legal counsel advises that this is in fact a completed contract
and enforceable, the full amount should be shown (excluding interest) as
treasury stock, with an offsetting liability. Again, there should be footnote
disclosure of the nature of the liability and of the interest rate and maturity
dates. Under these circumstances, the interest would be included as a current
expense. [Amended]

.05

Purchase of Treasury Shares for an Amount in Excess of
Market Price

Inquiry—A corporation enters into an agreement to purchase a major block
of its shares from one of its shareholders at a price in excess of its current
market price. These shares represent the controlling interest in the corpora
tion. The purchase price of the treasury stock does not include any other rights
or privileges. At what value should the corporation record the treasury stock?

Reply—FASB Technical Bulletin 85-6, Accounting for a Purchase of Treas
ury Shares and Costs Incurred in Defending Against a Takeover Attempt (AC
C23), states that transactions do arise in which an acquisition of an enterprise’s
stock may take place at prices different from routine transactions in the open
market. A block of shares representing a controlling interest will generally
trade at a price in excess of market, and a large block of shares may trade at a
price above or below the current market price depending on whether the buyer
or seller initiates the transaction. A company’s acquisition of its shares in those
circumstances is solely a treasury stock transaction and is properly accounted
for at the purchase price of the treasury shares.
AICPA Technical Practice Aids

§4120.05

3122

Capital

In this situation, since the purchase price does not include amounts attrib
utable to items other than the shares purchased, the entire purchase price
should be accounted for as the cost of treasury shares.

[The next page is 3201.]
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Section 4130
Warrants
.03

Warrants Reacquired

Inquiry—Company A issued, in a prior year, stock warrants with a subor
dinated note. The value of the warrants as determined at the date of issuance
was added to capital in excess of par value and recorded as deferred loan costs
to be amortized over the term of the loan. Company A plans to reacquire the
warrants for $110,000. Should the $110,000 be:
(a) accounted for as additional cost of the loan and amortized over the
remaining term of the loan, or

(b) accounted for as a capital transaction and deducted from capital in
excess of par value, or

(c) accounted for in some other manner?

Reply—The purchase price of the warrants should be deducted from either
capital in excess of par value or retained earnings.

[The next page is 3341.]
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Section 4150

Stock Dividends and Stock Splits
.01

Stock Dividends of Closely-Held Corporation

Inquiry—A corporation has about two hundred stockholders with the board
of directors controlling about 80% of the stock. There is virtually no buying or
selling of the company’s stock and the price of trades has been constant at a
level suggested by management.
The company has followed a policy of issuing stock distributions (usually 10
or 20%) and capitalizing them at par because there is not sufficient retained
earnings to capitalize at estimated market value. The issuance of stock distri
butions is an integral part of the company’s philosophy and policy with regard
to employee morale and maintaining a relatively fixed trading value for the
stock in the absence of a market.
Earnings have been increasing at 10% to 20% per year and cash dividends
have remained constant. Stock distributions provide a means for returning
earnings to stockholders without the tax impact of cash dividends.

Accounting Research Bulletin No. 43 states that stock dividends in amounts
of less than 20% to 25% or of a recurring or frequent nature should be accounted
for by capitalizing the estimated market value of the stock. The Bulletin also
states that in cases of closely-held companies, it is to be presumed that the
intimate knowledge of the corporation’s affairs possessed by the shareholders
would preclude any such implications as referred to in paragraph 10 of Chapter
7, Section B (AC C20.103), and that there is no need to capitalize earned surplus
other than to meet legal requirements.
Under these circumstances, is it required that the stock dividends be
capitalized at the estimated market value of the stock?

Reply—Since only 20% of the corporation’s stock is not controlled by the
board of directors, it is likely that these minority shareholders would not have
intimate knowledge of the corporation’s affairs, as contemplated in paragraph
12, Chapter 7, Section B (AC C20.105) of Accounting Research Bulletin No. 43,
which excludes closely-held corporations from the provisions of paragraph 10
(AC C20.103). Accordingly, the requirements of paragraph 10 would apply. The
stock dividends should be capitalized at the selling price of the stock with a
corresponding charge to retained earnings. [Amended]

.02

Stock Dividend Affecting Market Price of Stock

Inquiry—A company issued a 10% stock dividend. May the dividend be
treated as a stock split if the dividend resulted in a drop in the market price of
the stock?

Reply—Paragraph 13 in Chapter 7, Section B of Accounting Research
Bulletin No. 43 (AC C20.106) states, in part, “On the basis of a review of market
action in the case of shares of a number of companies having relatively recent
stock distributions, it would appear that there would be few instances involving
AICPA Technical Practice Aids
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the issuance of additional shares of less than, say, 20% or 25% of the number
previously outstanding where the effect would not be such as to call for the
procedure referred to in paragraph 10 (AC C20.103).” Paragraph 10 (AC
C20.103) requires a transfer from retained earnings to the category of perma
nent capitalization in an amount equal to the fair value of the additional shares
issued.
In order to treat the 10% “stock dividend” as a “split-up effected in the form
of a dividend,” the company would have to demonstrate that the additional
shares issued is “large enough to materially influence the unit market price of
the stock” as indicated in paragraph 13 (AC C20.106).

[The next page is 3401.]
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Section 4160

Contributed Capital
.01

Payment of Corporate Debt by Stockholders

Inquiry—Three shareholders own stock in Corporations A and B. They
agree to personally pay a debt of Corporation A by giving the creditor stock in
Corporation B. How should this transaction be recorded on the books of
Corporation A?

Reply—The payments by the three stockholders of Corporation A’s debt
would represent an additional contribution by the stockholders to Corporation
A. This can be recorded as a credit to “additional capital.” [Amended]

.02

Forgiveness of Debt by Principal Owner

Inquiry—The sole owner of a corporation forgives a loan that the corporation
owes to him. What is the appropriate accounting treatment for this transaction?
Reply—APB Opinion No. 26, Early Extinguishment of Debt, deals with debt
extinguishments which are ordinarily treated as extraordinary items. APB
Opinion No. 26, paragraph 20, footnote 1 (AC L35.105, footnote 2) states,
however, that extinguishment transactions between related enterprises may
be in essence capital transactions.

[The next page is 3501.]
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Section 4200
Retained Earnings
.01

Foreign Currency Translation—Retained Earnings

Inquiry—A parent company is translating a foreign subsidiary’s financial
statements for consolidation purposes. It is the second year of operation for the
subsidiary. How should retained earnings be translated?

Reply—For assets and liabilities, FASB Statement No. 52, Foreign Currency
Translation, paragraph 12, requires the use of the exchange rate at the balance
sheet date. For revenues, expenses, gains, and losses, the exchange rate at the
dates on which those elements are recognized shall be used. However, an
appropriately weighted average exchange rate for the period may be used to
translate the income statement.
In year two, net income or loss would be translated at the weighted average
exchange rate for the current year and accumulated with the historical opening
translated retained earnings. It should be noted there may be a number of other
transactions that may affect the subsidiary’s retained earnings including the
declaration of dividends.

[The next page is 3551.]
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Section 4210

Dividends
.01

Write-off of Liquidating Dividends

Inquiry—Quite a few years ago, cash dividends were distributed to stock
holders in excess of earnings. The company would now like to “clean up” the
stockholders’ equity section of the balance sheet by removing the account “Prior
Years’ Liquidation Dividends” which is shown as a reduction of the capital stock
account. Can the liquidating dividends account be written off against “retained
earnings” or “paid in capital in excess of par value”?
Reply—Essentially, this question is a legal one as to whether cash distribu
tion to stockholders in excess of earnings in prior years may be charged to
earnings in subsequent years. When liquidating dividends are declared, the
charge is made to accounts such as “capital repayment,” “capital returned,” or
“liquidating dividends” which appear on the balance sheet as offsets to paid-in
capital. By this treatment, the amount of capital returned as well as the amount
of capital originally paid in can be disclosed. Perhaps the wisest thing to do
under the circumstances is to consult legal counsel to determine whether the
write-off proposed is legal under the corporate statutes of the state. Perhaps it
is legally permissible, under the laws of incorporation, to reduce the par or
stated value of the corporation’s stock, thereby creating a reduction surplus
which may then be used retroactively to absorb the original deficit, on the
ground that the excess payments were dividends in partial liquidation.
.04

Accrual of Preferred Dividends

Inquiry—A corporation has cumulative preferred stock. It has not paid any
dividends on this stock in the last three years. Should the corporation accrue
the preferred dividends in arrears?
Reply—Generally, preferred stock contains a cumulative provision whereby
dividends omitted in previous years must be paid prior to the payment of dividends
on other outstanding shares. Since dividends do not become a corporate liability
until declared, no accrual is needed. FASB Statement No. 129, Disclosure of
Information about Capital Structure (AC C24), requires entities to disclose within
its financial statements (either on the face of the statement of financial position or
in the notes thereto) the aggregate and per-share amounts of arrearages in
cumulative preferred dividends. Furthermore, FASB Statement No. 128, Earnings
per Share, paragraph 9 (AC E11.104), states that dividends accumulated for the
period on cumulative preferred stock (whether or not earned) should be deducted
from income from continuing operations and also from net income when computing
earnings per share. If there is a loss from continuing operations or a net loss, the
amount of the loss should be increased by those preferred dividends. Preferred
dividends that are cumulative only if earned should be deducted only to the extent
that they are earned.
If preferred dividends are not cumulative, only the dividends declared
should be deducted. In all cases, the effect that has been given to preferred
dividends in arriving at income available to common stockholders in computing
basic earnings per share should be disclosed for every period for which an
income statement is presented. [Amended September 1997]
[The next page is 3631.]
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Section 4230
Capital Transactions
.02

Exchange of No Par Common Shares for Par Value Preferred Shares

Inquiry—The shareholders of Corporation A exchanged their no par com
mon shares for preferred shares with a par value to “freeze” the value of stock
ownership for estate tax purposes. How should the difference between the
carrying basis of the preferred shares and the carrying basis of the common
shares be accounted for?

Reply—The difference should be charged or credited to additional paid-in
capital. If there is no additional paid-in capital, any “debit” balance should first
be charged to retained earnings and any remaining “debit” balance should be
described in the financial statements as a discount on preferred stock. However,
in many states the law requires that issued stock must be fully paid and
nonassessable and therefore, if the par value of the preferred shares exceeds
the market value of the common shares this exchange may have legal implica
tions that should be considered. [Amended]
.03

Use of Stockholder's Assets to Repay Corporate Loan

Inquiry—The sole owner of a corporation agreed to collateralize the com
pany’s bank loan with personal assets. As a result of financial difficulties, the
company’s bank loan was called and its owner agreed to sell his personal assets
collateralizing the company’s loan, to repay the bank debt. What is the appro
priate accounting of this transaction?

Reply—The monies used to repay the bank loan are in substance a further
capital infusion by the individual, which increases his investment in the
company. The company would eliminate its liability to the bank and credit
paid-in capital.

[The next page is 3901.]
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TIS Section 5000
REVENUE AND EXPENSE

TABLE OF CONTENTS
Section

5100

Revenue Recognition
.01

Equipment Sales Net of Trade-Ins

.02

Rights to Broadcast Time Received for Services
[Amended]

[.03]

.04
[.05]
[.06]

.07

.08

[.09]
.10

.11
[.12]

[.13]
.14

[.15]
.16

Reserved

Discounts on Prepaid Funeral Arrangement Plans
Reserved
Reserved

One-Cent Sales

Life Membership Fees in a Club
Reserved

Members of Country Club Assessed for Debt Retirement

Excise Tax on Club Dues
Reserved
Reserved

Recognition of Fees Earned on Construction Mortgage
Placements
Reserved

Rental Revenue Based on Percentage of Sales [Amended]

[.17]

Reserved

[.18]

Reserved

[.19]

Reserved

.20

Payment for Termination of License Agreement

[.21]

Reserved

[.22]

Reserved

[.23]

Reserved

[.24]

Reserved

.25
[.26]
[.27]

.28

Finished Parts Held by Manufacturer for Customers

Reserved
Reserved
Revenue From Private Label Sales [Amended]

[.29]

Reserved

[.30]

Reserved
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5100

Revenue Recognition—continued
.31

[.32]

.33
[.34]

.35

Reserved

Operating Lease With Rental Payments Rebated Against
Purchase Price
Reserved

Involuntary Conversion—Recognition of Gain

.36

Sale of Investment to Minority Stockholder

.37

Sales Price Based on Future Revenue

.38

Subsequent Event Related to Vendor-Specific Objective
Evidence for Software Revenue Recognition

.39

Software Revenue Recognition for Multiple-Element
Arrangements
Software Revenue Recognition Related to Year 2000
Compliant Software

.40

.41

Effect of Prepayments on Software Revenue Recognition

.42

Extended Payment Terms and Software Revenue
Recognition
Corrections of Errors in Computer Software (Bug Fixes)

.43
.44

Postcontract Customer Support During the Deployment
Phase of Computer Software

.45

.46

Effect of Change in License Mix on Software Revenue
Recognition
Nonmonetary Exchanges of Software (Part I)

.47

Nonmonetary Exchanges of Software (Part II)

.48

Application of Contract Accounting in Software
Arrangements (Part I)
Application of Contract Accounting in Software
Arrangements (Part II)

.49
.50

Definition of More-Than-lnsignificant Discount and
Software Revenue Recognition

.51

Accounting for Significant Incremental Discounts in
Software Revenue Recognition

.52

Fair Value of PCS in a Perpetual License and Software
Revenue Recognition
Fair Value of PCS in a Short-Term Time-Based License
and Software Revenue Recognition

.53

Contents

Accounting for Zero Coupon Bonds

.54

Fair Value of PCS in a Multi-Year Time-Based License
and Software Revenue Recognition

.55

Fair Value of PCS With a Consistent Renewal
Percentage (But Varying Renewal Dollar Amounts)
and Software Revenue Recognition

.56

Concessions and Software Revenue Recognition

.57

Overcoming Presumption of Concessions in Extended
Payment Term Arrangements and Software
Revenue Recognition
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Section

5100

Revenue Recognition—continued
.58

Effect of Prepayments on Software Revenue Recognition
(Part II)

.59

Subsequent Cash Receipt in an Extended Payment Term
Arrangement for Software Revenue Recognition

.60

Customer Financing With No Software Vendor
Participation and Software Revenue Recognition

.61

Effect of Prepayments on Software Revenue Recognition
When Vendor Participates in Customer Financing

.62

Indicators of Incremental Risk and Their Effect on the
Evaluation of Whether a Fee is Fixed or
Determinable and Software Revenue Recognition

.63

Overcoming the Presumption That a Fee is Not Fixed or
Determinable When Vendor Participates in
Customer Financing and Software Revenue
Recognition

.64

Indicators of Vendor Participation in Customer Financing
That Do Not Result In Incremental Risk and
Software Revenue Recognition

.65

Software Vendor Interest Rate Buy Downs on Customer
Financing and Software Revenue Recognition

.66

Consideration of Other TPAs on Customer Borrowing
When Customer is a Reseller and Software Revenue
Recognition

.67

Customer Acceptance and Software Revenue Recognition

.68

Fair Value of PCS in Perpetual and Multi-Year
Time-Based Licenses and Software Revenue
Recognition

.69

Delivery Terms and Software Revenue Recognition

5200

Expenses

5210

Depreciation and Depletion
[.01]
.02

[.03]

Reserved

Disclosure of Depreciation Expense
Reserved

.04

Depreciation of Clothing Rented to Individuals

.05

Classification of Costs of Constructing a Golf Course

[.06]
[.07]

Reserved
Reserved

.08

Additional First Year Depreciation [Amended]

.09

Amortization of Leasehold Improvement

[.10]

Reserved
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5220

Interest Expense
.01

[.02]
.03

[.04]
.05

5230

Imputed Interest on Shareholder Loans

Employee Benefit Plans
[.01]

Reserved

[.02]

Reserved

[.03]

Reserved

[.04]

Reserved

[.05]

Reserved

.09

Deferred Compensation Payable to Surviving Spouse
Reserved

Reserved
Deferred Compensation Arrangement Funded by Life
Insurance Contracts

Cost Allocation
.01

Transfer Pricing Between Manufacturing Division and
Selling Division

[.02]

Reserved

[.03]

Reserved

[.04]

Reserved

[.05]

Reserved

[.06]

Reserved

[.07]

Reserved

[.08]

Reserved

[.09]

Reserved

.10
[.11]

Sale of Research and Development Technology

Reserved

Tax Allocation
[.01-.13]

Reserved

Estimated Losses
.01

Contents

Reserved

Amortization of Prepaid Interest on Discounted Notes

Imputed Interest on Note Exchanged for Cash Only
[Amended]

[.08]

5260

Computation of Interest Expense on Long-Term
Redeemable Bonds

.06

[.07]

5250

Reserved

.07

.06

5240

Deferral of Payment of Interest

Recognition of Estimated Losses on Uncompleted
Contracts
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Section

5290

Other Expenses
[.01]
.02

[.03]

5400

Accounting for Relocation Costs

.05

Accrual of Audit Fee

.06

Accounting for a Lease Trial Period

Extraordinary Items
.01

Loss on Abandonment of Sales Project

.02

Sale of Cotton Futures Commitment Contracts

.04

Reserved

Reporting the Proceeds From Life Insurance on an Officer

FASB Statement No. 128, Earnings per Share
[.01]

Reserved

.02

Earnings Per Share of Wholly-Owned Subsidiaries
[Amended]

.03

Weighted Average Shares Outstanding for an Interim
Period [Amended]

[.04]

Reserved

[.05]

Reserved

[.06]

Reserved

[.07]

Reserved

[.08]

Reserved

[.09]

Reserved

[.10]

Reserved

[.11]

Reserved

[.12]

Reserved

.13

[.14]
.15
[.16]

5600

Reserved

.04

[.03]

5500

Reserved

Classification of Expenses Which Are Taxable to Employees

Shares Held as Collateral Under Subscription Agreement
[Amended]
Reserved

Stock Dividend Declared But Not Paid at Balance-Sheet
Date [Amended]
Reserved

Leases
[.01]

Reserved

[.02]

Reserved

[.03]

.04

Reserved
Accounting for Subleases

[.05]

Reserved

[.06]

Reserved
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.01

Equipment Sales Net of Trade-Ins

Inquiry—A Client who deals in heavy equipment records all sales at net of
trade-ins. Is this an acceptable accounting practice?
Reply—Support for the accounting treatment for trade-ins which this client
follows could not be found. Sales should be credited with the nominal or stated
contract price, and the difference between (a) the trade-in allowance and (b)
the amount determined by pricing the trade-in at net realizable value minus
normal profit margin should be treated as a sales allowance or discount. The
traded-in equipment should be set up in inventory at an amount which, when
reconditioning costs are added, will allow a margin approximating a normal
profit when the sale is made.

.02

Rights to Broadcast Time Received for Services

Inquiry—An advertising agency creates and sells jingles and station iden
tifications to radio and television stations. The agency receives broadcast time
credit as part payment. This broadcast time is then resold by the agency to its
clients. Should this broadcast time be recognized by the advertising agency:
1.

when the agency bills the radio or television station, or

2.

when it is subsequently sold to advertisers?

Reply—The broadcast time credit should be recognized as income when the
services are billed to the station. It may be necessary to estimate the value of
the credits. A corresponding asset account should be charged. This asset would
be relieved as the broadcast time is sold by the advertising agency. [Amended]

.0

4

Discounts on Prepaid Funeral Arrangement Plans

Inquiry—An incorporated mortuary sells pre-need funeral plans in addition
to rendering current mortuary services. These pre-need funeral plans are sold
at a discount in order to be attractive to the public. All monies received from
the sale of these plans are placed in a trust fund which has been set up at a
local bank. The bank is the trustee of the trust and makes investments as it
sees fit. The pre-need funeral plan agreements stipulate that all income earned
by the trust belong to the mortuary, and withdrawals of such income from the
trust may be made by the mortuary periodically. In return for the feature of
the agreements calling for the mortuary’s entitlement to the trust fund income,
purchasers of the pre-need plans are permitted to buy the plans at a substantial
discount. The agreements also provide for fully-covered funeral benefits in
certain cases, although the plans may not be fully paid at time of death. Another
advantage to the purchasers is that the costs of their funerals will not be
influenced by increases in the cost of living index.

Certain expenses are met by the mortuary in the selling of its pre-need
funeral plans; these are recorded monthly in a separate expense account in its
general ledger. Trust fund income earned is also recorded monthly in the
mortuary’s general ledger, in a separate income account. As pre-need plans are
AICPA Technical Practice Aids
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utilized by persons who had purchased them earlier, the special discounts
mentioned in the preceding paragraph are recorded in a separate expense
account in the mortuary’s general ledger. It should be emphasized here that
such discounts are not reflected as an expense in the mortuary’s operations
until such time the plans are actually used, whereas the expenses of the sales
of the plans and the income earned by the trust affect operations currently,
with no dependency whatsoever on the deaths of the purchasers or holders of
the plans.

In order to achieve a better matching of expenses with revenues accruing
from the sales of plans, could the trust fund income or the excess of trust fund
income over the expenses of selling the plans be deferred until the plans are
utilized? Or could the special discounts be charged to income at some date prior
to the utilization of the plans?
Reply—It would be more acceptable to currently accrue or recognize selling
expenses, fees and commissions, and trust fund income rather than use the
“completed contract” or deferral accounting approach. If it is a fact that costs
of furnishing services commonly exceed the trust funds expended at time of
utilizing a plan, current provision should be made on an estimated basis for the
potential or possible losses (more accurately, estimated excess of future servic
ing costs over monies to be released from trust to defray same) on plans not
utilized as yet at the balance sheet date.

The special discounts are more in the nature of sales adjustments rather
than costs or expenses.
.07

One-Cent Sales

Inquiry—A client in the fast food business has a “one-cent sale” once a week.
For example, the sale might be two cheeseburgers for the price of one (60¢) plus
one cent. The company would record the transaction as follows:
Cash (.60 + .01)...................................................................

$.61

Advertisement Expense.....................................................

.59

Sales (.60x2)............................................................................

$1.20

The company makes this entry so that their “food costs” are not distorted,
but should an adjustment be made at the end of the year for financial reporting
purposes eliminating this advertising expense against sales?

Reply—The practice of crediting sales and charging advertising expense for
the difference between the normal sales price and the “bargain day” sales price
of merchandise is not acceptable for financial reporting. Realization of the full
sales price cannot properly be imputed under such conditions. To do so would
seem to imply that the same quantities would have been sold if the price had
not been reduced.

It might however be appropriate to adjust the cost of sales and charge
advertising for the cost of the one-cent hamburger. Such cost of sales should
include only out-of-pocket expenses.
.08

Life Membership Fees in a Club

Inquiry—A company is engaged in a service club enterprise. What is the
proper accounting for life membership fees?
§5100.07
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Reply—The life membership fees should be allocated over the time the
individual may be expected to require the services of the club.

.10

Members of Country Club Assessed for Debt Retirement

Inquiry—A country club has voted to impose a special yearly assessment on
its membership for ten years. The proceeds are to be used to retire a first
mortgage on the property of the club.
The assessment is being imposed on all members including voting certificate
holders and nonvoting associate members.
Is the proper accounting treatment of this transaction a contribution to
capital, or are dues to be reflected in the annual income statement?

Reply—When billing the assessments each year, the receivables from the
members can be shown as an asset with a credit to income for the special
assessment. Such amounts might then be appropriated to a special membership
equity, perhaps entitled “appropriation for retirement of debt.” The financial
statements should disclose that the directors had voted a special assessment
for ten years and the amount of assessment per year. The first or the last year
for the assessment, or both, should also be disclosed.

.11

Excise Tax on Club Dues

Inquiry—The members of certain private clubs must pay a federal excise
tax in addition to their annual dues. Should the clubs record, as revenues, the
dues net of the excise tax, or should revenues include both dues and taxes?
Reply—A club, in collecting excise taxes on dues, is acting as no more than
an agent or conduit for the federal government. The amounts paid to the club
by members to be turned over as excise taxes should not be construed as dues,
and to show them as such on the income statement is erroneous.

.14

Recognition of Fees Earned on Construction Mortgage Placements

Inquiry—A client is in the business of bringing lenders and borrowers
together for a fee. When a construction mortgage has been arranged and agreed
to, it would appear that the client has earned its fee. However, because of the
terms of the fee arrangement, there is some doubt as to when the income should
be recognized.

The following is a summary of the types of transactions involved:

1.

Negotiable Note

The company receives a negotiable note in payment of its fees.
Generally the note is unsecured and non-interest-bearing and is
payable over the same period as the construction draws on the
related mortgage are to be made.
2.

Nonnegotiable Note
The terms of the nonnegotiable note are comparable to the negotiable
note.

3.

Commitment Letter, Not Contingent on Future Events

The company receives a letter from the borrower indicating that the
lender and the borrower have agreed on the terms of the mortgage.
In addition, the letter states that the borrower agrees to pay the
company a fixed fee by a specified date for services rendered in
arranging the loan.
AICPA Technical Practice Aids
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4.

Commitment Letter, Contingent on Future Draws

The company receives commitment letters from the borrower as
described in No. 3 above. However, the commitment letters state that
a certain amount of the fee will not be paid unless or until certain
construction draws are received from the lender.

When should revenue be recognized as earned by the client?
Reply—Revenue recognition is discussed in FASB Concepts Statement No.
5, Recognition and Measurement in Financial Statements of Business Enter
prises, paragraphs 83 and 84.
Applying the guidelines of Concepts No. 5, paragraphs 83 and 84, to the
specific situations, revenue would be recognized as follows:

1.

Negotiable Note
Income would be recognized when the services have been performed
and billed which may be prior to receipt of the negotiable note.

2.

Nonnegotiable Note
The terms of the nonnegotiable note are comparable to the negotiable
note, and revenue would be recognized in a similar manner.

3.

Commitment Letter, Not Contingent on Future Events
Such a letter would be evidence that the services have been rendered
and are now “billable”; therefore, the fee has been earned and income
should be recognized.

4.

Commitment Letter, Contingent on Future Draws
From the description, it appears that the agreement between the
client, borrower, and lender in this case is such that the parties do
not consider all the services rendered until actual borrowings take
place even though the client need not physically do anything else. In
such a situation, a portion of the fees should be deferred until the
stipulated draw provisions have been met.

.16

Rental Revenue Based on Percentage of Sales

Inquiry—A supermarket built an addition to its store to house a liquor store.
The rent to the liquor store is to be a percent of its sales. On its income
statement, would it be proper for the supermarket to include the liquor store
sales as though they were their own sales? The rent would then appear as a
gross margin.

Reply—No. In accordance with FASB Statement No. 13, paragraph 1 (AC
L10.101), this transaction meets the definition of a lease, which is “. . . the right
to use property, plant, or equipment (land or depreciable assets or both) usually
for a stated period of time.”
The revenue received from the liquor store represents rental income to the
supermarket and it would be inappropriate for the supermarket to include as
its sales the sales of the liquor store. However, it would be appropriate for the
supermarket to include the rental income as part of its gross revenues.
[Amended June 1995.]
.20

Payment for Termination of License Agreement

Inquiry—A research and development company holds numerous patents.
The company derives its income from the sale of products which utilize its pa-
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tents as well as from the licensing of the patents, for which it receives royalties,
and also from the sale of patent rights, for which it receives a single payment
for the term of the license.

A licensee desired to terminate its license, since it was no longer using the
technology contained in the company’s patent, and paid to the company a lump
sum termination payment. This payment approximated the amount the com
pany would have earned during the remaining years of the license agreement.
How should the termination payment be reflected in the company’s financial
statements?
Reply—The transaction is similar to sale of a license for the remaining life
of a patent and should be accounted for in the same manner. If this is the sole
license for a patent, any remaining unamortized cost of such patent should be
written off at this time. If the license represents only a portion of the use of the
patent, an appropriate portion of the remaining unamortized cost should be
written off. The proceeds should be included in this year’s current operations,
and there should be disclosure that a major source of income from licensing
agreements is being terminated.
.25

Finished Parts Held by Manufacturer for Customers

Inquiry—Corporation A, a subcontractor, manufacturers precision parts to
customers’ specifications. Parts produced by Corporation A are inspected by a
customer’s quality control representative and then held in a secured area in
Corporation A’s plant. Corporation A is entitled to full contract payment on
parts inspected and held in the secured area. Historically, there has been a
short time span between completion date and scheduled shipment date, but
recently production efficiency has improved to the extent that contracts are
completed significantly in advance of scheduled shipment dates. Based on the
recent experience of Corporation A, what is the proper date for revenue
recognition?

Reply—FASB Concepts Statement No. 5, Recognition and Measurement in
Financial Statements of Business Enterprises, paragraph 83, states in part:
“Revenues are not recognized until earned. An entity’s revenue-earning activi
ties involve delivering or producing goods, rendering services, or other activities
that constitute its ongoing major or central operations, and revenues are
considered to have been earned when the entity has substantially accomplished
what it must do to be entitled to the benefits represented by the revenues .. .

Revenue should be recognized at the time of inspection and delivery to the
secured areas, since the realization criteria have been met. Corporation A
should disclose the method followed for income recognition as part of its
disclosure of accounting policies.
.28

Revenue From Private Label Sales

Inquiry—Corporation A produces certain products that are sold under
Corporation B’s label. Corporation B reimburses Corporation A for all direct
costs of raw material, ingredients, and packaging plus 10¢ per pound processing
fee. Corporation A prepares an invoice for each shipment which itemizes the
various direct costs plus 10¢ per pound processing fee. Should Corporation A
record the total invoice amount as a sale or should it record the processing fee
as revenue and the reimbursed direct costs as a reduction of expenses?
AICPA Technical Practice Aids
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Reply—Corporation A should probably record the total invoice amount as a
sale. Accounting for contracts of this type would be treated similar to cost-plusfixed-fee contracts discussed in ARB No. 43, Chapter 11A, Cost-Plus-Fixed-Fee
Contracts. [Amended]

.31

Accounting for Zero Coupon Bonds

Inquiry—A client purchased a 20-year zero coupon treasury bond for $189,
with a maturity value of $1,000, at an 8½% yield to maturity.
(1) What authoritative pronouncement would provide guidance for this
transaction?

(2) How is the interest income computed for financial reporting pur
poses?
Reply—(1) APB Opinion No. 21, Interest on Receivables and Payables,
would apply. APB Opinion No. 21, paragraph 2, states that, “The principles
discussed in this Opinion are applicable to receivables and payables which
represent contractual rights to receive money or contractual obligations to pay
money on fixed or determinable dates, whether or not there is any stated
provision for interest. .. Examples are secured and unsecured notes, deben
tures, bonds . . .”
(2) APB Opinion No. 21, paragraph 15, states that, “the difference between
the present value and the face amount should be amortized to reflect the
interest income over the life of the note in such a way as to result in a constant
rate of interest when applied to the amount outstanding at the beginning of
any given period.” This is the “interest” method described in APB Opinion No.
12, Omnibus Opinion, paragraphs 16 and 17. However, other methods of
amortization may be used if the results obtained are not materially different
from those which would result from the “interest” method.
The following is an example of the application of the interest method. To
calculate the semi-annual amount, multiply the purchase price by 4¼% (half
of 8½%) to arrive at the adjusted cost basis for the first six-month period. Then
repeat this calculation for the next six-month period using the adjusted cost
basis. The total amount of income (accrual) in the first year will be $16.40. Each
year the cost basis is increased by the amount of income (accrual) reported in
the previous year, as indicated in the following example:
SemiAnnual
Period

Your Purchase
Price or Adjusted
Cost Basis

½
Purchase
YTM

Accrual
During
Period

Adjusted
Cost Basis
at End of
Period

1
2
3
4

$189.00
197.03
205.40
214.13

4.25%
4.25%
4.25%
4.25%

$8.03
8.37
8.73
9.10

$197.03
205.40
214.13
223.23

The interest income would be reported annually for financial reporting
purposes. If the bond is held to maturity, there will be no gain or loss. If sold
prior to maturity any gain or loss is determined by the difference between the
adjusted cost basis and the selling price.
.33

Operating Lease With Rental Payments Rebated Against
Purchase Price

Inquiry—A lessor corporation leases construction equipment for periods of
six to eighteen months under short-term cancellable leases. The leases provide
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that during the first six months, 100 percent of the rentals paid may be applied
toward the purchase price of the equipment if the lessee decides to purchase
the equipment; during the next three months the percentage drops to 80
percent, and after nine months 60 percent may be applied toward the purchase
price. The leases do not qualify as capital leases. How should the lessor account
for the leases and the respective rebates?

Reply—The authoritative literature does not address this matter. The lessor
should record rental income until the lessee decides to purchase the equipment.
The lessor should then record the sale of the equipment net of the applicable
rebate. The amount recorded as rental income should not be reclassified as sales
proceeds.
.35

Involuntary Conversion—Recognition of Gain

Inquiry—A tornado virtually destroys a company’s building on June 12,
19X0. The company has insurance and expects to be reimbursed for costs
incurred to refurbish the building. The company’s fiscal year-end is June 30,
19X0. On August 15, 19X0, prior to the issuance of the financial statements,
the company receives a check in excess of the carrying amount of the building.
Should the company recognize the gain on the involuntary conversion in the
June 30, 19X0 financial statements?

Reply—No. Since the company was reimbursed for an amount in excess of
the carrying amount of the building there was no loss to record on June 30,
19X0. The gain, which was received on August 15,19X0, was a gain contingency
on June 30, 19X0. Per FASB Statement No. 5, Accounting for Contingencies,
paragraph 17, contingencies that might result in gains usually are not reflected
in the accounts since to do so might be to recognize revenue prior to its
realization.
.36

Sales of Investment to Minority Stockholder

Inquiry—A corporation enters into an agreement to sell an investment
accounted for on the equity method to a minority stockholder in return for his
shares in the corporation. The fair value of the investment exceeds its book
value. Would the corporation recognize a gain on this transaction or would the
excess be credited to equity?
Reply—APB Opinion No. 29, Accounting for Nonmonetary Transactions,
paragraph 18, states that a transfer of a nonmonetary asset to a stockholder or
to another entity in a nonreciprocal transfer should be recorded at the fair value
of the asset transferred, and that a gain or loss should be recognized on the
disposition of the asset. APB Opinion No. 29, paragraph 18 also indicates that
the fair value of an entity’s own stock reacquired may be a more clearly evident
measure of the fair value of the asset distributed in a nonreciprocal transfer if
the transaction involves acquiring stock for the treasury or retirement.

The corporation should recognize as a gain, in the year in which the
transaction occurs, the excess of the fair value of the investment transferred
over its carrying amount.
.37

Sales Price Based on Future Revenue

Inquiry—A company sold one of its direct-mail catalog offices for cash plus
a percentage of revenue to be earned over the next five years. The sales
agreement limits the percentage of revenue to a stipulated maximum. Manage
ment believes the maximum will be earned within the five-year period. When
should revenue from this transaction be recorded?
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Reply—According to FASB Statement No. 5, Accounting for Contingencies,
paragraph 17, revenues from “Contingencies that might result in gains usually
are not (recognized) prior to (their) realization.”

Unless it is assured that adequate revenue will be earned to cause payment
of the contingent portion of the sales price, the contingent portion of the sales
price should only be accrued as earned. The accuracy and reasonableness of
management’s projections must be ascertained. If realization is assured, which
would be relatively infrequent, revenue should be recorded as of the date of the
sale using the present value of the projected cash receipts in accordance with
APB Opinion No. 21, Interest on Receivables and Payables.
.38

Subsequent Event Related to Vendor-Specific Objective Evidence for
Software Revenue Recognition

Inquiry—Vendor-specific objective evidence (VSOE) of fair value may be
established by management after the balance sheet date but before the issuance
of the financial statements, either by separate sales or by establishment of a
price by a pricing committee. May an entity use such evidence to recognize
revenue at the balance sheet date in accordance with SOP 97-2, Software
Revenue Recognition (ACC 10,700)?

Reply—No. Establishment of VSOE after the balance sheet date is a Type
II subsequent event, as discussed in SAS No. 1, section 560, Subsequent Events
(AU 560). As a result, revenue should be deferred at the balance sheet date in
accordance with paragraph 12 of SOP 97-2 (ACC 10,700.12), as amended by
SOP 98-9, Modification of SOP 97-2, Software Revenue Recognition, With
Respect to Certain Transactions (ACC 10,770). However, if subsequent to the
balance sheet date, management merely compiles evidence that existed at the
balance sheet date, that evidence should be used to assess whether there is
sufficient VSOE (in accordance with paragraph 10 of SOP 97-2 [ACC
10,700.10]) to recognize revenue at the balance sheet date.

.39

Software Revenue Recognition for Multiple-Element Arrangements

Inquiry—Software vendors may execute more than one contract or agree
ment with a single customer. Should separate contracts or agreements be
viewed as one multiple-element arrangement when determining the appropri
ate amount of revenue to be recognized in accordance with SOP 97-2, Software
Revenue Recognition (ACC 10,700)?

Reply—A group of contracts or agreements may be so closely related that
they are, in effect, parts of a single arrangement. The form of an arrangement
is not necessarily the only indicator of the substance of an arrangement. The
existence of any of the following factors (which are not all-inclusive) may indicate
that a group of contracts should be accounted for as a single arrangement:
• The contracts or agreements are negotiated or executed within a short
time frame of each other.
• The different elements are closely interrelated or interdependent in
terms of design, technology, or function.

• The fee for one or more contracts or agreements is subject to refund or
forfeiture or other concession if another contract is not completed
satisfactorily.
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• One or more elements in one contract or agreement are essential to the
functionality of an element in another contract.
• Payment terms under one contract or agreement coincide with perform
ance criteria of another contract or agreement.

• The negotiations are conducted jointly with two or more parties (for
example, from different divisions of the same company) to do what in
essence is a single project.

.40

Software Revenue Recognition Related to Year 2000 Compliant
Software

Inquiry—Is a commitment to deliver in the future a Year 2000 compliant
version of a software product to an existing customer or to a customer that is
acquiring a non-Year 2000 compliant version considered an upgrade right or
specified upgrade in accordance with SOP 97-2, Software Revenue Recognition
(ACC 10,700)?

Reply—Yes. The criteria of SOP 97-2 (ACC 10,700) related to specified
upgrades apply whether or not the commitment is contained under a warranty
provision. Given the ramifications of non-Year 2000 compliant software, special
attention should be given to paragraphs 13 and 14 of SOP 97-2 (ACC 10,700.13
and .14). Further, the Securities and Exchange Commission released an Inter
pretation in August 1998 titled, Statement of the Commission Regarding
Disclosure of Year 2000 Issues and Consequences by Public Companies, Invest
ment Advisors, Investment Companies, and Municipal Securities Issuers. Part
of that Interpretation states, “Year 2000 issues may affect the timing of revenue
recognition in accordance with (SOP 97-2 [ACC 10,700]). For example, if a
vendor licenses a product that is not Year 2000 compliant and commits to
deliver a Year 2000 compliant version in the future, the revenue from the
transaction should be allocated to the various elements—the software and the
upgrade. Entities should also consider FASB Statement No. 48, Revenue
Recognition When the Right ofReturn Exists (AC R75), relating to any product
return issues such as for products containing hardware and software, including
whether the necessary conditions have been met to recognize revenue in the
period of sale, whether that revenue should be deferred, or whether an allow
ance for sales return should be provided.” In such situations, a vendor generally
would be required to defer all revenue until it delivers the upgraded (compliant)
version.
.41

Effect of Prepayments on Software Revenue Recognition

Inquiry—Paragraph 29 of SOP 97-2, Software Revenue Recognition (ACC
10,700.29), states that if a fee on a software arrangement with extended
payment terms is not fixed or determinable at the outset of an arrangement
revenue should be recognized as payments become due. Should a vendor
recognize revenue for amounts (related to an arrangement with extended
payment terms) received directly from customers (without the software ven
dor’s participation in its customers’ financing arrangements) in advance of
scheduled payments?

Reply—Yes, provided all other requirements of revenue recognition in SOP
97-2 (ACC 10,700) are met.
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.42

Exfended Payment Terms and Software Revenue Recognition

Inquiry—A software vendor with a fiscal year ending September 30 enters
into a licensing arrangement and simultaneously delivers its product to a
customer on September 29. Payment terms are as follows: $600,000 due thirty
days from September 29; $400,000 due thirteen months from September 29.
The licensing fee is not fixed or determinable because a significant portion of
the fee is due more than one year after delivery of the software and the vendor
cannot overcome the presumption in paragraph 28 of SOP 97-2, Software
Revenue Recognition (ACC 10,700.28). How much revenue should the vendor
recognize during the current fiscal year ending September 30?
Reply—None. Paragraph 29 of SOP 97-2 (ACC 10,700.29) requires that the
vendor recognize revenue as payments from customers become due (assuming
all other conditions for revenue recognition in the SOP are met). In this
situation, $600,000 should be recognized as revenue on October 29 when the
payment becomes due and the remaining $400,000 should be recognized twelve
months later on October 29 of the following fiscal year.

.43

Corrections of Errors in Computer Software (Bug Fixes)

Inquiry—A software vendor licenses software products to customers. Cus
tomers may elect to obtain postcontract customer support (PCS) from the
software vendor as an element of the software arrangement, or customers may
choose not to obtain PCS. In order to satisfy its warranty obligations, the
software vendor provides bug fixes (free of charge) that are necessary to
maintain compliance with published specifications to those customers that do
not obtain PCS from the software vendor.

Paragraph 31 of SOP 97-2, Software Revenue Recognition (ACC 10,700.31),
states, “...obligations related to warranties for defective software, including
warranties that are routine, short-term, and relatively minor, should be ac
counted for in conformity with FASB Statement No. 5.” However, the SOP’s
glossary (ACC 10,700.149) indicates that PCS may include services such as the
correction of errors (for example, bug fixing). If a software vendor provides bug
fixes (under warranty obligations) free of charge that are necessary to maintain
compliance with published specifications, should the software vendor account
for the estimated costs to correct the bugs in accordance with FASB Statement
No. 5, Accounting for Contingencies (AC C59), or should the vendor consider
the practice of providing bug fixes free of charge part of PCS (which may result
in the deferral of revenue)?

Reply—In this situation, the software vendor should account for the esti
mated costs to provide bug fixes (that are necessary to maintain compliance
with published specifications) in accordance with FASB Statement No. 5 (AC
C59).
.44

Postcontract Customer Support During the Deployment Phase of
Computer Software

Inquiry—A software vendor enters into an arrangement with a customer to
deliver its software product and to provide postcontract customer support
(PCS). The product will be deployed in stages. The stipulated term of the PCS
period begins six months after delivery of the product, though the vendor has
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a history of regularly making available to all customers the services or unspeci
fied upgrades/enhancements normally associated with PCS as soon as its
products are delivered. (That is, the customer receives any upgrades/enhance
ments released by the vendor during the six-month period after product
delivery.) The PCS rate inherent in the licensing fee increases over time based
on the customer’s deployment of the product. After three years, the predeter
mined renewal rate for PCS for a fully deployed license is set at a stipulated
rate multiplied by the aggregate list price (as established at the inception of
the arrangement) of the licensed product, regardless of the status of the
deployment efforts. The vendor does not have vendor-specific objective evidence
(VSOE) of fair value of the PCS when the product is less than fully deployed
because the only PCS sold separately is the renewal of PCS (that is, the
predetermined renewal rate). Is PCS considered to commence at the date of
product delivery or six months after delivery? Should the vendor consider the
PCS predetermined renewal rate to be VSOE of fair value for PCS?

Reply—In this situation, the PCS arrangement commences upon product
delivery because the customer receives any upgrades/enhancements released
by the vendor during the six-month period after product delivery. In addition,
the predetermined renewal rate is the only indicator of fair value because it is
the only arrangement under which PCS is sold separately, and therefore, it
should be used to establish VSOE of fair value of the PCS. In this situation, the
vendor should initially defer the portion of the arrangement fee related to the
three and one-half years of PCS provided under the arrangement based on the
predetermined renewal rate.
.45

Effect of Change in License Mix on Software Revenue Recognition

Inquiry—Software arrangements may allow a user to change or alternate
its use of multiple products/licenses (license mix) included in a license arrange
ment after those products have been delivered by the software vendor. The user
has the right under the arrangement to deploy and utilize at least one copy of
each licensed product (that is, the user has a license to use each delivered
product). The products may or may not be similar in functionality. These
arrangements may limit the customer’s use at any time to any mix or combi
nation of the products as long as the cumulative value of all products in use
does not exceed the total license fee. Certain of these arrangements may not
limit usage of a product or products, but rather, they may limit the number of
users that simultaneously can use the products (referred to as concurrent user
pricing). When should the software vendor recognize revenue for these kinds
of arrangements?

Reply—If the other criteria in SOP 97-2, Software Revenue Recognition
(ACC 10,700), for revenue recognition are met, revenue should be recognized
upon delivery of the first copy or product master for all of the products within
the license mix. Subsequent remixing is not an exchange or a return of software
because the master or first copy of all products has been licensed and delivered,
and the customer has the right to use them.

.46

Nonmonetary Exchanges of Software (Part I)

Inquiry—Is an exchange by a software vendor of a license of its software to
a customer in exchange for a license to the customer’s technology that permits
the software vendor to sublicense the customer’s technology to other customers
as a component of the software vendor’s products or as a stand-alone additional
product the culmination of the earnings process? That is, should that exchange
be recorded at fair value or at carryover basis?
AICPA Technical Practice Aids
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Reply—Paragraph 21a of APB Opinion No. 29, Accounting for Nonmonetary
Transactions, states that an exchange of a product or property held for sale in the
ordinary course of business for a product or property to be sold in the same line of
business to facilitate sales to customers other than the parties to the exchange does
not culminate an earning process. Therefore, if the technology/products received
by the software vendor in the exchange were to be sold, licensed, or leased in the
same line of business as the software vendor’s technology/products delivered in the
exchange, the software vendor should record the exchange at carryover basis.
However, if the technology/products received by the software vendor in the ex
change were to be sold, licensed, or leased in a different line of business from the
software vendor’s technology/products delivered in the exchange, the exchange is
the culmination of the earnings process and the exchange should be recorded at
fair value provided that:

1.

the fair value of the technology/products exchanged or received can
be determined within reasonable limits (that is, vendor-specific
objective evidence of fair value of the software given up, or the value
of the technology/products received, as if the software vendor had
received or paid cash), and

2.

the technology/products received in the exchange are expected, at the
time of the exchange, to be deployed and utilized by the software
vendor and the value ascribed to the transaction reasonably reflects
such expected use.

If neither the fair value of the technology/products exchanged nor the fair
value of the technology/products received can be reasonably determined, the
exchange should be recorded at carryover basis. Paragraph 26 of APB Opinion
No. 29 states that “if neither the fair value of a nonmonetary asset transferred
nor the fair value of a nonmonetary asset received in exchange is determinable
within reasonable limits, the recorded amount of the nonmonetary asset
transferred from the enterprise may be the only available measure of the
transaction.”

.47

Nonmonetary Exchanges of Software (Part II)

Inquiry—Is an exchange by a software vendor of a license of its software to
a customer in exchange for a license to the customer’s technology that the
software vendor intends to utilize for internal use the culmination of the
earnings process? That is, should that exchange be recorded at fair value or at
carryover basis?
Reply—Providing that the fair value of either of the nonmonetary assets
involved in the transaction can be determined within reasonable limits, the
software vendor should record the exchange at fair value because the exchange
is subject to the guidance in paragraph 18 of APB Opinion No. 29, Accounting
for Nonmonetary Transactions. Further, EITF Issue No. 86-29, “Nonmonetary
Transactions: Magnitude of Boot and the Exception to the Use of Fair Value,”
which provides guidance on interpreting APB Opinion No. 29, states that a
product or property held for sale and exchanged for a productive asset does not
fall within the modifications to the basic principle of paragraph 18 of APB 29
(even if they were in same line of business) and should be recorded at fair value.

Thus, that exchange is the culmination of the earnings process and that
exchange should be recorded at fair value provided that:

1.
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objective evidence of fair value of the software given up, or the value
of the technology/products received, as if the software vendor had
received or paid cash), and
2.

the technology/products received in the exchange are expected, at the
time of the exchange, to be deployed and utilized by the software
vendor and the value ascribed to the transaction reasonably reflects
such expected use.

If neither the fair value of the technology/products exchanged nor the fair value
of the technology/products received can be reasonably determined, the exchange
should be recorded at carryover basis. Paragraph 26 of APB Opinion No. 29 states
that “if neither the fair value of a nonmonetary asset transferred nor the fair value
of a nonmonetary asset received in exchange is determinable within reasonable
limits, the recorded amount of the nonmonetary asset transferred from the
enterprise may be the only available measure of the transaction.”
The following matrix summarizes the answers in TPAs 5100.46 and 5100.47:

Software
Vendor’s
Technology
Exchanged

Software
Vendor’s Use
of Technology
Received

Software product
held for sale in the
ordinary course of
business (i.e.,
inventory)1

Technology to be
held for sale in the
ordinary course of
business (i.e.,
inventory)2

Software product
held for sale in the
ordinary course of
business (i.e.,
inventory)

Internal-use
software4

Same
Line of
Business

Accounting
Treatment

1. Yes

1. Record at
historical cost

2. No

2. Record at
fair value3

N/A

Record at fair
value3

The following example illustrates the answers in TPAs 5100.46 and 5100.47:

Software vendor XYZ licenses software product A (a suite of financial
accounting applications) to customers in the normal course of business.
Software vendor XYZ has vendor-specific objective evidence of fair value of
product A resulting from prior cash transactions with its customers. Product
A includes technology (Product B) sublicensed by software vendor XYZ from
Company PQR.
Licenses to software products, source code, and object code that the software vendor sells,
licenses, or leases in the ordinary course of business would constitute inventory.
2 A software vendor that receives any of the following would be receiving inventory:
a. a product to resell, sublicense, or sublease,
b. a right to embed the technology received into a product, or
c. a right to further develop the technology received into a product.
3 Assumes that vendor-specific objective evidence of fair value exists and the transaction has a
business purpose.
4 A software vendor that receives any of the following would be receiving something other than
inventory:
a. a product or technology that only can be used internally (e.g., a financial or management
application)
b. a product or technology that only can be used internally to make a product but which does
not become part of the product.
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Software vendor XYZ agrees to exchange product A with Company PQR
for licenses to product B. Software vendor XYZ intends to relicense product
B (as a stand-alone product or embedded in product A) to its customers.
Company PQR intends to use product A for internal use.

Accounting by software vendor XYZ. The exchange of product A for
product B by software vendor XYZ would not result in the culmination of
the earnings process for software vendor XYZ because software vendor XYZ
exchanged property held for sale (product A) for property to be sold in the
same line of business (product B) to facilitate future sales to other custom
ers. The exchange should be recorded at carryover basis (that is, no revenue
should be recognized until product B was sublicensed to other customers in
a subsequent transaction).
Accounting by Company PQR. The exchange of product B for product
A by Company PQR would result in the culmination of the earnings process
for Company PQR because Company PQR exchanged property held for sale
(product B) for a productive asset (product A, which will be used by Company
PQR as an amortizable asset). The exchange should be recorded by Com
pany PQR at fair value (that is, revenue should be recognized on the
exchange). Such accounting treatment is based on the fact that the fair value
of the technology exchanged or received can be reasonably determined and
that a business purpose exists for the transaction.
.48

Application of Contract Accounting in Software Arrangements (Part I)

Inquiry—In paragraph 7 of SOP 97-2, Software Revenue Recognition (ACC
10,700.07), what is the meaning of the phrase “using the relevant guidance
herein?”

Reply—The phrase “using the relevant guidance herein” refers to para
graphs 74-91 of SOP 97-2 (ACC 10,700.74-.91), which provide guidance on
applying contract accounting to certain arrangements involving software.

.49

Application of Contract Accounting in Software Arrangements (Part II)

Inquiry—Footnote 4 to paragraph 7 of SOP 97-2, Software Revenue Recognition
(ACC 10,700.07), states: “If a software arrangement includes services that meet
the criteria discussed in paragraph 65 of this SOP, those services should be
accounted for separately.” The type of services addressed by paragraph 65 are
described in paragraph 63 and specifically exclude post contract customer support
(PCS)-related services. For a software arrangement that is subject to contract
accounting and that includes PCS-related services (other than those meeting the
cost accrual criteria in paragraph 59 of SOP 97-2 (ACC 10,700.59)), how should the
software vendor account for such PCS-related services?
Reply—If the software vendor has vendor-specific objective evidence of the
fair value of such PCS-related services that has been determined pursuant to
paragraph 57 of SOP 97-2 (ACC 10,700.57), those PCS-related services should
be accounted for separately from the balance of the arrangement that is being
accounted for in conformity with Accounting Research Bulletin (ARB) No. 45,
Long-Term Construction-Type Contracts and the relevant guidance in para
graphs 74-91 of SOP 97-2 (ACC 10,700.74-.91), and in SOP 81-1, Accounting
for Performance of Construction—Type and Certain Production-Type Contracts
(ACC 10,330).
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Definition of More-Than-lnsignificant Discount and Software Revenue
Recognition

Inquiry—As discussed in paragraph 3 of SOP 97-2, Software Revenue
Recognition (ACC 10,700.03), in connection with the licensing of an existing
product, a vendor might offer a small or insignificant discount on additional
licenses of the licensed product or other products that exist at the time of the
offer but are not part of the arrangement. Paragraph 3 indicates that those
discounts are not within the scope of SOP 97-2 (ACC 10,700). However, footnote
3 to paragraph 3 states that “[i]f the discount or other concessions in an
arrangement are more than insignificant, a presumption is created that an
additional element(s) (as defined in paragraph 9) is being offered in the
arrangement.” What is a “more-than-insignificant” discount, as discussed in
footnote 3 to paragraph 3 of SOP 97-2 (ACC 10,700.03)?

Reply—For purposes of SOP 97-2 (ACC 10,700), a more-than-insignificant
discount with respect to future purchases that is provided in a software
arrangement is a discount that is: (1) incremental to the range of discounts
reflected in the pricing of the other elements of the arrangement, (2) incre
mental to the range of discounts typically given in comparable transactions,
and (3) significant. Insignificant discounts and discounts that are not incre
mental to discounts typically given in comparable transactions (for example,
volume purchase discounts comparable to those generally provided in compa
rable transactions) are not unique to software transactions and are not included
in the scope of SOP 97-2 (ACC 10,700). Judgment is required when assessing
whether an incremental discount is significant.
The provisions of footnote 3 to paragraph 3 of SOP 97-2 (ACC 10,700.03),
should not be applied to an option within a software arrangement that allows
the customer to purchase additional copies of products licensed by and delivered
to the customer under the same arrangement. In that case, revenue should be
recognized as the rights to additional copies are purchased, based on the price
per copy as stated in the arrangement. Additional copies of delivered software
are not considered an undelivered element. Paragraph 21 of SOP 97-2 (ACC
10,700.21), says that duplication of software is considered incidental to an
arrangement, and the delivery criterion is met upon the delivery of the first
copy or product master.

.51

Accounting for Significant Incremental Discounts in Software Revenue
Recognition

Inquiry—How should a software vendor .account for significant incremental
discounts that are within the scope of SOP 97-2, Software Revenue Recognition
(ACC 10,700)?
Reply—If a software arrangement includes a right to a significant incre
mental discount on a customer’s future purchase of a product(s) or service(s),
a proportionate amount of that significant incremental discount should be
applied to each element covered by the arrangement based on each element’s
fair value (VSOE) without regard to the significant incremental discount. (See
Examples 1 through 6 below.)
If (a) the future product(s) or service(s) to which the discount is to be applied
is not specified in the arrangement (for example, a customer is allowed a
discount on any future purchases), or (6) the fair value of the future purchases
AICPA Technical Practice Aids
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cannot be determined under paragraph 10 of SOP 97-2 (ACC 10,700.10), but
the maximum amount of the incremental discount on the future purchases is
quantifiable, that quantifiable amount should be allocated to the elements of
the arrangement and the future purchases assuming that the customer will
purchase the minimum amount necessary to utilize the maximum discount.
(See Examples 2 and 3 below.)

If the maximum amount of the significant incremental discount on future
purchases is not quantifiable (for example, the future purchases that can be
purchased under the significant incremental discount arrangement are not
limited by quantity of product(s) or service(s)), revenue otherwise allocated to
each element covered by the arrangement without regard to the significant
incremental discount should be reduced by the rate of the significant incre
mental discount. (See Example 5 below.)
The portion of the fee that is deferred as a result of the significant incre
mental discount should be recognized as revenue proportionately as the future
purchases are delivered, assuming all other revenue recognition criteria are
met, such that a consistent discount rate is applied to all purchases under the
arrangement. If the future purchases are not limited by quantity of product(s)
or service(s), the portion of the fee that is deferred as a result of the presence
of a significant incremental discount should be recognized as revenue as a
subscription in accordance with paragraphs 48 and 49 of SOP 97-2 (ACC
10,700.48 and .49).

Examples (For purposes of the examples, VSOE of fair value equals list price)

Example 1: A software vendor sells Product A for $40 along with a right
to a discount (the “coupon”) of $30 on another of its software products,
Product B. VSOE of fair value for Product A is $40 and VSOE of fair value
for Product B is $60. The $30 discount on Product B is a significant
incremental discount that would not normally be given in comparable
transactions.
The vendor should allocate the $30 discount across Product A and Product
B. The overall discount is 30% ($30/$100). Therefore, upon the delivery of
Product A, the vendor would recognize $28 of revenue and defer $12. If the
customer uses the discount and purchases Product B, the vendor would
recognize $42 in revenue upon delivery of Product B ($30 in cash received
plus the $12 previously deferred). If the discount expires unused, the $12
in deferred revenue would be recognized at that time.

Example 2: A software vendor sells Product A for $40 along with a right
to a discount (the “coupon”) of $20 on any one of its other software products,
Products B through Z. VSOE of fair value for Product A is $40 and VSOE
of fair value for Products B through Z ranges from $30 to $100. The $20
discount is a significant incremental discount that would not normally be
given in comparable transactions.
The vendor should allocate the $20 discount across Product A and the
assumed purchase of whichever of Product B through Z has the lowest fair
value ($30). The overall discount is 28.57% ($20/$70). Therefore, upon
delivery of Product A, the vendor would recognize $28.57 in revenue, and
defer $11.43. If the customer uses the discount and purchases the additional
Product with a fair value of $30, the vendor would recognize $21.43 in
revenue upon its delivery (the $11.43 previously deferred and the additional
cash license fee due of $10). If the discount expires unused, the $11.43 in
deferred revenue would be recognized at that time.
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Example 3: A software vendor sells Product A for $40 along with a right to
a discount (the “coupon”) of 50% off list price on any future purchases of its
other software products, Products B through Z, with a maximum cumulative
discount of $100. VSOE offair value for Product A is $40 and VSOE offair value
for Products B through Z ranges from $20 to $100. The 50% discount is a
significant incremental discount that would not normally be given in compara
ble transactions.
The vendor should assume that the maximum discount will be utilized.
Therefore, the vendor would allocate the $100 discount across Product A and
the assumed additional products to be purchased. The overall discount is 41.67%
($100/$240). Therefore, upon the delivery of Product A, the vendor would
recognize $23.33 of revenue and defer $16.67. If the customer uses the discount
by purchasing additional products with fair value totaling $200, the vendor
would recognize $116.67 in revenue upon delivery of those products ($100 in
cash received plus the $16.67 previously deferred). If the discount expires
unused, the $16.67 in deferred revenue would be recognized at that time.

Example 4: A software vendor sells Product A for $60, which represents
a 40% discount off its list price (VSOE) of $100. In the same transaction, it
also provides the right to a discount of 60% off of the list price (VSOE) on any
future purchases of units of software Product B for the next 6 months with a
maximum discount of $200. The discount of 60% on future purchases of units
of Product B is a discount not normally given in comparable transactions.
Because the discount offered on future purchases of Product B is not normally
given in comparable transactions and is both significant and incremental in
relation to the 40% discount, it must be accounted for as part of the original
sale consistent with Example 3 above. The vendor should assume that the
maximum discount will be utilized. Therefore, the vendor would allocate the
$240 discount ($40 on Product A and $200 maximum on future purchases)
across Product A and the assumed additional products to be purchased. The
overall discount is 55.38% ($240/$433.33)—($433.33 is the sum of the $100 list
price of Product A and the $333.33 accumulated list price of Product B that
results in a maximum discount of $200). Therefore, upon the delivery of Product
A, the vendor would recognize $44.62 of revenue and defer $15.38. If the
customer uses the discount by purchasing additional products with fair value
totaling $333.33, the vendor would recognize $148.71 in revenue upon delivery
of those products ($133.33 in cash received plus the $15.38 previously deferred).
If the discount expires unused, the $15.38 in deferred revenue would be
recognized at that time.

Example 5: A software vendor sells Product A for $40 along with a right
to a discount (the “coupon”) of 50% off list price on any future purchases of
its other software products, Products B through Z, with no maximum
cumulative discount. VSOE of fair value for Product A is $40 and VSOE of
fair value (which equals list price) of Products B through Z ranges from $20
to $100. The 50% discount is a significant incremental discount that would
not normally be given in comparable transactions.
The vendor should apply the 50% discount to Product A and all future
products purchased using the discount. Therefore, upon the delivery of
Product A, the vendor would recognize $20 of revenue and defer $20. If the
customer purchases additional products using the discount, the vendor
would recognize revenue equal to the cash received upon the delivery of
those products. The previously deferred $20 should be accounted for as a
subscription in accordance with paragraphs 48 and 49 of SOP 97-2 (ACC
10,700.48 and .49), and recognized pro rata over the discount period or, if
AICPA Technical Practice Aids
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no period is specified in the arrangement, over the estimated period during
which additional purchases will be made.

Example 6: A software vendor sells Product A for $30 along with the
right to a discount for 70% off list price (VSOE) on any future purchases of
its other software products, Products B through P, for the next 6 months
with no maximum cumulative discount. Product A is also given at a 70%
discount and the VSOE of fair value of Product A is $100.
As the discount offered on future purchases over the next 6 months is equal
to the discount offered on the current purchase (70%), there is no accounting
necessary in the original sale for the discount offered on future purchases.

.52

Fair Value of PCS in a Perpetual License and Software Revenue
Recognition

Inquiry—The fee for a perpetual software license includes post-contract
customer support (PCS) services for a term of two years. However, only one-year
PCS renewal rates are offered to those holding the perpetual license rights. Do
rates for the PCS renewal terms provide vendor-specific objective evidence
(VSOE) of the fair value of the PCS element included (bundled) in the software
arrangement pursuant to the provisions in paragraphs 10 and 57 of SOP 97-2,
Software Revenue Recognition (ACC 10,700.10 and .57)?
Reply—Yes, if the PCS renewal rate and term are substantive. The dollar
amount of the one-year PCS renewal rate multiplied by two (which reflects the
PCS term included in the arrangement) constitutes VSOE of the fair value of
PCS pursuant to the provisions in paragraphs 10 and 57 of SOP 97-2 (ACC
10,700.10 and .57).

.53

Fair Value of PCS in a Short-Term Time-Based License and Software
Revenue Recognition

Inquiry—A multiple-element software arrangement subject to the account
ing requirements of SOP 97-2, Software Revenue Recognition (ACC 10,700),
provides a 12-month time-based software license that includes (bundles) 6
months of post-contract customer support (PCS) services for a total fee of
$100,000, and specifies a 6-month renewal fee for PCS services of $5,000. Are
there arrangements that include time-based software licenses and PCS serv
ices wherein the duration of the time-based software license is so short that a
renewal rate or fee for the PCS services does not represent vendor-specific
objective evidence (VSOE) of the fair value of the bundled PCS?
Reply—Yes, and the fact pattern in this question is an example of such a
situation. For time-based software licenses with a duration of one year or less,
the fair value of the bundled PCS services is not reliably measured by reference
to a PCS renewal rate. The short time frame during which any unspecified
upgrade provided under the PCS agreement can be used by the licensee creates
a circumstance whereby one cannot objectively demonstrate the VSOE of fair
value of the licensee’s right to unspecified upgrades.
Though a PCS service element may not be of significant value when it is
provided in a short duration time-based license, SOP 97-2 (ACC 10,700), does
not provide for an exception from its provision that VSOE of fair value is
required for each element of a multiple-element arrangement. Consequently,
when there is no VSOE of the fair value of PCS services included (bundled) in
a multiple-element arrangement, even if the arrangement provides a short
duration time-based software license, the total arrangement fee would be
recognized under paragraph 12 (or paragraph 59, if applicable) of SOP 97-2
(ACC 10,700.12 or .59, if applicable). TPA 5100.54 addresses circumstances
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where a PCS renewal rate in connection with a multi-year time-based license
may not constitute VSOE of the fair value of PCS.
. 54

Fair Value of PCS in a Multi-Year Time-Based License and Software
Revenue Recognition

Inquiry—Arrangements for multi-year time-based software licenses may
include: 1) initial (bundled) post-contract customer support (PCS) services for
only a portion of the software license’s term (for example, a five-year time-based
software license that includes initial PCS services for one year) and 2) a renewal
rate for PCS for an additional year(s) within the time-based license period. Does
that renewal rate constitute vendor-specific objective evidence (VSOE) of the
fair value of the PCS under paragraphs 10 and 57 of SOP 97-2, Software
Revenue Recognition (ACC 10,700.10 and .57)?
Reply—Yes, if the PCS renewal rate and term are substantive. Circumstances
that indicate that the PCS renewal rate or term is not substantive include:

• The period of initial (bundled) PCS services is relatively long compared
to the term of the software license (for example, four years of initial
PCS services in connection with a five-year time-based software license,
with a specified PCS renewal rate for the remaining year).
• The aggregate PCS renewal term is less than the initial (bundled) PCS
period (for example, a 5-year time-based software license with three
year bundled PCS and two annual PCS renewals).
• A PCS renewal rate that is significantly below the vendor’s normal
pricing practices in combination with a time-based software license that
is for a relatively short period (for example, a two-year time-based
software license that includes initial [bundled] PCS for one year for a
total arrangement fee of $1,000,000 and that stipulates a PCS renewal
rate for the second year of $25,000 when the vendor’s normal pricing
practices suggest higher renewal rates).

. 55

Fair Value of PCS With a Consistent Renewal Percentage (But Varying
Renewal Dollar Amounts) and Software Revenue Recognition

Inquiry—A software vendor charges Customer A $100,000 for a software
license with a post-contract customer support (PCS) renewal rate of 15% of the
license fee while charging Customer B $150,000 for the same software license
with a PCS renewal rate of 15% of the license fee. Does the existence of varying
dollar amounts of PCS renewal fees for the same software product (resulting
from using a renewal rate that is a consistent percentage of the stipulated
software license fee for the same software product) indicate an absence of
vendor-specific objective evidence (VSOE) of the fair value of PCS or the
possible presence of discounts on PCS that should be accounted for under
paragraph 11 of SOP 97-2, Software Revenue Recognition (ACC 10,700.11)?
Reply—No. Assuming that the PCS renewal rate expressed as a consistent
percentage of the stipulated license fee for customers is substantive, that PCS
renewal rate would be the VSOE of the fair value of PCS.
.

56

Concessions and Software Revenue Recognition

Inquiry—Paragraph 27 of SOP 97-2, Software Revenue Recognition (ACC
10,700.27), states that “Because a product’s continuing value may be reduced due
to the subsequent introduction of enhanced products by the vendor or its competi
tors, the possibility that the vendor still may provide a refund or concession to a
credit-worthy customer to liquidate outstanding amounts due under the original
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terms of the arrangement increases as payment terms become longer.” What
kinds of changes to an arrangement would be considered concessions?

Reply—Concessions by a software vendor may take many forms and include,
but are not limited to, any one of the following kinds of changes to the terms of
an arrangement:
• Changes that would have affected the original amount of revenue
recognized;

• Changes that reduce the arrangement fee or extend the terms of
payment;
• Changes that increase the deliverables or extend the customer’s rights
beyond those in the original transaction.
Examples of concessions by a software vendor that reduce an arrangement
fee or extend the terms of payment include, but are not limited to, the following:

• Extending payment due dates in the arrangement (except when the
extension is due to credit problems of the customer).
• Decreasing total payments due under the arrangement (except when
the decrease is due to credit problems of the customer).

• Paying financing fees on a customer’s financing arrangement that was
not contemplated in the original arrangement.

• Accepting returns that were not required to be accepted under the
terms of the original arrangement.
Examples of concessions by a software vendor that increase the deliverables
include, but are not limited to, the following:

• Providing discounted or free post-contract customer support that was
not included in the original arrangement.
• Providing various types of other discounted or free services (beyond
those provided as part of the vendor’s normal product offerings or
warranty provisions), upgrades, or products that were not included in
the original arrangement.
• Allowing the customer to have access to products not licensed under
the original arrangement without an appropriate increase in the ar
rangement fee.
• For term licenses, extending the time frame for a reseller to sell the
software or an end user to use the software.

• For limited licenses, extending the geographic area in which a reseller
is allowed to sell the software, or the number of locations in which an
end user can use the software.
Although the nature of a concession may vary by type of arrangement, many
of the above concessions could be granted for any type of license arrangement
regardless of its form (that is, term arrangement, perpetual arrangement, site
license arrangement, enterprise license arrangement, etc.).
Examples of changes to the terms of an arrangement that are not conces
sions include, but are not limited to, the following:
• Changes that increase the deliverables with a corresponding appropri
ate increase in the arrangement fee.
• Changes that eliminate the software vendor’s delivery obligation with
out a refund of cash.
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57 Overcoming Presumption of Concessions in Extended Payment
Term Arrangements and Software Revenue Recognition

Inquiry—Paragraph 28 of SOP 97-2, Software Revenue Recognition (ACC
10,700), indicates that, if a significant portion of the software licensing fee is
not due until after expiration of the license or more than twelve months after
delivery, the licensing fee should be presumed not to be fixed or determinable.
That presumption may be overcome by evidence that the vendor has a standard
business practice of using long-term or installment contracts and a history of
successfully collecting under the original payment terms without making
concessions. What types of evidence are useful in determining whether the
vendor has a history of successfully collecting under the original payment terms
without making concessions?

Reply—To have a “a history of successfully collecting under the original
payment terms without making concessions,” a vendor would have to have
collected all payments as due under comparable arrangements without provid
ing concessions. For example, one year of payments under three-year payment
arrangements would not provide sufficient history because all of the payments
under the contracts would not yet have been paid as due.
In addition to a history of collecting payments as due without making
concessions, paragraph 14 of SOP 97-2 (ACC 10,700.14) requires that the
software vendor must intend not to provide refunds or concessions that are
beyond the provisions of the arrangement.
In evaluating a vendor’s history, the historical arrangements should be
comparable to the current arrangement relative to terms and circumstances to
conclude that the history is relevant. Examples of factors that should be
assessed in this evaluation include, but are not limited to, the following:

Similarity of Customers
• Type or Class of Customer: New arrangements with substantially
the same types and class of customer is an indicator that the history is
relevant. Significant differences call into question the relevance of the
history.

Similarity of Products Included
• Types ofProducts: Similarity in the types ofproducts included under
the new license arrangement (for example, financial systems, produc
tion planning, and human resources).

• Stage of Product Life Cycle: Product maturity and overall stage
within its product life cycle should be considered when assessing the
relevance of history. The inclusion of new products in a license arrange
ment should not automatically preclude the vendor from concluding
that the software products are comparable. For example, if substan
tially all of the products under one license arrangement are mature
products, the inclusion of a small number of newly developed products
in a subsequent arrangement may not change the overall risk of
concession and economic substance of the subsequent transaction.

• Elements Included in the Arrangement: There are no significant
differences in the nature of the elements included in the arrangements.
AICPA Technical Practice Aids
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The inclusion of significant rights to services or discounts on future
products in some arrangements, but not others, could indicate that
there is a significant difference between the arrangements. For exam
ple, a history developed for arrangements that included bundled post
contract customer support (PCS) and rights to additional software
products would not be codiparable to an arrangement that does not
include these rights.

Similarity of License Economics
• Length ofPayment Terms: In order for the history to be considered
relevant, the overall payment terms should be similar. Although a
nominal increase in the length of payment terms may be acceptable, a
significant increase in the length of the payment terms may indicate
that the terms are not comparable.

• Economics of License Arrangement: The overall economics and
term of the license arrangement should be reviewed to ensure that the
vendor can conclude that the history developed under a previous
arrangement is relevant, particularly if the primary products licensed
are near the end of their lives and the customer would not be entitled
to the updated version under a PCS arrangement.

58

.

Effect of Prepayments on Software Revenue Recognition (Part II)

Inquiry—Paragraph 28 of SOP 97-2 (ACC 10,700.28) says that any extended
payment terms in a software licensing arrangement may indicate that the fee
is not fixed or determinable. In addition, the licensing fee is presumed not to
be fixed or determinable if payment of a significant portion of the fee is not due
until after expiration of the license or more than twelve months after delivery.
Is the presumption overcome if the software vendor transfers the rights to
receive amounts due on an extended payment term arrangement to an inde
pendent third party without recourse to the vendor?
Reply—No. The presumption that the licensing fee is not fixed or determinable
is NOT overcome if at the outset of the arrangement, or subsequently, the vendor
receives cash on the transfer of the extended payment term arrangement. That
answer does not change if the extended payment term arrangement is irrevocably
transferred or otherwise converted to cash without recourse to the vendor. The
difference in this situation as compared to TPA 5100.41 (which addresses prepay
ments received directly from customers) is that the transfer of the extended
payment term arrangement does not change the nature or structure of the
transaction between the vendor and customer. Therefore, the presumption in
paragraph 28 of SOP 97-2 (ACC 10,700.28) has not been overcome.
.

59

Subsequent Cash Receipt in an Extended Payment Term Arrangement
for Software Revenue Recognition

Inquiry—Paragraph 28 of SOP 97-2, Software Revenue Recognition (ACC
10,700.28), says that the presumption that an extended payment term license
fee due more than twelve months after delivery of the software is not fixed or
determinable may be overcome by evidence that the software vendor has a
standard business practice of using long-term or installment contracts and has
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a history of successfully collecting under the original payment terms without
making concessions. A calendar year end software vendor enters into a two-year
installment payment licensing arrangement with a customer on December 1
and the first payment is due in May of the following year. Subsequent to its
December 31 year end but before it issues the financial statements, the software
vendor receives from the customer payment of the full amount due. As of
December 1, the software vendor has met all other conditions of revenue
recognition except that it does not have a standard business practice of using
long-term or installment contracts. Does the subsequent cash receipt provide
sufficient evidence to render the licensing fee as fixed or determinable, and thus
allow the software vendor to recognize revenue in the December 31 financial
statements?

Reply—No. Paragraph 29 of SOP 97-2 (ACC 10,700.29) requires that the
software vendor make the determination of whether the fee is fixed or deter
minable at the outset of the arrangement, which in this situation is December
1. The only circumstances sufficient to overcome the presumption that the
license fee is not fixed or determinable are that the software vendor has (1) a
standard business practice of using long-term or installment contracts and (2)
has a history of successfully collecting under the original payment terms
without making concessions. Since the software vendor has met all other
conditions of revenue recognition, it should recognize revenue in the period it
receives payment in full directly from the customer (see TPA 5100.41, Effect of
Prepayments on Software Revenue Recognition).
.60

Customer Financing With No Software Vendor Participation and
Software Revenue Recognition

(For illustrative purposes, the following inquiry and reply assumes that the
software arrangement is a single product/single element arrangement; how
ever, the inquiry and reply also applies to multiple element arrangements.)

Inquiry—TPA 5100.41 addresses a situation in which a customer obtains
financing, without the software vendor’s participation, and prepays amounts
due the software vendor under previously negotiated extended payment terms.
That TPA indicates that a software vendor should recognize revenue in advance
of scheduled payments if amounts related to extended payment terms are
received directly from customers without the software vendor’s participation
in its customers’ financing arrangements, providing all other requirements of
revenue recognition in SOP 97-2, Software Revenue Recognition (ACC 10,700),
are met. TPA 5100.58 indicates a software vendor should not recognize revenue
in advance of scheduled payments if amounts related to extended payment
terms are received as a result of the software vendor’s transfer of a customer’s
extended payment term obligation to a third party, without recourse to the
software vendor. Given the two aforementioned TPAs, how should a software
vendor recognize revenue if it enters into an arrangement with an end user
customer that contains customary (that is, non-extended) payment terms and
the end user customer obtains, without the software vendor’s participation,
financing from a party unrelated to the software vendor?

Reply—Because the software arrangement’s payment terms are not ex
tended, as contemplated in paragraph 28 of SOP 97-2 (ACC 10,700.28), and the
software vendor does not participate in the end user customer’s financing, the
software vendor should recognize revenue upon delivery of the software prod
uct, provided all other requirements of revenue recognition in SOP 97-2 (ACC
10,700), are met.
AICPA Technical Practice Aids
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.61

Effect of Prepayments on Software Revenue Recognition When
Vendor Participates in Customer Financing

(For illustrative purposes, the following inquiry and reply assumes that the
software arrangement is a single product/single element arrangement; how
ever, the inquiry and reply also applies to multiple element arrangements.)

Inquiry—TPA 5100.41 addresses a situation in which amounts related to
extended payment terms are received directly from customers without the
software vendor’s participation in its customers’ financing arrangements. The
specific reference to without participation suggests that the answer might be
different if the software vendor participates in the customer’s financing. How
should a software vendor recognize revenue under SOP 97-2, Software Revenue
Recognition (ACC 10,700), if it enters into an arrangement with an end user
customer that contains extended payment terms and the software vendor
receives payments in advance of the scheduled due dates after the software
vendor participated in the customer’s financing with a party unrelated to the
software vendor?
Reply—If the software vendor’s participation in the customer’s financing
results in incremental risk that the software vendor will provide a refund or
concession to either the end user customer or the financing party (as discussed
in TPA 5100.62), the presumption is that the fee is not fixed or determinable.
If the software vendor cannot overcome that presumption, the software vendor
should recognize revenue as payments from the customer become due and
payable to the financing party, provided all other requirements of revenue
recognition in SOP 97-2 (ACC 10,700) are met. The software vendor should
account for any proceeds received from the customer or the financing party prior
to revenue recognition as a liability for deferred revenue. TPA 5100.63 ad
dresses when the presumption may be overcome.
.62

Indicators of Incremental Risk and Their Effect on the Evaluation of
Whether a Fee is Fixed or Determinable and Software Revenue
Recognition

(For illustrative purposes, the following inquiry and reply assumes that the
software arrangement is a single product/single element arrangement; how
ever, the inquiry and reply also applies to multiple element arrangements.)

Inquiry—Based on the reply to TPA 5100.61, and as impliedin TPA 5100.41,
considering whether a software vendor participated in the customer’s financing
is important to how revenue is recognized in a software arrangement that
contains extended payment terms. A software vendor enters into an arrange
ment with an end user customer that contains customary (that is, non-extended) payment terms for which the arrangement fee ordinarily would be
considered fixed or determinable. Simultaneously with entering into a software
arrangement, or prior to the scheduled payment due date(s), the software
vendor participates in the end user customer’s financing with a party
unrelated to the software vendor. In what circumstances would the software
vendor’s participation in the end user customer’s financing (a) preclude a
determination by the software vendor that the software arrangement fee is
fixed or determinable pursuant to paragraph 28 of SOP 97-2, Software
Revenue Recognition (ACC 10,700), or (b) lead to a presumption (that can be
overcome) that the fee is not fixed or determinable in accordance with para
graph 28?
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Reply—A software arrangement fee is not fixed or determinable if a software
vendor: (a) lacks the intent or ability to enforce the original payment terms of
the software arrangement if the financing is not successfully completed, or (b)
in past software arrangements, altered the terms of original software arrange
ments or entered into another arrangement with customers, to provide ex
tended payment terms consistent with the terms of the financing. If a software
vendor’s participation in an end user customer’s financing results in incre
mental risk that the software vendor will provide a refund or concession to
either the end user customer or the financing party, there is a presumption that
the arrangement fee is not fixed or determinable.

Any one of the following conditions or software vendor actions results in
incremental risk and a presumption that the fee is not fixed or determinable:

1.

Provisions that require the software vendor to indemnify the financ
ing party above and beyond the standard indemnification provisions
that are explicitly included in the software arrangement between the
software vendor and the end user customer.

2.

Provisions that require the software vendor to make representations
to the financing party related to customer acceptance of the software
that are above and beyond the written acceptance documentation,
if any, that the software vendor has already received from the end
user customer.

3.

Provisions that obligate the software vendor to take action (such as
to terminate the license agreement and/or any related services),
which results in more than insignificant direct incremental costs,
against the customer on behalf of the financing party in the event
that the end user customer defaults under the financing, unless, as
part of the original arrangement, the customer explicitly authorizes
the software vendor upon request by the financing party to take those
specific actions against the customer and does not provide for con
cessions from the vendor as a result of such action.

4.

Provisions that prohibit or limit the ability of the software vendor to
enter into another software arrangement with the customer for the
same or similar product if the end user customer defaults under the
financing, unless, as part of the original arrangement, the customer
explicitly authorizes the software vendor upon request by the financ
ing party to take those specific actions against the customer.

5.

Provisions that require the software vendor to guarantee, certify, or
otherwise attest in any manner to the financing party that the
customer meets the financing party’s qualification criteria.

6.

Software vendor has previously provided concessions to financing
parties or to customers to facilitate or induce payment to financing
parties.

7.

Provisions that lead to the software vendor’s guarantee of the cus
tomer’s indebtedness to the financing party.

If the presumption is not overcome, the software vendor should recognize
revenue as payments from the customer become due and payable to the
financing party, provided all other requirements of revenue recognition in SOP
97-2 (ACC 10,700) are met.
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.6

Overcoming the Presumption That a Fee is Not Fixed or Determinable
When Vendor Participates in Customer Financing and Software
Revenue Recognition

Inquiry—TPA 5100.62 provides indicators of incremental risk that result in
a presumption that a fee is not fixed or determinable in an arrangement in
which a software vendor participates in an end user customer’s financing with
a party unrelated to the software vendor. What evidence should the software
vendor consider to overcome the presumption that the fee is not fixed or
determinable, as discussed in TPA 5100.62?

Reply—The presumption may be overcome in certain circumstances. The
software vendor should use the guidance in paragraph 28 of SOP 97-2, Software
Revenue Recognition (ACC 10,700), and TPA 5100.57.
To overcome the presumption, there should be evidence that the software
vendor has a standard business practice of entering into similar arrangements with
financing parties that have substantially similar provisions, and has a history of
not providing refunds or concessions to the customer or the financing party.

Additionally, with respect to incremental risk indicator 7 in TPA 5100.62,
in those circumstances in which the software vendor has relevant history with
arrangements in which it granted extended payment terms to its customers,
the software vendor should consider that history. A history of the software
vendor granting concessions to either (a) its customers in similar arrangements
in which it provided extended payment terms or (b) unrelated financing parties
in similar arrangements in which the software vendor participated, would
prevent the software vendor from overcoming the presumption that the fee is
not fixed or determinable.

In circumstances where there is sufficient evidence to overcome the pre
sumption that the fee is not fixed or determinable, the software vendor should
nevertheless evaluate the nature of the incremental risk to determine if there
are other accounting ramifications, for example, accounting for the software
vendor’s continuing involvement that results from a guarantee of the cus
tomer’s indebtedness (recourse).
4

.6

Indicators of Vendor Participation in Customer Financing That Do
Not Result in Incremental Risk and Software Revenue Recognition

(For illustrative purposes, the following inquiry and reply assumes that the
software arrangement is a single product/single element arrangement; how
ever, the inquiry and reply also applies to multiple element arrangements.)

Inquiry—Related to TPA 5100.62, are there examples of software vendor
actions that generally do not cause the software vendor to assume incremental
risk that the software vendor will provide a refund or concession to either the
end user customer or the financing party related to the software vendor’s
participation in an end user customer’s financing of a software arrangement?

Reply—Yes. The following examples of software vendor actions generally do
not cause a software vendor to assume incremental risk:

1.

Software vendor introduces the customer and financing party and
facilitates their discussions.

2.

Software vendor assists the customer in pre-qualifying for financing
as long as the software vendor does not guarantee, certify, or other
wise attest in any manner to the financing party that the customer
meets the financing party’s qualification criteria.
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3.

Software vendor represents to the financing party that the software
vendor has free and clear title to the licensed software or the right
to sublicense if the software vendor makes the same written repre
sentations in the software arrangement with the end user customer.

4.

Software vendor warrants to the financing party that the software
functions according to the software vendor’s published specifications
if the software vendor makes the same written warranty in the
software arrangement with the end user customer.

5.

Software vendor takes action, which was explicitly authorized by the
customer in the original arrangement, to terminate the license agree
ment and/or any related services, or to not enter into another ar
rangement for the same or similar product.

6.

Software vendor makes customary recourse provisions to its cus
tomer related to warranties for defective software.
5

Software Vendor Interest Rate Buy Downs on Customer Financing
and Software Revenue Recognition

(For illustrative purposes, the following inquiry and reply assumes that the
software arrangement is a single product/single element arrangement; how
ever, the inquiry and reply also applies to multiple element arrangements.)

Inquiry—A customer may desire, and a software vendor may be willing to assist
the customer in obtaining financing with a party unrelated to the software vendor
that has a more attractive interest rate than typically offered by the financing
party. For example, a software vendor arranges to “buy down” the interest rate a
financing party would otherwise charge to the software vendor’s customer. That
interest rate “buy down” may occur simultaneously with the original arrangement
between the software vendor and customer, or it may occur at a later point in time.
Further, that interest rate “buy down” may occur with or without the customer’s
awareness. Does either the point in time of the interest rate “buy down”, or the
awareness by the customer of it, affect revenue recognition under SOP 97-2,
Software Revenue Recognition (ACC 10,700)?

Reply—The point in time that the interest rate “buy down” occurs affects
revenue recognition, however, whether the customer is aware of the “buy down”
does not affect revenue recognition.
An interest rate “buy down” which is evidenced contemporaneously and
occurs simultaneously with the original arrangement between the software
vendor and customer is considered an integral part of the arrangement because
of its timing. Because the interest rate “buy down” is an integral part of the
original arrangement, it is irrelevant whether the customer is or is not aware
of it. The amount of the interest rate “buy down” should be treated as a
reduction of the total arrangement fee to be recognized in accordance with SOP
97-2 (ACC 10,700), and not as a financing or other expense.

A software vendor’s “buy down” of an interest rate which is not evidenced
contemporaneously or occurs other than simultaneously with the original
arrangement is not considered an integral part of the original arrangement,
rather it constitutes a concession because it represents a reduction in the
arrangement fee not contemplated in the original arrangement (see TPA
5100.56). Because the interest rate “buy down” is a concession, it is irrelevant
whether the customer is or is not aware of it.
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Consideration of Other TPAs on Customer Borrowing When
Customer is a Reseller and Software Revenue Recognition

(For illustrative purposes, the following inquiry and reply assumes that the
software arrangement is a single product/single element arrangement; how
ever, the inquiry and reply also applies to multiple element arrangements.)

Inquiry—The inquiries in TPAs 5100.60 through 5100.65 specifically refer
to a software vendor’s arrangements with an end user customer. Are the replies
different if the customer is a reseller?

Reply—The inquiries and replies in TPAs 5100.60 through 5100.65 are
phrased in the context of end user customers to eliminate the additional
discussion that may be necessary to address the complexities that exist for
resellers. Paragraph 30 of SOP 97-2, Software Revenue Recognition (ACC
10,700.30), provides additional factors to consider in evaluating whether an
arrangement fee is fixed or determinable if the customer is a reseller. The
underlying concepts in the replies should be applied to customers that are
resellers; however, all of the additional factors in paragraph 30 of SOP 97-2
(ACC 10,700.30), also should be considered. Further, the existence of financing
by a reseller customer may increase the risk that:

1.

Payment of the arrangement fee is substantially contingent on the
distributor’s success at reselling the product.

2.

The reseller may not have the ability to honor a commitment to pay,
which could increase the risk of software vendor concessions regard
less of the source of the financing.

3.

Returns or price protection cannot be reasonably estimated because
of the potential for increased concession risk.

.67

Customer Acceptance and Software Revenue Recognition

Inquiry—Paragraph 20 of SOP 97-2, Software Revenue Recognition (ACC
10,700.20), says, “After delivery, if uncertainty exists about customer accep
tance of the software, license revenue should not be recognized until acceptance
occurs.” In a software arrangement that contains a customer acceptance provi
sion, can a software vendor ever recognize revenue (provided all of the other
revenue recognition criteria of SOP 97-2 (ACC 10,700) have been met) before
formal customer acceptance occurs?
Reply—Yes. Paragraph 20 of SOP 97-2 (ACC 10,700.20) is not intended to
suggest that the mere existence of a customer acceptance provision precludes
revenue recognition until formal acceptance has occurred. Items to consider in
evaluating the effect of customer acceptance on revenue recognition include,
but are not limited to, (a) historical experience with similar types of arrange
ments or products, (b) whether the acceptance provisions are specific to the
customer or are included in all arrangements, (c) the length of the acceptance
term, and d) historical experience with the specific customer. Public registrants
subject to SOP 97-2 (ACC 10,700), should also consider the guidance in SEC
Staff Accounting Bulletin No. 101 (SAB 101), Revenue Recognition in Financial
Statements, and the Frequently Asked Questions to SAB 101, as it relates to
customer acceptance.

.68

Fair Value of PCS in Perpetual and Multi-Year Time-Based Licenses
and Software Revenue Recognition

Inquiry—Software licenses for the same product currently are offered by a
software vendor as: 1) a perpetual license and 2) a multi-year time-based license
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(for example, two or more years). The pricing of the licenses reflects the
duration of the license rights. Vendor-specific objective evidence (VSOE) of fair
value exists for post-contract customer support (PCS) services in the perpetual
licenses. For the multi-year time-based licenses, PCS services for the entire
license term are included (bundled) in the license fee and there is no renewal
rate inasmuch as the time-based license rights are co-terminus with the PCS
service period. Do the PCS renewal terms in the perpetual license provide
VSOE of the fair value of the PCS services element included (bundled) in the
multi-year time-based software arrangement pursuant to the provisions of SOP
97-2, Software Revenue Recognition (ACC 10,700)?
Reply—No. SOP 97-2 (ACC 10,700) states that VSOE of fair value is
provided by the price charged when the same element is sold separately. PCS
services for a perpetual license and PCS services for a multi-year time-based
license are two different elements. Though the same unspecified product
upgrades or enhancements maybe provided under each PCS arrangement, the
time period during which the software vendor’s customer has the right to use
such upgrades or enhancements differs based on the terms of the underlying
licenses. Because PCS services are bundled for the entire term of the multi-year
time-based license, those PCS services are not sold separately.

However, in the rare situations in which both of the following circumstances
exist, the PCS renewal terms in a perpetual license provide VSOE of the fair
value of the PCS services element included (bundled) in the multi-year time
based software arrangement: (1) the term of the multi-year time-based software
arrangement is substantially the same as the estimated economic life of the
software product and related enhancements that occur during that term; and
(2) the fees charged for the perpetual (including fees from the assumed renewal
of PCS for the estimated economic life of the software) and multi-year time
based licenses are substantially the same.

If the software vendor also offers multi-year time-based licenses for the
same product that include bundled PCS services for a portion of the license
period (instead of only including bundled PCS services for the entire license
term), the renewal terms of those transactions may provide VSOE of the fair
value of the PCS services elements that are bundled for the entire license term.
See TPA 5100.54 for additional guidance on VSOE of PCS renewals.
.69

Delivery Terms and Software Revenue Recognition

Inquiry—SOP 97-2, Software Revenue Recognition (ACC 10,700), says that
delivery is one of the basic criteria for revenue recognition. In an arrangement
that requires physical delivery of software, are delivery terms that indicate
when the customer assumes the risks and rewards of its licensing rights (for
example, FOB destination and FOB shipping point terms) relevant in the
assessment of whether software has been delivered?

Reply—Yes, including in arrangements in which a software vendor licenses
a software product and retains title to the product. For example, software
arrangements that include FOB destination terms do not meet the delivery
criterion until the customer receives the software. Public registrants subject to
SOP 97-2 (ACC 10,700) should also consider the guidance in SEC Staff Account
ing Bulletin No. 101, Revenue Recognition in Financial Statements, as it relates
to when delivery is considered to have occurred.

[The next page is 4121.]
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Section 5210

Depreciation and Depletion
.02

Disclosure of Depreciation Expense

Inquiry—APB Opinion No. 12 states that the financial statements should
disclose depreciation “expense” for a period. Does “expense” mean the total
amount of depreciation accrued (i.e. credited to the allowance for depreciation
account) for the period or the amount actually expensed after allowing for
depreciation included in overhead apportioned to inventories?

Reply—In concerns such as public utilities and trading or commercial
enterprises, determination of the total provision for depreciation is usually
simple since the amounts of depreciation are generally identified in the expense
accounts. In manufacturing concerns, however, there are difficulties in deter
mining the amount of depreciation to be disclosed. Depreciation is usually
included in overhead which in turn is distributed over a number of departments
and products and finds its way ultimately into cost of sales through inventory
accounts. To determine the amount of depreciation which is included as a part
of the cost of merchandise sold may require an extensive and usually imprac
ticable, if not impossible, analysis of cost accounts. The auditor usually solves
the problem by suggesting that the amount of depreciation charged to manu
facturing costs and to expense accounts be taken as representing the amount
charged to income. Obviously, this method does not correctly state the depre
ciation charge which was recovered through sale of goods in which depreciation
was an element of cost. From a practical standpoint, in view of the indicated
difficulty, if not impossibility, of determining the exact amount of depreciation
included in cost of sales, it has become recognized practice to report the amount
of depreciation charged in the statement of income as that which has been
charged to manufacturing costs and to expense accounts, even when amounts
of depreciation included in inventories at the beginning and end of the period
vary sufficiently to affect depreciation included in cost of sales. Such practice
also is acceptable to the Securities and Exchange Commission.
.04

Depreciation of Clothing Rented to Individuals

Inquiry—Company A maintains a stock of tuxedos, shoes and related items
which are rented to individuals. Management estimates that this stock will
have a useful life of approximately two years. Additional stock will be pur
chased from time to time as required. At the end of each fiscal year, a complete
physical inventory is taken of all items on hand. What is the most appropriate
accounting treatment for the stock of rental clothing?

Reply—The clothing represents a fixed asset to be depreciated over its
estimated life. The estimated life should be adjusted periodically to reflect
experience and should not exceed two years. The depreciation charge should be
computed monthly based on inventory at the beginning of the period plus
additions during the current year.
Logically it seems that loss and retirement of clothing will relate to that
clothing first purchased. Accordingly the first-in first-out basis would appro
priately account for such loss and retirement.
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.05

Classification of Costs of Constructing a Golf Course

Inquiry—How should the costs of constructing a golf course be broken down
into depreciable and nondepreciable classifications?
Reply—For the costs incurred in constructing a golf course, those expendi
tures made to change the land itself, exclusive of buildings, should be treated
as permanent improvements to the land and are not, therefore, depreciable.
These costs would include clearing the land, building fairways, changing the
contour of the earth by moving and filling, building sand traps, and creating
water hazards. If trees are planted, and their lives can be estimated, it would
appear to be proper to depreciate these over such lives. In the absence of any
reasonable estimate, trees and shrubs should be carried at cost. Any structures
such as buildings, shacks or stands should be depreciated along with the costs
of any vehicles such as trucks or carts, and any equipment used. A watering
system should be depreciated as it is made of material that will not last
indefinitely.

.08

Additional First Year Depreciation

Inquiry—A corporation reports depreciation expense on its financial state
ments at the same amount that it claims on its income tax return. If that
amount included the maximum $10,000 deduction for additional first year
depreciation (election to expense recovery property) allowed for tax purposes,
whereas, normal depreciation was $18,000, would the financial statements be
in conformity with generally accepted accounting principles?

Reply—ARB No. 43, chapter 9C, Depreciation, paragraph 5, states, in part:
“. . . depreciation accounting, a system which aims to distribute the cost or other
basic value of tangible capital assets, less salvage (if any), over the estimated
useful life of the unit... in a systematic and rational manner ...” Accord
ingly, if any arbitrary additional first year depreciation amount is included in
the financial statements and it is material, it would be a departure from
generally accepted accounting principles. Refer to SAS No. 58, Reports on
Audited Financial Statements, paragraph 50, and SAS No. 47, Audit Risk and
Materiality in Conducting an Audit, paragraph 6, for guidance on materiality.
[Amended]

.09

Amortization of Leasehold Improvement

Inquiry—A zoological society leases property in the city zoo for concession
stands. The society plans to construct a new building, which will house several
concession stands, on the leased property. When construction is complete the
title to the building will be turned over to the city. How should the building be
accounted for by the zoological society?
Reply—The construction of a building on leased property is considered a
leasehold improvement. A leasehold improvement is a permanent improve
ment or betterment that increases the usefulness of the leased property and
will revert to the lessor at the end of the lease term. The costs of such
improvements are normally amortized either over the life of the improvement
or the lease term, whichever is shorter.
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Section 5220
Interest Expense
.01

Deferral of Payment of Interest

Inquiry—A client experienced problems in meeting its current obligations
and reached an agreement with its primary creditor concerning several mort
gage loans. Under the agreement, the interest rate on these loans will, for the
present, be reduced from 10 percent to 8 percent, but the lender has the option
in the future of increasing the interest rate to 11 percent to recover the foregone
interest. At the maturity date, any unpaid interest calculated at the original
10 percent rate will be due.
How should the interest expense be recorded on the client’s financial
statements?

Reply—Interest should be accrued at the rate of 10 percent, the original rate
under the mortgage loans. This debit would represent the interest expense
charged to income. The credit would be segregated between current liabilities
(an amount representing the 8 percent rate) and noncurrent liabilities (an
amount representing the “deferred interest”).
.03

Computation of Interest Expense on Long-Term Redeemable Bonds

Inquiry—A bank has issued four year non-negotiable savings bonds with
interest of 7 percent for the first year, 7½ percent for the second year, 8 percent
for the third year and 8½ percent for the fourth year. The depositor has the
option to request that he be paid his interest on a semi-annual or annual basis,
but few do so, and the normal procedure is that the interest will be compounded
and left on deposit for the four years.
If a bond is redeemed prior to maturity, interest is paid to the bondholder
at the rate of 5 percent per annum for the period that the bond was held, less
90 days. Few instances of bond redemption prior to maturity are anticipated.

Which of the following methods of accounting for interest expense is appro
priate?
(1) Accrue interest at 7 percent for the first year, 7½ percent for the second
year (plus the compounding factor), 8 percent for the third year (plus the
compounding factor), and 8½ percent for the fourth year (plus the compounding
factor), making a debit to the interest expense and a credit to the accrued
interest payable on four year bonds.

(2) Determine the total amount of interest that will be due to the holder
upon the maturity of the bond and accrue a pro rata share of this amount for
each month of the four year period that the bond is in effect.
Reply—A rate of interest should be used which reflects the bank’s liabilities
and assumes that the bondholders will not redeem their bonds and not with
draw the interest prior to maturity. This is essentially the second approach
above.
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.05

Amortization of Prepaid Interest on Discounted Notes

Inquiry—An equipment leasing company will use as of the beginning of the
year the interest method to amortize prepaid interest on new discounted notes.
But it will continue to use the straight-line method to amortize prepaid interest
on notes discounted earlier. Is the adoption of the interest method on a
prospective basis a change in accounting principle?

Reply—APB Opinion No. 21, Interest on Receivables and Payables, para
graph 15, states that the interest method of amortization should be used but
that other methods of amortization may be used if the results obtained are not
materially different from those which would result from the interest method.

If the results in earlier periods would not have differed materially by using
the interest method, the interest method may be adopted for the new notes,
disclosed, and not be reported as a change in accounting principle.
If the results in earlier periods would have been materially different by
using the interest method, the interest method should be adopted for the old
and new notes, and be reported as a correction of an error.

.06

Imputed Interest on Shareholder Loans

Inquiry—A section of the Internal Revenue Code requires, under certain
circumstances, that a company impute interest on demand loans made to a
shareholder of the company. Would this also be required under generally
accepted accounting principles? If not, must it be disclosed and would there be
an effect on the deferred income tax accounts?

Reply—No. APB Opinion No. 21, Interest on Receivables and Payables,
paragraph 2, states that the opinion applies to receivables and payables which
represent contractual rights to receive money or contractual obligations to pay
money on fixed or determinable dates. Imputed interest would not be required
on demand loans since they have no fixed or determinable due date.
However, disclosure of this transaction would be required under FASB
Statement No. 57, Related Party Transactions.

There would be no effect on the deferred income tax accounts since this
would be considered a permanent difference.
.07

Imputed Interest on Note Exchanged for Cash Only

Inquiry—If an enterprise receives cash in exchange for a non-interest
bearing long-term note payable with a stated amount equal to the cash received,
must interest be imputed on the note in accordance with APB Opinion No. 21,
Interest on Receivables and Payables (AC I69)?
Reply—If there are rights or privileges other than cash attendant to the
exchange, the value of such rights or privileges should be given accounting
recognition pursuant to APB Opinion No. 21, paragraph 7 (AC I69.104). If the
note is issued solely for cash (that is, the cash received is equivalent to the face
amount of the note) and no other right or privilege is exchanged, it is presumed
to have a present value at issuance measured by the cash proceeds exchanged.
[Amended June 1995.]

[The next page is 4281.1

§5220.05

Copyright © 1998, American Institute of Certified Public Accountants, Inc.

4281

Section 5230

Employee Benefit Plans
.06

Deferred Compensation Payable To Surviving Spouse

Inquiry—Corporation A and its president entered into an employment
contract. The contract stipulated that if the president died while employed by
Corporation A, Corporation A would pay $500 a month to the president’s widow
for the rest of her life. Shortly after the contract was signed, the president died.
The present value of the estimated future payments by Corporation A to the
president’s widow is $X. Should Corporation A accrue the $X?
Reply—Under APB Opinion No. 12, Omnibus Opinion—1967, paragraphs
6-8, the estimated amounts to be paid under a compensation contract would
normally be accrued over the period of active employment. The president’s
death accelerates recognition of a liability that is reasonably determinable from
actuarial tables. Accordingly, the present value of the estimated future pay
ments not previously recognized should be accrued and recognized as an
expense.
.09

Deferred Compensation Arrangement Funded by Life
Insurance Contracts

Inquiry—A company has a deferred compensation contract with one of its
employees. In accordance with APB Opinion No. 12, Omnibus Opinion—1967,
paragraph 6, the estimated amount of future payments was accrued over the
period of active employment. The company purchases a life insurance policy on
the employee, naming the company as beneficiary. May the cash surrender
value earned on the policy be offset against the liability for the deferred
compensation arrangement?

Reply—No. FASB Technical Bulletin No. 85-4, Accounting for Purchases of
Life Insurance, paragraph 2, specifies that the cash surrender value on a life
insurance contract should be reported on the balance sheet as an asset with
any changes in that value reflected as an adjustment of insurance expense for
the period. No right of offset or other deviations from the above accounting
would be appropriate regardless of the funding objective pertaining to the
purchase of the insurance contract, as stated in FASB Technical Bulletin No.
85-4, paragraph 1, footnote 1.

[The next page is 4381.]
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Section 5240
Cost Allocation
.01

Transfer Pricing Between Manufacturing Division and
Selling Division

Inquiry—X Company has two branches, both of which manufacture and sell
the same type of items. In one transaction, Branch A made a sale of $100,000.
Branch B shipped the merchandise for this sale to Branch A. This merchandise
had a cost on Branch B’s books of $70,000. How should the revenues and costs
of this sale be allocated between Branches A and B?

Reply—When intracompany sales take place, revenues and costs are allo
cated by establishing transfer prices. In this case, the transfer price is the price
Branch B will charge Branch A for the merchandise. Transfer prices must be
set in such a way as to benefit the company as a whole, and consideration must
be given to the effects the transfer prices will have on management decisions.

There are basically two methods of setting transfer prices: cost or market
price. There are, however, many variations of these methods.
The transfer price could be based on standard cost of production, standard
cost plus a return on investment, actual cost, variable cost, marginal cost, or
simply a price negotiated by the divisions.

If there are outside suppliers of this product, the market price may be used
as the transfer price. Market prices have the advantage of being relatively
objective and, therefore, less subject to argument. Market prices may encourage
the branches to consider market forces and outside opportunities which, to a
certain extent, may be beneficial to the company. It is often difficult, however,
to find market prices which accurately reflect the opportunity costs of intra
company sales.
Where intracompany transactions account for a large share of the division’s
sales, transfer prices must be chosen carefully so that each division is encour
aged to operate for the good of the company as a whole. Where intracompany
sales occur only occasionally and are not an important part of the division’s
activities, the choice of transfer prices is not as critical, and it may be easiest
to negotiate a price or simply allow one of the divisions a “sales commission.”
In any event, the financial statements of the branches should be footnoted to
disclose the treatment of the transaction.
No matter which transfer pricing method is chosen, the results on the
company’s financial statements will be the same, sales of $100,000 and costs of
goods sold of $70,000, since the intracompany sale will be eliminated in the
consolidation.

.10

Sale of Research and Development Technology

Inquiry—A company has incurred material research and development costs
in the current year. Subsequent to the balance sheet date but prior to issuance
of the financial statements, the company commenced negotiations and sold the
research and development technology to an unrelated company. May the
company capitalize the incurred research and development costs in its annual
financial statements in light of the subsequent sale?
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Reply—No. FASB Statement No. 2, Accounting for Research and Develop
ment Costs, paragraph 12, states that research and development costs should
be expensed when incurred. There is no justification for capitalizing the costs
because the technology will be sold. The company should disclose the sub
sequent sale of the research and development technology in the footnotes to its
financial statements if the amount is material.
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Section 5260

Estimated Losses
.01

Recognition of Estimated Losses on Uncompleted Contracts

Inquiry—An engineering firm manufactures and sells telemetry compo
nents on the basis of bids previously submitted to customers. In some cases,
engineering time is required to modify a component to customer specifications.
Since the amount of required engineering time is not known at the time a bid
is submitted, costs to complete a particular job may exceed the bid price. The
firm completes all jobs.
Presently all costs that accumulate on a particular job (direct materials,
labor, and applied manufacturing and engineering overhead) are charged to
that job and treated as work in process, even though the costs may exceed the
selling price. Once the job is completed, it is taken out of work in process
inventory and treated as costs of completion in the month that the job is
shipped. Therefore, a loss on a job is recognized only when the job is shipped.
When cost to complete a job is expected to exceed the bid price, what disclosure
should be made on the balance sheet?

Reply—The problem faced by the firm is not primarily one of disclosure but
rather that of satisfying the generally accepted accounting principle of “provid
ing for losses which are reasonably certain to occur.”
It is assumed that the firm is accounting on the completed-contract basis.
With regard to construction companies using this method of accounting, ARB
No. 45, Long-Term Construction-Type Contracts, paragraph 11 states, “Al
though the completed-contract method does not permit the recording of any
income prior to completion, provision should be made for expected losses in
accordance with the well established practice of making provision for foresee
able losses.” The same concept applies to companies accounting under the
percentage-of-completion method (ibid., par. 6).
A possible journal entry to recognize the loss would be a charge to “Esti
mated Loss on Uncompleted Contracts” while crediting “Estimated Liability
for Loss on Uncompleted Contracts.” This estimated liability could then be
deducted from any excess of accumulated costs over related billings (or added
to any liability arising from billings in excess of accumulated costs) for balance
sheet purposes. If the loss is not deductible for tax purposes, part of the income
tax paid should be set up as a deferred charge.

[The next page is 4551.]
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Section 5290

Other Expenses
.02

Classification of Expenses Which Are Taxable to Employees

Inquiry—An amendment to the Internal Revenue Code requires, under
certain circumstances, that an employer include as income, the fair value for
the use of a company automobile, in the employee’s wage and tax statement
(FormW-2).

Should this be reported in the company’s statement of income as compen
sation to employees?

Reply—No. The fair value is the amount the employee would have paid to
use the car if the employee had owned it. The employer should report, as
automobile expenses, the amount of actual expenses it incurred as owner of the
car.
.04

Accounting for Relocation Costs

Inquiry—A corporation is relocating its production facilities to a different
location. May the costs of relocating be capitalized?

Reply—A related matter is discussed in FASB Emerging Issues Task Force
(EITF) Issue 88-10, Costs Associated with Lease Modification or Termination,
where the question of whether any costs, particularly moving costs, incurred
by a lessee in connection with changing from one lease to another lease may be
deferred and amortized over the new lease term, is answered. In the discussion
of EITF Issue 88-10, EITF task force members agreed that the predominant
practice is to charge the costs of moving from a former location to expense as
incurred. The SEC observer at the EITF discussion noted that as a general rule,
the SEC staff would object to the deferral of moving costs. Additionally, one of
the primary characteristics of an asset as defined by FASB Concepts Statement
No. 6, Elements of Financial Statements, is that an asset embodies a probable
future benefit that involves a capacity, singly, or in combination with other
assets, to contribute directly or indirectly to future net cash inflows. The costs
of relocation do not embody any future benefit and they should therefore be
expensed when incurred.
.05

Accrual of Audit Fee

Inquiry—A CPA has been engaged to audit the financial statements of a
client company. The audit is being conducted after year end. Is it proper to
accrue the audit fee as an expense of the year under audit?

Reply—According to FASB Concepts Statement No. 6, Elements of Finan
cial Statements, paragraph 145, “The goal of accrual accounting is to account
in the periods in which they occur for the effects on an entity of transactions
and other events and circumstances, to the extent that those financial effects
are recognizable and measurable.” The audit fee expense was incurred in the
period subsequent to year end. Therefore, it is properly recorded as an expense
in the subsequent period. However, fees incurred in connection with planning
the audit, together with preliminary procedures (e.g., confirmation work) would
be accruable for the year under audit.
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.06

Accounting for a Lease Trial Period

Inquiry—A lease agreement allows a prospective lessee the free use of newly
introduced specialized equipment for 30 days prior to entering into a long-term
lease agreement for the equipment. The prospective lessee is not committed to
enter into a long-term lease agreement at the beginning or during the 30-day
trial period and there is no economic penalty to the lessee if the lessee does not
enter into that agreement. How should the prospective lessee account for the
30-day trial period?
Reply—The 30-day trial period is part of the lessor’s marketing strategy.
Therefore, the lessee should not report any lease expense during the 30-day
trial period. If the lessee subsequently enters into the lease arrangement, the
date of inception should begin on the first day of the lease with no accounting
recognition given to the trial period.
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Section 5400

Extraordinary Items
.01

Loss on Abandonment of Sales Project

Inquiry—A company is engaged primarily in commercial and agricultural
land sales, but some retail land sales and condominium sales are also made.
The company acquired a retail land sales project under an agreement stating
that, if the company did not desire to pursue the project, the property would be
returned with no liability to the company.

The company invested a considerable amount of money in the project, but
because of the declining state of the economy, the company decided to return
the project to the original owner before any sales had been made.

Does the abandonment of the project represent a disposal of a segment of
the business, an unusual and nonrecurring extraordinary loss, or an ordinary
loss?
Reply—Paragraph 13 of Accounting Principles Board Opinion No. 30 de
scribes a segment of the business as “... a component of an entity whose
activities represent a separate major line of business or class of customer.”
Paragraph 20 of the Opinion sets forth the two criteria for classification of an
event or transaction as an extraordinary item. Although the criterion of
infrequency of occurrence is met, it does not appear that the unusual nature
criterion, described as “the possession of a high degree of abnormality, and of
a type clearly unrelated to, or only incidentally related, to the ordinary and
typical activities of the entity,” portrays this transaction.

If the company’s formal decision to disengage itself from retail land sales
applies to its entire retail land sales operation, the write-off should be consid
ered as part of the sale of a segment of a business, but the segment to be
accounted for must be the whole retail land sales operation. Otherwise, the
write-off should be accounted for in accordance with paragraph 26 of APB
Opinion No. 30 as a material transaction that occurs infrequently, but does not
meet the criterion for classification as unusual in nature.
.02

Sale of Cotton Futures Commitment Contracts

Inquiry—A textile manufacturer entered into firm purchase commitments
for cotton at a very favorable price. At the present time, the corporation has an
unusually long position of purchase commitments at a low fixed price. Some of
these contracts may be sold at a tremendous profit which is extremely material
in relation to normal operating income. This results from the tremendous
increase in cost of raw cotton during recent months. The corporation has not
sold such commitment contracts in the past; nor does it anticipate selling such
contracts in the future.

Will the sale of cotton futures commitment contracts be considered an
extraordinary item?

Reply—Paragraphs 19-22 of Accounting Principles Board Opinion No. 30
discuss the criteria for extraordinary items. In order to be classified as an
extraordinary item, an event or transaction would have to be both unusual in
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nature and infrequent in occurrence. The transaction would not meet the
“unusual nature” test. Making a commitment for future delivery of cotton to
insure a source of supply would be part of the normal operations of a textile
manufacturer. Any resulting gain or loss would therefore be considered ordi
nary. Although the corporation has not sold such commitment contracts in the
past; nor does the corporation anticipate selling such contracts in the future,
any gain realized on the sale of such a contract should not be considered an
extraordinary item under APB Opinion No. 30. However, it should be shown
as a separate line item in the income statement in accordance with paragraph
26 of the Opinion.

.04

Reporting the Proceeds From Life Insurance on an Officer

Inquiry—A company received the life insurance proceeds on the death of its
president before the end of its fiscal year and intends to report the amount in
its income statement as an extraordinary item. Would this be in conformity
with generally accepted accounting principles?
Reply—No. APB Opinion No. 30, Reporting the Results of Operations—Re
porting the Effects of Disposal of a Segment of a Business, and Extraordinary,
Unusual and Infrequently Occurring Events and Transactions, paragraph 20,
states that “extraordinary items are events and transactions that are distin
guished by their unusual nature and by the infrequency of their occurrence.”
The receipt of insurance proceeds from an officer’s life insurance policy is an
infrequent occurrence, but it is not unusual in nature. Since it does not meet
both the criteria of unusual and infrequent it does not qualify as an extraordi
nary item.
APB Opinion No. 30, paragraph 26, states “a material event or transaction
that is unusual in nature or occurs infrequently but not both, and, therefore,
does not meet both criteria for classification as an extraordinary item, should
be reported as a separate component of income from continuing operations.”
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Section 5500

FASB Statement No. 128, Earnings per Share
.02

Earnings Per Share of Wholly-Owned Subsidiaries

Inquiry—The annual report of a holding company with five wholly owned
subsidiaries shows the consolidated net income and earnings per share of the
companies. If the report also includes the individual income statements of the
five subsidiaries, is it necessary to include individual earnings per share
figures?

Reply—Paragraph 6 of FASB Statement No. 128, Earnings per Share (AC
Ell), does not require presentation of earnings per share in statements of
wholly owned subsidiaries.
Therefore, it is not necessary to show earnings per share figures for the
subsidiaries. [Amended September 1997]

.03

Weighted Average Shares Outstanding for an Interim Period

Inquiry—A company retired some of its common stock during the first
quarter of its fiscal year. Should earnings per share for the interim period be
based on annualized weighted average shares outstanding or the weighted
average shares outstanding during the period?
Reply—The earnings per share computation should be based on the
weighted average shares outstanding during the interim period, and not on an
annualized weighted average. See the illustration in FASB Statement No. 128,
Earnings per Share, appendix C, for an example computation of the weighted
average shares outstanding for an interim period. [Amended September 1997]
.13

Shares Held as Collateral Under Subscription Agreement

Inquiry—A corporation had 150,000 shares of common stock outstanding
and granted options for an additional 50,000 shares. The options were exer
cised, and shares were issued upon execution of a subscription agreement and
a note for the total option price payable in ten annual installments. Counsel
has advised that under state law shares acquired under such a subscription
agreement are entitled to full vote and dividends even though they are not fully
paid and are held as security under the agreement. The corporation cannot
enforce payment for the shares under the agreement. If the purchaser defaults,
the company just does not release the shares.

The corporation has no other options, warrants, convertible debentures or
other potentially dilutive securities outstanding.
After the exercise of the options as described above, how should the earnings
per share be calculated?

Reply—Since the shares have been issued and are merely being held as
collateral in connection with the subscription agreement, and based upon the
fact that the shares issued under the agreement are entitled to full vote and
dividend rights, earnings per share should be computed using 200,000 shares
outstanding. [Amended June 1995]
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.15

Stock Dividend Declared But Not Paid at Balance-Sheet Date

Inquiry—A client declared a 5 percent stock dividend to shareholders of
record in December, 19X4, payable in 19X5. In calculating the weighted average
number of shares outstanding for determining the earnings per share for 19X4,
how should this stock dividend apply?
Reply—FASB Statement No. 128, Earnings per Share, paragraph 54 (AC
E11.147), requires the computations of basic and diluted EPS to be adjusted
retroactively for all periods presented to reflect a change in capital structure
resulting from a stock dividend. Therefore, the 5 percent stock dividend should
be considered as being outstanding for every month of 19X4, as well as for every
month of every preceding period presented. [Amended September 1997]
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Section 5600
Leases
.04

Accounting for Subleases

Inquiry—A corporation leased a building and, ultimately, subleased half of
the space to a third party with the lease agreement between the two original
parties remaining in effect. Management believed that a fairer presentation
was made by netting the rental income from the sublease against its own
minimum lease payments. Is the corporation properly accounting for its leased
property and sublease income?

Reply—No. FASB Statement No. 13, Accounting for Leases, paragraph 39
(AC L10.135), states that the original lessee, as sublessor, shall continue to
account for the obligation related to the original lease as before. The sublease
shall be accounted for in accordance with FASB Statement No. 13, paragraphs
7 (AC L10.103) and 8 (AC L10.104), depending upon which of the criteria the
original lease met. If the original lease is an operating lease, the original lessee
shall account for both it and the new lease as operating leases.
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[.06]
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Reserved

[.07]
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Real Estate
.01
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.32

.03

6600

Reserved

Valuation of Assets Transferred Between Related Entities
Under Common Control

Payments for Landfill Rights

Investment Companies
[.01]

Reserved

[.02]

Reserved

.03

Basis of Valuation of Investments in Rental Property
[Amended]
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Section 6130
Finance Companies
.01

Amortization of Discount on Receivables of Consumer
Finance Companies

Inquiry—A client in the consumer finance business loans money for short
periods of time. What method should be used to amortize discounts on such
loans?

Reply—In determining income from loans receivable which have been
issued at a discount, the required method of income recognition for any such
discount is the interest method, as described in FASB Statement No. 91,
Accounting for Nonrefundable Fees and Costs Associated with Originating or
Acquiring Loans and Initial Direct Costs of Leases (AC L20), and as required
by the AICPA Audit and Accounting Guide Audits of Finance Companies,
paragraphs 2.10, 2.11, and 2.13. [Amended]
.02

Method of Recognizing Revenue From Finance Charges

Inquiry—A finance company would like to establish a policy of recognizing
15% of the finance charges on discount loans as revenues in the first month of
the loan and recognizing the balance of such charges as yield adjustments as
the receivables are liquidated. Is this an acceptable method of recognizing
revenues from finance charges?

Reply—No. The AICPA Audit and Accounting Guide Audits of Finance
Companies, paragraph 2.13, requires that the interest (actuarial) method
should be used to account for interest income in accordance with FASB State
ment No. 91, Accounting for Nonrefundable Fees and Costs Associated with
Originating or Acquiring Loans and Initial Direct Cost ofLeases (AC L20). In
addition, FASB Statement No. 91, paragraph 5 (AC L20.104), requires that
certain direct loan acquisition costs be deferred and treated as yield adjust
ments in applying the interest method. [Amended]

.03

Method of Recognizing Revenue From Service Charges

Inquiry—A company finances insurance premiums of individuals through
various insurance agents. The company’s policy is to receive completed pre
mium finance agreements directly from the insurance agents. The amount
financed includes a finance charge and a nonreturnable service charge. The
finance charge is recognized in income by the interest method.
How should the service charge be recognized on the records of the company?
Reply—In accordance with the AICPA Audit and Accounting Guide Audits
of Finance Companies, paragraph 2.18, the service charge should also be
recognized in income over the life of the related loan as an adjustment of yield
using the interest method in accordance with FASB Statement No. 91, Account
ing for Nonrefundable Fees and Costs Associated with Originating or Acquiring
Loans and Initial Direct Costs of Leases (AC L20). [Amended]
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.04

Method of Recognizing Revenue From Commissions on
Loan Insurance

Inquiry—A finance company receives commissions for loan insurance. How
should the company recognize commission revenues?
Reply—The AICPA Audit and Accounting Guide Audits of Finance Compa
nies, paragraph 5.21, states that the insurance commissions received by finance
companies from independent insurers should be credited to a deferred income
account when received and systematically amortized over the life of the related
insurance contracts. The method of commission amortization should be consis
tent with the method of premium income recognition for that type of policy in
accordance with FASB Statement No. 60, Accounting and Reporting by Insur
ance Enterprises (AC In6). [Amended]

.05

Disclosure of Contractual Maturities of Direct Cash Loans

Inquiry—AICPA Audit and Accounting Guide Audits ofFinance Companies,
paragraph 2.44, calls for disclosure of contractual maturities of direct cash
loans. At December 31, 19X1, a company has only three loans outstanding of
$36,000 each, payable monthly as follows: 12 installments of $3,000 each; 24
installments of $1,500 each; and 36 installments of $1,000 each. How would
these contractual maturities properly be shown?
Reply—Appropriate disclosure of the amounts to be received would be:
19X2, $66,000; 19X3, $30,000; and 19X4, $12,000. Refer to the Audit and
Accounting Guide Audits of Finance Companies, appendix A, Note B, for an
illustration of such disclosure. [Amended]

.06

Balance Sheet Presentation of Subordinated Debt

Inquiry—A consumer finance company, whose financial statements are
used only by the company and its banks, would like to include subordinated
debt in its balance sheet with the caption “Total Subordinated Notes and
Shareholders’ Equity.” The company believes that presentation would show
more clearly the position of the banks with respect to other creditors. Would
the presentation be acceptable if the statements were clearly labeled, “For the
Use of Banks and Bankers Only”?

Reply—No. Although the total of subordinated long-term debt and stock
holders’ equity is important to creditors of finance companies, the prominent
presentation of this total in balance sheets causes many users of financial
statements to interpret this amount as total stockholders’ equity, and, for this
reason, its use is not acceptable.

The proposed balance sheet presentation would not be in conformity with
generally accepted accounting principles even if the financial statements are
clearly and conspicuously labeled, “For the Use of Banks and Bankers Only.”
[Amended]

[The next page is 5371.]
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Section 6140
Not-For-Profit Organizations
.01

Inventory Valuation for a Not-for-Profit Scientific Organization

Inquiry—A not-for-profit scientific organization produces products that are
sold at a price less than cost. The difference between cost and sale proceeds is
covered by contributions. The not-for-profit organization reports inventories in
its financial statements at an arbitrary amount and discloses that fact on the
face of the financial statements. Is this accounting appropriate?

Reply—No. Accounting Research Bulletin No. 43, Chapter 4, Inventory
Pricing, paragraph 8 (AC I78.109) states:
A departure from the cost basis of pricing the inventory is required when
the utility of the goods is no longer as great as its cost. Where there is evidence
that the utility of goods, in their disposal in the ordinary course of business,
will be less than cost, whether due to physical deterioration, obsolescence,
changes in price levels, or other causes, the difference should be recognized as
a loss of the current period. This is generally accomplished by stating such goods
at a lower level commonly designated as market.

Accordingly, inventories should be valued at lower of cost or market and not at
an arbitrary amount. The fact that the difference between the sales proceeds
and the costs is covered by contributions does not change the application of the
requirements of ARB No. 43 (AC I78.109). [Amended June 1995]
.02

Income Recognition of Membership Dues by Not-forProfit Organization

Inquiry—A local not-for-profit organization collects membership dues and
does not provide any services to its members in return for the dues. It records
the dues as contributions and recognizes them as revenue in the period they
are received. The organization provides services, such as seminars, group
insurance, etc., to its members at an extra cost.

Is this the appropriate accounting method?

Reply—Yes. This organization qualifies as a not-for-profit organization
under the definition in FASB Statement No. 117, Financial Statements of
Not-for-Profit Organizations (AC No5). Accordingly, FASB Statement No. 116,
Accounting for Contributions Received and Contributions Made, paragraph 8
(AC C67.108), would require that the dues be recognized as contributions
revenue when received since the members receive no benefits from the dues. If
the member did receive benefits from those dues, dues revenue would be
recognized over the period of membership (AICPA Audit and Accounting Guide
Not-for-Profit Organizations, paragraph 5.16). [Amended June 1995]

.03

Lapsing of Time Restrictions on Receivables That are Uncollected at
Their Due Date

Inquiry—Paragraph 15 of FASB Statement No. 116, Accounting for Contri
butions Received and Contributions Made (AC No5.144), provides that “receipts
of unconditional promises to give with payments due in future periods shall be
AICPA Technical Practice Aids
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reported as restricted support unless explicit donor stipulations or circum
stances surrounding the receipt of a promise make clear that the donor
intended it to be used to support activities of the current period. For example,
receipts of unconditional promises to give cash in future years generally
increase temporarily restricted net assets.” Paragraph 167 notes that “most
unconditional promises to give with payments due in future periods will be
recognized as temporarily restricted support with time restrictions that expire
in the periods those payments are due. That recognition should avoid misun
derstandings that some respondents said would occur if promises to give due
in future periods were recognized as unrestricted revenue and were perceived
by users of financial statements as currently available funds.”
Do time restrictions on contributions receivable lapse when the receivable
is due or when it is collected?

Reply—Time restrictions on contributions receivable lapse when the receiv
able is due. (In some cases, the due date may be explicitly stated. In other cases,
circumstances surrounding receipt of the contribution may make clear the
implicit due date. In yet other cases, the due date may be unclear. NPOs should
consider the facts and circumstances surrounding the promise to give to
determine the due date, if any.)
.04

Lapsing of Restrictions on Receivables if Purpose Restrictions Per
taining to Long-Lived Assets are Met Before the Receivables are Due

Inquiry—Paragraph 14 of FASB Statement No. 116, Accounting for Contri
butions Received and Contributions Made (AC No5.143), provides that “a
restriction on an organization’s use of the assets contributed results either from
a donor’s explicit stipulation or from circumstances surrounding the receipt of
the contribution that make clear the donor’s implicit restriction on use.” These
are purpose restrictions. Paragraph 15 provides that “receipts of unconditional
promises to give with payments due in future periods shall be reported as
restricted support unless explicit donor stipulations or circumstances sur
rounding the receipt of a promise make clear that the donor intended it to be
used to support activities of the current period. For example, receipts of
unconditional promises to give cash in future years generally increase tempo
rarily restricted net assets.” These are time restrictions. Footnote 5 to para
graph 17 provides as follows:
If two or more temporary restrictions are imposed on a contribution, the effect
of the expiration of those restrictions is recognized in the period in which the
last remaining restriction has expired. Temporarily restricted net assets with
time restrictions are not available to support expenses until the time restric
tions have expired. Time restrictions implied on gifts of long-lived assets expire
as the economic benefits of the acquired assets are used up; that is, over their
estimated useful lives. In the absence of donor stipulations specifying how long
donated assets must be used or an organization’s policy of implying time
restrictions, restrictions on long-lived assets, if any, or cash to acquire longlived assets expire when the assets are placed in service.

NPOs may receive promises to give contributions that are restricted by
donors for investment in long-lived assets. In some circumstances, the assets
may be placed in service, and the purpose restrictions met, prior to the due date
of the contribution. For example, an NPO may have a capital campaign, asking
for commitments to contribute over the next five years so the organization can
build a new facility. A donor may promise to give $100,000 in five years in
response to that request.
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Are the restrictions met when the assets are placed in service or when the
receivable is due?

Reply—NPOs should consider the facts and circumstances surrounding the
promise to give and whether those facts and circumstances indicate that the
donor intended the contribution to be used to support activities of the current
period, with constructing the building or placing it in service considered
activities of the current period. If circumstances indicate that the donor in
tended to support activities of the current period, there is no time restriction
and footnote 5 of FASB Statement No. 116 (AC No5.147) would not be applica
ble, unless a restriction was placed on the contribution other than constructing
the building. If circumstances indicate that the donor’s intent is not to support
activities of the current period, there are both a time restriction and a purpose
restriction. In conformity with footnote 5 of FASB Statement No. 116 (AC
No5.147), the effect of the expiration of restrictions is recognized in the period
in which the last remaining restriction has expired.
.05

NPO Accounting for Loans of Cash That are Interest Free or That
Have Below-Market interest Rates

Inquiry—FASB Statement No. 116, Accounting for Contributions Received
and Contributions Made (AC No5), defines a contribution as “an unconditional
transfer of cash or other assets to an entity or a settlement or cancellation of
its liabilities in a voluntary nonreciprocal transfer by another entity acting
other than as an owner.” Some NPOs receive loans of cash that are interest free
or that have below-market interest rates.

Should interest expense and contribution revenue be reported for loans of
cash to NPOs that are interest free or that have below-market interest rates?
Reply—Interest expense and contribution revenue should be reported in
connection with loans of cash to NPOs that are interest free or that have
below-market interest rates (regardless of whether the loan is between related
parties). Those contributions should be measured at fair value, which is the
difference between the fair value of the loan at market rates and the fair value
of the loan at its stated rate. The corresponding entry would be to interest
income for the donor and to interest expense for the donee.

Example 1
On January 1, 1998, an NPO with a December year end receives an
interest-free loan of $200,000, payable on December 31,2000. The purpose
of the loan is to pay operating expenses and the appropriate imputed rate
of interest is 6 percent.

1/1/98
db. Cash
cr. Loan payable
cr. Contribution revenue—restricted

200,000
168,000
32,000

(Receipt of cash; liability reported at the fair value of the loan using the
present value of $200,000 due in three years, discounted at 6 percent.)
12/31/98
db. Interest expense
cr. Loan payable

10,000
10,000

(Accretion of loan using the effective interest method.)
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db. Restricted net assets
cr. Unrestricted net assets

10,000
10,000

(Reclassification due to lapse of restriction.)

12/31/99
db. Interest expense
cr. Loan payable

10,600
10,600

(Accretion of loan using the effective interest method.)
db. Restricted net assets
cr. Unrestricted net assets

10,600
10,600

(Reclassification due to lapse of restriction.)

12/31/00
db. Interest expense
cr. Loan payable

11,400
11,400

(Accretion of loan using the effective interest method.)

db. Restricted net assets
cr. Unrestricted net assets

11,400
11,400

(Reclassification due to lapse of restriction.)
db. Loan payable
cr. Cash

200,000
200,000

(Payment of the loan.)

Example 2

On January 1, 1998, an NPO with a December year end receives an
interest-free loan of $200,000, payable on demand. The purpose of the loan
is to pay operating expenses and the appropriate imputed rate of interest
is 6 percent. The loan is repaid on December 31, 2000.
1/1/98
db. Cash
cr. Loan payable

200,000

200,000

(Receipt of cash.)
12/31/98
db. Interest expense
cr. Contribution revenue

12,000
12,000

(Contribution revenue for below-market rate of interest on loan [loan
balance x interest rate: $200,000 x .06].)
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12/31/99
db. Interest expense
cr. Contribution revenue

12,000
12,000

(Contribution revenue for below-market rate of interest on loan [loan
balance x interest rate: $200,000 x .06].)

12/31/00
db. Interest expense
cr. Contribution revenue

12,000

12,000

(Contribution revenue for below-market rate of interest on loan [loan
balance x interest rate: $200,000 x .06].)
db. Loan payable
cr. Cash

200,000

200,000

(Payment of the loan.)

.06

Functional Category of Cost of Sales of Contributed Inventory

Inquiry—How should the cost of sales of contributed inventory be reported?
For example, should it be reported as a separate supporting service, as program,
or as fundraising?
Reply—Cost of sales of contributed inventory should be reported as the cost
of a separate supporting service, unless the item sold is related to a program
activity, in which case, cost of sales is reported as a cost of a program activity.
Cost of sales of contributed inventory should not be reported as fundraising.

.07

Functional Category of Costs of Special Events

Inquiry—Paragraph 13.06 of the AICPA Audit and Accounting Guide Notfor-Profit Organizations provides that “fund-raising costs, including the cost of
special fund-raising events, are incurred to persuade donors to make contribu
tions to an organization and should be expensed as incurred.” Paragraph 13.30
provides that “fund-raising activities involve inducing potential donors to
contribute money....They include publicizing and conducting fund-raising cam
paigns...and conducting special fund-raising events....” Paragraph 13.18 pro
vides guidance on accounting for special events and provides that
“organizations may report the gross revenues of special events and other
fund-raising activities with the cost of direct benefits to donors (for example,
meals and facilities rental) displayed either (1) as a line item deducted from
the special event revenues or (2) in the same section of the statement of
activities as are other programs or supporting services and allocated, if neces
sary, among those various functions.” [Emphasis added.]
Should all costs of special fund-raising events, such as costs of direct donor
benefits that are provided in exchange transactions, be reported as fund-raising?

Reply—The discussion of special fund-raising events in paragraphs 13.06,
13.18, and 13.30 of the Guide provide that some, but not necessarily all, costs
of special fund-raising events should be reported as fundraising. Certain costs
of special fund-raising events, such as costs of direct donor benefits that are
provided in exchange transactions, should be reported in categories other than
fundraising.
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.08

Functional Category of the Costs of Direct Donor Benefits

Inquiry—NPOs may hold special events that provide donor benefits. For
example, an organization may hold a special event and provide a meal to donors,
which would be a direct donor benefit. Paragraphs 13.17 to 13.22 of the AICPA
Audit and Accounting Guide Not-for-Profit Organizations provide guidance on
reporting the costs of special events, including the costs of direct donor benefits.
Paragraph 13.15 provides that, if cost of sales relates to an item that is program
related, cost of sales should be reported as program expense. Otherwise, cost
of sales could be reported as a separate supporting service. Also, footnote 10 to
paragraph 5.12 of the Guide provides that the cost of premiums provided that
are greater than nominal in value should be reported as cost of sales. However,
the Guide provides no guidance concerning the functional category in which
the costs of direct donor benefits should be reported in circumstances in which
the benefits are not program related, beyond providing that they should be
reported as a supporting service.

In which functional category should the costs of direct donor benefits that
are not program related be reported?

Reply—The costs of donor benefits that are not program related and that are
provided in exchange transactions should be reported as a separate supporting
category, such as cost of sales, and should not be reported as fundraising.

The costs of donor benefits that are not program related and that are
provided in transactions that are other than exchange transactions, such as a
fund-raising dinner for which there is no charge to attend, should be reported
as fundraising.

.09

Reporting Bad Debt Losses

Inquiry—Paragraph 20 of FASB Statement No. 117, Financial Statements
ofNot-for-Profit Organizations (AC No5.118), provides that expenses should be
reported as decreases in net assets.

Paragraph 25 (AC No5.122) provides that “a statement of activities may
report gains and losses as net amounts if they result from peripheral or
incidental transactions or from other events and circumstances that may be
largely beyond the control of the organization and its management.”
Paragraph 5.56 of the AICPA Audit and Accounting Guide Not-for-Profit
Organizations provides that, if the fair value of contributions arising from
unconditional promises to give cash or noncash assets decreases subsequent to
initial measurement because of changes in the quantity or nature of assets
expected to be received, the decrease should be recognized as expenses or losses
(bad debt) in the period(s) in which the expectation changes.1
May bad debt losses be netted against contribution revenue?

Reply—Bad debt losses are prohibited from being netted against contribu
tion revenue under paragraph 25 of FASB Statement No. 117 (AC No5.122)
because losses are permitted to be netted only against gains, and not against
revenues.
1 The Guide’s provision that certain decreases in the fair value of contributions arising from
unconditional promises to give should be accounted for as losses, rather than as expenses, is an
accounting convention. This convention provides that, in circumstances in which the net assets
related to receivables are represented as restricted net assets, decreases in net assets should be
reported as decreases in restricted net assets, rather than as decreases in unrestricted net assets.
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.10

Consolidation of Political Action Committee

Inquiry—Some not-for-profit organizations are related to other not-forprofit organizations that perform political activities that the reporting organi
zation does not wish to perform, perhaps because performing those activities
may threaten the reporting organization’s tax exempt status, the reporting
organization is precluded from conducting such activities, or for other reasons.
For example, a membership organization may establish and sponsor a political
action committee (PAC) whose mission is to further the interests of the
membership organization. The resources held by the PAC are used for the
purposes of the membership organization and the governing board of the PAC
is appointed by the board of the membership organization.

Does SOP 94-3, Reporting of Related Entities by Not-for-Profit Organiza
tions (ACC 10,610), require consolidation of PACs in the circumstances de
scribed above?
Reply—SOP 94-3 (ACC 10,610) requires consolidating PACs in the circum
stances described above. Under SOP 94-3 (ACC 10,610), the threshold issues
pertaining to the circumstances described above are whether there is (1) control
through a majority voting interest in the board of the PAC and (2) an economic
interest. In the circumstances described above, both are present. Control
through a majority voting interest in the board of the PAC exists because the
governing board of the PAC is appointed by the board of the membership
organization. An economic interest exists because the PAC holds significant
resources that must be used for the purposes of the membership organization.

.11

Costs of Soliciting Contributed Services and Time That Do Not Meet
The Recognition Criteria in FASB Statement No. 116

Inquiry—Questions have arisen about the classification of costs of soliciting
contributed services and time. The issue focuses on whether those costs should
be reported as fundraising in all cases or whether, in circumstances in which
the services or time do not meet the recognition criteria in paragraph 9 of FASB
Statement No. 116, Accounting for Contributions Received and Contributions
Made (C67.109), those costs should be reported in the functional category to
which the solicited services or time pertain.
Paragraph 28 of FASB Statement No. 117 (No5.125) defines fund-raising
activities and provides, in part, as follows:
Fund-raising activities include publicizing and conducting fund-raising cam
paigns; maintaining donor mailing lists; conducting special fund-raising
events; preparing and distributing fund-raising manuals, instructions, and
other materials; and conducting other activities involved with soliciting contri
butions from individuals, foundations, government agencies, and others.

Paragraph 5 of FASB Statement No. 116 (C67.104) defines contribution and
provides as follows:
A contribution is an unconditional transfer of cash or other assets to an entity
or a settlement or cancellation of its liabilities in a voluntary nonreciprocal
transfer by another entity acting other than as an owner. Other assets include
securities, land, buildings, use of facilities or utilities, materials and supplies,
intangible assets, services, and unconditional promises to give those items in
the future.
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Paragraph 13.30 of the AICPA Audit and Accounting Guide Not-for-Profit
Organizations (Guide) elaborates on the definition of fund-raising activities in
FASB Statement No. 117 (No5) and provides, in part, as follows:
Fund-raising activities involve inducing potential donors to contribute money,
securities, services, materials, facilities, other assets, or time.

Paragraph 9 of FASB Statement No. 116, Accounting for Contributions
Received and Contributions Made (C67.109), discusses recognition criteria for
contributed services and provides, in part, as follows:
Contributions of services shall be recognized if the services received (a) create
or enhance nonfinancial assets or (b) require specialized skills, are provided by
individuals possessing those skills, and would typically need to be purchased
if not provided by donation.

Contributed services that do not meet the recognition criteria in paragraph 9
are prohibited from being recognized.
As mentioned above, questions have arisen about the classification of the
costs of soliciting contributed services and time that do not meet the recognition
criteria in FASB Statement No. 116 (C67).

How should the costs of soliciting contributed services that do not meet the
recognition criteria in paragraph 9 of FASB Statement No. 116 (C67.109) be
reported?

Reply—The costs of soliciting contributed services should be reported as
fundraising, regardless of whether those services meet the recognition criteria
in paragraph 9 of FASB Statement No. 116.1 For example, costs of soliciting
contributed services to be used in program functions should be reported as
fundraising, even if the services do not meet the recognition criteria. Similarly,
costs of soliciting management and general services should be reported as
fundraising, even if the management and general services do not meet the
recognition criteria.
As discussed in the basis for conclusions of FASB Statement No. 116 (C67),
certain contributed services are prohibited from being recognized for practical,
rather than conceptual, reasons. Those services are nevertheless contributions,
regardless of whether or not they are recognized. Therefore, soliciting those
contributions meets the definition of fundraising in Statement No. 117 (No5)
and the NPO Guide.

[The next page is 5521.]

1 NPO’s frequently incur other costs in connection with contributed services, such as costs of
training and managing volunteers. Costs of training and managing volunteers should not be reported
as fundraising, unless those volunteers are performing fundraising functions.
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Section 6300
insurance Companies
.01

Recognition of Commission Income by Insurance Agency

Inquiry—Insurance agents and brokers receive commissions on the insur
ance policies that they place for their clients with insurance companies. Com
missions consist of a percentage of the premiums that the clients pay for the
policies. On policies that are cancelled before the end of their term, usually one
year, the insurance company charges back the portion of the commissions
related to the unearned premiums to the originating agent or broker. In
addition, some brokers may receive contingent commissions from underwriters
based on the profitability of policies placed with an underwriter. How should
an insurance agent or broker account for revenue from such commissions?

Reply—Commissions should be recognized on the date on which (a) the
client is afforded protection under the policy (effective date), (b) the premium
due under the policy can be reasonably estimated, and (c) the premium is
billable to the client. A provision should be made for expected adjustments
relating to policy cancellations when they can be reasonably estimated in
accordance with FASB Statement No. 5, Accounting for Contingencies (AC
C59). Contingent commissions should generally be recognized when the insur
ance agent or broker is notified by the underwriter of the amount to be received.
[Amended]
.02

Method of Recognizing Revenue From Commissions on Credit
Life Insurance

Inquiry—Under arrangements with a lending institution, an insurance
agency provides credit life insurance to mortgagors. The borrower pays the
premium for the entire term of the insurance (as much as eight years) when
the loan is made, and the insurance agency remits to the insurance company
this entire sum less a commission.

Should this commission income be recognized when it is received, or should
it be recognized over the term of the policy?
Reply—Generally, credit life insurance appears to have more of the charac
teristics of casualty insurance than it does of life insurance. In particular, from
the agent’s viewpoint, payment for the policy usually occurs in a lump sum from
which agent commissions are deducted. Generally, the efforts of the agency in
connection with any individual policy terminate when collection is made or, at
least, when the proceeds from the collections are remitted to the insurance
company. It would therefore seem that the recognition of income should occur
when proceeds of the policy are received.
However, as there is a potential liability for returned premiums, it would
appear that a reasonable allowance should be provided at this time for esti
mated commissions on the portion of the policies that may be cancelled in future
years. Most finance companies should have adequate statistics upon which to
base such estimates. If the finance company is new, there may be statistics
available from similar enterprises.
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.03

Recognition of Income on Unclaimed Refunds Due Policyholders on
Policy Cancellations

Inquiry—An insurance agency has a material amount of accounts payable
legally due to policyholders who have cancelled their insurance prior to the end
of the policy term. The company does not notify these policyholders that these
amounts are due them. When, if ever, should these credits be taken into income?

Reply—These accounts payable should continue to be reported as liabilities
until such time as the individuals involved legally lose their claim to these
amounts. Legal counsel should be consulted for an opinion as to whether these
amounts would have to be paid over to the state under an escheat law.
Consideration should also be given to the appropriateness of notifying these
policyholders that this money is due them.

.04

Reserve for Future Claims of Title Insurance Company

Inquiry—A title insurance company must place part of its premiums in a
reserve for future claims. When should this reserve be recognized as income?
Reply—The jurisdiction under which a title insurance company operates
usually requires that a stipulated percentage of premiums collected must be
deferred in an unearned premium account. Generally, the unearned premium
is taken into income over a ten-year period since most claims against title
policies tend to occur during this ten-year period. However, actual claims are
not charged to the unearned premium account. Actual claims are charged
against income (title claims account) with the credit to “Reserve for Claims.”
The reserve for claims represents reported claims that have surfaced. The
unearned premium account is intended to cover unsurfaced claims.

[The next page is 5641.]
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Health Care Organizations
.04

Hospital as Collecting Agent for Physicians

Inquiry—Under an agreement with several physicians, a hospital acts as
collecting agent for the physicians’ fees, and the physicians, in return, provide
professional services at the hospital. These physicians are not employees;
payroll taxes are not paid for them, and the hospital cannot exercise any of the
prerogatives of an employer. To enable it to collect the physicians’ Medicare
fees, the hospital holds valid assignments. Should the amounts collected as
physicians’ fees be included in the income and expenses of the provider hospital?
Reply—No. As discussed in the AICPA Audit and Accounting Guide Health
Care Organizations, paragraph 3.02, health care organizations may receive and
hold assets owned by others under agency relationships; for example, they may
perform billing and collection services for physicians. In accepting responsibil
ity for those assets, an organization incurs a liability to the principal under the
agency relationship to return the assets in the future. In the example above,
the hospital is functioning as a conduit with respect to the physicians’ fees. As
a result, the fees should be reported as a liability to the physicians and not
recognized in the statement of revenues and expenses. Agency funds are
reported as unrestricted assets. [Amended September 1997]

.12

General Obligation Bonds Issued for Current Use by City
Owned Hospital

Inquiry—A hospital is a city municipal enterprise. The city council issued
general obligation bonds to provide funds for the hospital’s operations, without
restriction. The hospital’s assets will not be used to pay principal or interest on
the bonds. Should the general obligation bond liability be reported in the
hospital’s financial statements?
Reply—No. The AICPA Audit and Accounting Guide Health Care Organi
zations, paragraph 7.15, states that if a health care organization has no
obligation to make payments of principal and interest on the debt, the organi
zation should not reflect the liability on its balance sheet. The proceeds from
the bond issue are contributions from the city. Therefore, the hospital should
not report the bonds as a liability in its financial statements. [Amended
September 1997]

.16

Disclosure Required in Consolidated or Combined
Financial Statements

Inquiry—What disclosures are required when consolidated or combined
financial statements are issued?

Reply—The entities being consolidated or combined should be appropriately
identified and the basis for combining or consolidating the entities, including
the nature of the interrelationship of the entities, should be disclosed in the
notes to the financial statements. Governmental entities are required to follow
the accounting and disclosure provisions of GASB Statement No. 14, The
Financial Reporting Entity (GAFRS section 2100). [Amended June 1995]
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.17

Elimination of Profit on Intercompany Sales

Inquiry—ARB No. 51, Consolidated Financial Statements, paragraph 6 (AC
C51.109), addresses the elimination of intercompany profit or loss on assets
remaining within a combined or consolidated group. FASB Statement No. 71,
Accounting for the Effects of Certain Types of Regulation, paragraph 16 (AC
Re6.126), indicates the following with regard to intercompany profit:

Profit on sales to regulated affiliates shall not be eliminated in
general purpose financial statements, if both of the following criteria
are met:
a.

The sales price is reasonable.

It is probable that, through the rate-making process, future revenue
approximately equal to the sales price will result from the regulated
affiliate’s use of the products.
Since health care providers are, in certain cases, reimbursed for operating
costs, it is possible that, assuming they meet certain related party tests under
third-party regulations, an entity could receive reimbursement on intercom
pany sales that include a profit. Thus, one could argue that under that
circumstance, it would not be appropriate to eliminate profit on intercompany
sales using the criteria set forth in FASB Statement No. 71 (AC Re6).
Reply—In some instances health care organizations may encounter situ
ations where they fall under FASB Statement No. 71, paragraph 5 (AC
Re6.115). Generally, however, as explained in FASB Statement No. 71, para
graph 62 (AC Re6.115, footnote 6), the normal Medicare and Medicaid arrange
ments are excluded from the scope of FASB Statement No. 71 (AC Re6) on the
basis that the “regulator” is also a party to the contract. Accordingly, gains or
losses on sale of assets within the group should be eliminated in combined or
consolidated financial statements. However, these gains or losses would be
recognized and disclosed as appropriate in the separate financial statements
of the members of the group.
b.

.19

Offsetting of Limited Use Assets

Inquiry—Can limited-use assets of one entity be offset against the related
liability of another entity in combined Or consolidated financial statements?
Reply—Unless a right of setoff exists as defined in FASB Interpretation No.
39, Offsetting of Amounts Related to Certain Contracts (AC B10), assets, in
general, should not be offset against related liabilities in any financial state
ment presentation. [Amended]

.20

Format of Combined or Consolidated Financial Statements

Inquiry—When presenting combined or consolidated financial statements
of various health care entities, is there a prescribed or recommended presenta
tion format?
Reply—No. The sample financial statements contained in the AICPA Audit
and Accounting Guide Health Care Organizations, do not prescribe the format
of statements. In addition, no single format for combined or consolidated
financial statements has been considered appropriate in all circumstances.
.25

Accounting for Transfer of Assets From Not-for-Profit to ForProfit Entities

Inquiry—How should subsequent transfers of assets, evidenced as addi
tional investment, from not-for-profit entities to for-profit entities be accounted
for by the transferee and transferor?
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Reply—Additional investments in for-profit entities (subsequent to the
original transfer of assets) should be reflected by the transferee as an increase
in capital stock and/or paid-in capital. The transferor would record a corre
sponding increase in its investment account in the for-profit entity, if a financial
interest was received (e.g., additional capital stock).

.26

Transfer of Assets From Subsidiary For-Profit Entity to Not-for-Profit
Stockholder Parent

Inquiry—How should transfers of assets from a “subsidiary” for-profit entity
(F) to a not-for-profit entity (N) that is a minority stockholder of F be recorded?
Reply—This transaction would generally be recorded as a dividend, which
would be reported as a reduction in F’s retained earnings. Any dividend in
excess of retained earnings is a “liquidating” dividend; as such, it would be
reported as a reduction in F’s paid-in capital account. If N accounts for its
investment in F using the equity method, then the not-for-profit entity would
report all dividends received as a reduction of its investment account, in
accordance with APB Opinion No. 18, The Equity Method of Accounting for
Investments in Common Stock (AC I82). If N’s investment in F is accounted for
using the cost method, because the conditions for applying the equity method
are not met, the dividends would be reported as income.

.28

Valuation of Assets Transferred Between Related Entities Under
Common Control

Inquiry—At what value should the transfers of assets between related
entities under common control be recorded by the transferee?

Reply—Assets transferred from one related entity under common control to
another generally would not be recorded by the transferee at the fair value at
the date of transfer, but rather at the carrying value of the transferring entity.
This treatment is consistent with the guidance prescribed by Interpretation
No. 39 of APB Opinion No. 16, Transfers and Exchanges Between Enterprises
Under Common Control (AC B50.645-.648).

.29

Timing of Recording Transfers Between Related Entities

Inquiry—When should a transfer of assets between related entities be
recorded—only when the transfer is actually made, or at some earlier point?

Reply—In most situations, transfers should be recorded at the time they are
formally obligated to occur (formal board resolutions, legal notes, passage of
title to real estate, etc.). This would be the case when each of the entities have
independent governance, and the timing of the transfer is controlled by the
governing board of the transferor. Yet, in situations where there is clear,
common control of the related entities, it would be appropriate to record
transfers at the time when both (a) the transfer amount is known and (6) the
receiving entity is given control over the timing of the transfer.

.30

Accounting for Transactions Involving Medicaid Voluntary
Contribution or Taxation Programs

Inquiry—The Medicaid program is set up on a state-by-state basis to provide
medical assistance to the indigent. Although state-administered, the program
is actually a joint federal and state program for which the federal government
picks up a portion of the cost. Under this arrangement, the federal government
“matches” a percentage of the total amount paid by the state to health care
providers. This matching is referred to as federal financial participation.
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States have attempted to increase the amount of federal matching funds for
which they are eligible by increasing the amount of medical assistance they
provide. In order to pay for the increased medical assistance, some states have
imposed a tax on health care organizations and/or sought donations or other
voluntary payments from them. As a result, the states have been able to
generate additional federal matching funds without expending additional state
funds. How should a health care organization account for these taxes or
donations made to the state?
Reply—Congress has passed legislation prohibiting the use of health care
organization taxes or donations except in limited situations.

The accounting for these types of programs is dependent on the individual
facts and circumstances. For example, if there is a guarantee that specific
monies given to the state by the health care organization will be ‘returned’ to
the organization from the state, those amounts should be recorded as receiv
ables. In addition, if the health care organization has met all requirements to
be legally entitled to additional funds from the state, the revenue/gain should
be recognized.

However, if the monies go into a pool with other contributions which are
then disbursed based on factors over which the health care organization has
little or no control, the payments should be recognized as an expense. Any
subsequent reimbursements would be recognized as revenue/gain when the
provider is entitled to them and payment is assured.
Care should be taken to avoid delayed recognition of expenses or to improp
erly recognize contingent gains. Because of complexities involved, it may be
necessary to consult with legal counsel.

.32

Use of Pooling-of-lnterests Method

Inquiry—How, if at all, should APB Opinion No. 16, Business Combinations
(AC B50), be applied to business combinations involving not-for-profit health
care organizations?

Reply—APB Opinion No. 16 (AC B50) explicitly addresses only business
combinations that involve transfers of ownership interests. However, the
AICPA Audit and Accounting Guide Health Care Organizations (the Guide),
paragraph 1.33, states that “circumstances exist under which reporting on the
combination of two or more not-for-profit organizations ... by the pooling of
interests method better reflects the substance of the transaction than reporting
by the purchase method. Therefore, not-for-profit organizations are, under
certain circumstances, permitted to report by the pooling-of-interest method,
even though they generally do not issue common stock. Such circumstances
include the combination of two or more entities to form a new entity without
the exchange of consideration.”
Paragraph 11.28 of the Guide also states that APB Opinion No. 16 (AC B50)
“may provide a useful framework” when evaluating similar transactions en
tered into by not-for-profit health care business organizations that are similar
to a pooling of interests, such as a transaction involving change in control but
no exchange of consideration (for example, a change in sole corporate member).

However, because not-for-profit health care entities do not issue common
stock and there is no private ownership, they are subject to different laws and
practice regarding control and governance. Therefore, the provisions of APB
Opinion No. 16 (AC B50) cannot be applied literally. If the transaction is
deemed similar to a pooling of interests, no step-up in basis is required. Accord-
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ing to paragraph 1.34 of the Guide, an example of acceptable practice in such
circumstances is to report the assets, liabilities, and net asset balances of the
combined entities as of the beginning of the year and disclose the information
that would be required to be disclosed for a pooling of interests under APB
Opinion No. 16 (AC B50).

Note: The FASB is working on a project regarding Business Combinations. The
results of this project could significantly affect the use of the pooling-of-interests
method. The timing of this project has not yet been established.

.33

Accounting for a Joint Operating Agreement

Inquiry—Two not-for-profit health care systems enter into a Joint Operat
ing Agreement whereby both (the Venturers) agree to jointly operate and
control certain of their hospitals while sharing in the operating results and
residual interest upon dissolution based upon an agreed-upon ratio. Neither of
the Venturers receives cash or other monetary assets as part of entering into
the Agreement. How should the Venturers account for the Agreement?
Reply—Joint Operating Agreements are similar to joint ventures and typi
cally are characterized by factors such as:

• Common purpose (e.g., to share risks and rewards; to develop a new
market, health service or program; to pool resources)
• Joint funding: all parties contribute resources toward its accomplish
ment

• Defined relationship: typically governed by an agreement
• Joint control: control is not derived from holding a majority of the voting
interest
Even though the Agreement does not provide for a separate legal entity
(such as a corporation or partnership), the same principles apply. For example,
since there is joint control (i.e., neither party controls the venture), consolida
tion would not be appropriate. Instead, such agreements should be accounted
for similar to a corporate joint venture using the equity method of accounting
(see AICPA Interpretation No. 2 of APB Opinion No. 18, Investments in
Partnerships and Ventures [AC I82.512], or APB Opinion No. 18, The Equity
Method of Accounting for Investments in Common Stock [AC I82]). Since the
transaction did not reflect the culmination of the earnings process, the Ventur
ers’ basis in the investment would be recorded at net book value.

[The next page is 5841.]
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Extractive Industries
.03

Disclosure of Contingent Liability for Royalties

Inquiry—A company is forming a new subsidiary company which is purchas
ing the assets of an existing coal mining partnership. The total consideration
is $2,000,000, which is to be paid in the following manner:
(1) $750,000 in cash at the time of closing, which is considered as
payment for coal land owned in fee, mining equipment, supplies, and
other real estate, all of which have a fair market value of at least
$750,000.
(2) $1,250,000 to be paid as an overriding royalty of 10¢ per ton for all
coal mined by the purchaser on the properties both owned and leased,
acquired from the sellers or on any subsequently acquired properties.

Should the $1,250,000 be recorded as a liability on the statement of financial
position? If the $1,250,000 is recorded as a liability and reduced monthly at the
time that the 10¢ per ton overriding royalty is paid, how should the asset
account be amortized?
Reply—It would be improper to reflect the total amount of the stipulated
overriding royalty as a liability in the financial statements with a correlative
charge being made to an asset account. The only possible rationale for setting
these amounts up immediately, is to base such treatment on the contentions
that (a) from a going concern standpoint, it is likely the total amount in question
will eventually be paid; and (b) the transaction is viewed as involving a
“premium” or “purchase price” undertaken to be paid for the acquisition of a
leasehold. This rationale is erroneous since no immediate payment for the
leasehold rights is made.

The $1,250,000 is a contingent liability—a commitment entirely conditioned
on the actual mining of coal. Accordingly, royalties should be accrued as a
liability only when, and to the extent that, tonnage (to which the royalty
applies) is actually mined. In the purchase agreement, there is a liability on
the overriding royalty if no coal is mined.
The rule of informative disclosure requires that the essential facts concern
ing the property acquisitions be indicated in a footnote to the statements,
including an adequate explanation as to the nature and amount of the com
pany’s contingent liability.

Although there are instances where royalty payments are reflected as
administrative or selling expense, in this case the royalties are paid for the
right to mine the coal. The royalty cost may be viewed as a direct burden on
production cost and should be accumulated as part of the cost of coal mined.
The royalty cost then would be matched with revenues at the point of sale, as
part of the cost of coal sold.

[The next page is 5941.]
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.01

Method of Recognizing Revenue from Commissions by Real Estate
Brokerage Firm

Inquiry—A client is a real estate broker and also manages real estate. The
client is the exclusive broker for all its affiliates and acts as broker for outside
parties as well. All of the affiliates invest in raw land for appreciation and
occasionally improve and subdivide parcels. None of the properties are exten
sive enough to be considered “retail land sales companies.” Sales are probably
half for second home sites and half for larger parcels bought for investment.
Sales are usually for cash with an occasional mortgage taken by the seller. The
client usually receives a gross brokerage commission of 10%-15% which is
shared with its salesmen and co-brokers, retaining an average of 5%. Commis
sions are received at closing and co-brokers are paid shortly after the closing.
Salesmen draw against firm purchase and sale agreements and are credited
with the commission on closing. If a buyer fails to complete a purchase, his
deposit is usually retained by the client in lieu of the brokerage commission,
which legal counsel indicates is permitted under law.

The client records brokerage commission income when a firm purchase and
sale agreement is accepted. This is an agreement which specifies price and all
terms of sale, has no unusual or difficult conditions, and is secured by a deposit
of 10% or more of the purchase price. This method was adopted by the client to
more closely match revenues and expenses. Indirect selling expenses, including
advertising, are treated as period costs. The costs of co-brokerage and sales
men’s commissions are also accrued at that time. The client’s contention is that
the earnings process has been substantially completed, and the wait until
closing (usually 30-90 days but occasionally longer) is a legal formality rather
than an integral part of the broker’s work. Very few sales are not closed, and
the price and terms of sale rarely change. From an audit point of view, many
of the open sales at year-end have closed by completion of the audit field work.
The client’s financial statements do disclose the method of accounting employed
for brokerage commissions.
Is this present method of accounting for brokerage commissions considered
acceptable?

Reply—Revenue recognition is discussed in FASB Concepts Statement No.
5, Recognition and Measurement of Business Enterprises, paragraphs 83 and
84. Paragraph 83 states in part:
“Revenues are not recognized until earned. An entity’s revenue-earning activi
ties involve delivering or producing goods, rendering services, or other activities
that constitute its ongoing major or central operations, and revenues are
considered to have been earned when the entity has substantially accomplished
what it must do to be entitled to the benefits represented by the revenues.”

Therefore, the client’s method of accounting for commission income at the time
when a firm purchase and sale agreement is entered into would be acceptable.
However, because of state laws governing real estate operations, recognition of
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commission income might have to be postponed, depending on the particular
legal requirements of a given state, until such time as the broker is legally
entitled to receive that commission.
.03

Accounting for Sole of Property With Option to Repurchase

Inquiry—A corporation sold a parcel of land to a bank. The corporation has
an option to repurchase the land for a period of three years. The corporation
received the full purchase price at the time of sale.

What is the proper accounting treatment for this transaction?

Reply—The conclusion in FASB Statement No. 66, Accounting for Sales of
Real Estate, paragraph 26, is that a transaction whereby a seller has an
obligation or an option to repurchase the property must be accounted for as a
financing, leasing, or profit sharing arrangement. A right of first refusal based
on a bona fide offer by a third party is ordinarily not an obligation or an option
to repurchase.
.04

Method of Recognizing Profit on Sale of Undeveloped Land With a
Release Provision

Inquiry—One hundred acres of undeveloped land was sold for $10,000 per
acre for a total consideration of $1,000,000. The buyer made a cash down
payment of $250,000, and the balance of $750,000 is payable in three annual
installments of $250,000. The agreement has a release provision that title to
the acreage will be released to the buyer on a basis of 115% of the sales price.
Therefore, of the $250,000 down payment, $217,000 would be applicable to the
release of 21.7 acres, and the balance of $33,000 would be applicable to the
remaining acreage. At this point, there would be a balance due on the sales
agreement of $750,000 against which $33,000 would apply. The buyer would
have this privilege every year, and the only security would be the land under
lying the agreement.

What is the proper accounting treatment?

Reply—FASB Statement No. 66, Accounting for Sales ofReal Estate, para
graph 15 (AC Re1.115), states:
If the amounts applied to unreleased portions do not meet the initial-and
continuing-investment criteria as applied to the sales value of those unreleased
portions, profit shall be recognized on each released portion when it meets the
criteria in paragraph 5 as if each release were a separate sale.

Paragraph 5 (AC Re1.105) states, in part:
Profit on real estate sales transactions shall not be recognized by the full accrual
method until all of the following criteria are met:

a.

A sale is consummated.

b.

The buyer’s initial and continuing investments are adequate to
demonstrate a commitment to pay for the property.

c.

The seller’s receivable is not subject to future subordination.

d.

The seller has transferred to the buyer the usual risks and
rewards of ownership in a transaction that is in substance a sale
and does not have a substantial continuing involvement with
property.

Presumably, the tests referred to would have to be met continuously; that is,
at the time of closing and at each release date.
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The relationship of the $33,000 to the $750,000 is not sufficient “to constitute
an adequate initial and continuing investment” related to the unreleased
property. Therefore, “profit should be recognized as if each release were a
separate sale” as stated in paragraph 15 (AC Re1.115). [Amended]

.07

Accounting for Nonmonetary Exchange of Land

Inquiry—A real estate company is engaged in developing residential com
munities, but they occasionally sell undeveloped parcels of land. The company
has entered into an agreement whereby it will exchange land zoned for indus
trial use having a cost basis of $10,000 for residential land having a fair value
of $50,000.
Is it proper to record the land received at $50,000 and recognize a gain of
$40,000?

Reply—APB Opinion No. 29, paragraph 21(a) (AC N35.108a), indicates that
“an exchange of a product or property held for sale in the ordinary course of
business for a product or property to be sold in the same line of business to
facilitate sales to customers . . .” does not culminate an earnings process. This
exchange represents only a shift in real estate held as inventory. Therefore, the
exchange should be reported on the basis of the recorded amount of the
nonmonetary asset given up, $10,000.

[The next page is 6151.]
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Section 6700

Construction Contractors
.01

Distinction Between Long-Term and Short-Term
Construction Contracts

Inquiry—A construction company considers all contracts that are less than
one year in duration as short-term contracts and accounts for them on a
completed contract method. Long-term contracts are accounted for on the
completed-contract method or the percentage of completion method depending
on other factors.
Does the distinction made by the company conform with generally accepted
accounting principles?

Reply—SOP No.81-1, Accounting for Performance ofConstruction-Type and
Certain Production-Type Contracts, paragraph 31 (ACC 10,330.31), and the
AICPA Audit and Accounting Guide Construction Contractors, page 123, state
that the completed-contract method may be used as the basic accounting
method only if the financial position and results of operations reported on that
basis would not vary from those resulting from the use of the percentage-ofcompletion method, “for example, in circumstances in which an entity has
primarily short-term contracts.” SOP No. 81-1, paragraph 31 (ACC 10,330.31),
also states that an entity using the completed-contract method as its basic
accounting method should depart from that policy for a single contract or a
group of contracts not having the features described in the paragraph. Thus, it
appears that the distinction made by the company conforms to generally
accepted accounting principles. [Amended]
.10

Payments for Landfill Rights

Inquiry—A construction contractor pays for rights allowing the contractor
to extract a specified volume of landfill from a third party’s property for a period
of three years. How should the payment for landfill rights be classified in the
contractor’s balance sheet?

Reply—Until the landfill is extracted, the contractor should classify the
payment for landfill rights as a deferred charge. The portion of the landfill
payment related to the volume of landfill extracted should be reclassified as
project costs. A deferred charge remaining at the termination of the agreement
should be written off as an expense.

[The next page is 6351.]
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Section 6910

Investment Companies
.03

Basis for Valuation of Investments in Rental Property

Inquiry—An investment company has substantial investments in assets
other than securities, particularly rental real estate. The AICPA Audit and
Accounting Guide Audits of Investment Companies, discusses only the valu
ation of investments in securities. In the regulations to the Investment Com
pany Act of 1940, however, Rule 2a-4, paragraph (a)(1) states, “Portfolio
securities with respect to which market quotations are readily available shall
be valued at current market value, and other securities and assets shall be
valued at fair value as determined in good faith by the board of directors of
the registered company.” How should the investment in rental property be
reported?

Reply—The AICPA Audit and Accounting Guide Audits ofInvestment Com
panies, paragraph 1.30, states that values and changes in values are as
important to investors as the investment income earned. That is because
interests in investment companies are traditionally bought and sold at current
net asset values. Therefore, as statedin paragraph 1.30, investment companies
report their securities at value, defined as the quoted market price for securities
for which market quotations are readily available, or as an estimate of fair value
as determined in good faith by the board of directors for other securities. SEC
Codification of Financial Reporting Policies, Sec. 404.03.b.iv., offers guidance
on valuing securities in good faith.
Accordingly, the rental property in this client’s portfolio should be accounted
for at fair value.

Paragraph 9.08 of the guide contains an example of an independent auditor’s
report used for expressing an opinion on financial statements in which securi
ties’ values have been estimated by the board of directors in the absence of
readily ascertainable market values. [Amended June 1995.]

[The next page is 6471.]
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Section 6930

Employee Health and Welfare Benefit Plans
.03

Financial Statement Presentation of Underwriting Deficits

Inquiry—The administrator of an employee health and welfare benefit plan
has questioned an item on the plan’s statement of net assets available for
benefits. The item appears in the liabilities section as follows:

Reserve for underwriting deficit—(Note 3) $10,000
Note 3 reads as follows:
Reserve for underwriting deficit represents a liability with the XYZ Life
Insurance Company for claims paid in excess of premiums during the current
policy year. This liability will be applied to reduce any refunds which may
accrue in the future. Such a refund was received during the current year.

The related debit to the credit setting up the liability was to “Underwriting
Deficit,” and is included in health claims deductions in the “Statement of
Changes in Net Assets Available for Benefits.”
The administrator takes the position that this item should be excluded
entirely from the financial statements because:

1.

The policy provides that any underwriting deficit in one policy year
is not immediately recoverable by the insurance company but only
recoverable against underwriting “gains” of succeeding years, if any.

2.

Upon cancellation of the policy by the underwriter, the fund is
relieved of any liability for any unrecovered underwriting deficit
existing on date of cancellation.

3.

Although there were usually underwriting “gains” in past years,
there is no assurance that future underwriting “gains” will occur to
permit recovery of the deficit.

Should the underwriting loss be reflected in the financial statements in the
year in which it occurs?
Reply—Yes, if certain criteria are met. Paragraph 42 of SOP 92-6 Accounting
and Reporting by Health and Welfare Benefit Plans, as amended, (ACC
10,530.47), states experience ratings determined by the insurance company or
by estimates, may result in a premium deficit. Premium deficits should be
included in the benefit obligations if (a) it is probable that the deficit will be
applied against the amounts of future premiums or future experience-rating
refunds and (6) the amount can be reasonably estimated. If no obligation is
included for a premium deficit because either or both of the conditions are not
met, or if an exposure to loss exists in excess of the amount accrued, disclosure
of the premium deficit should be made if it is reasonably possible that a loss or
an additional loss has been incurred.

A footnote states that considerations in determining whether it is probable
that a premium deficit will be applied against future premiums or refunds
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include (a) the extent to which the insurance contract requires payment of such
deficits and (b) the plan’s intention, if any, to transfer coverage to another
insurance company.
They should not be shown as liabilities on the plan’s statement of net assets
available for benefits. [Amended June 1995 and June 2001]
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Section 6935
Profit Sharing and Pension Plans
.02

Depreciation of a Real Estate Investment Owned by a Defined
Benefit Pension Plan

Inquiry—A defined benefit pension plan has invested in real estate which
owns and receives rents from various stores in a shopping center. The financial
statements include an expense for depreciation based on original cost. FASB
Statement No. 35, Accounting and Reporting by Defined Benefit Pension
Plans, paragraph 11 (AC Pe5.110), requires that plan investments in real
estate be presented at their fair value at the reporting date. Consequently, by
providing for depreciation expense, the unrealized appreciation on this asset is
increased.

Should depreciation expense be reflected for this plan investment?
Reply—No. Depreciation expense is normally an adjustment of the valu
ation of fixed assets reported at cost, in accordance with FASB Statement No.
35, paragraph 14 (AC Pe5.113), which requires plan assets used in plan
operations to be presented at cost less accumulated depreciation or amortiza
tion. Accordingly, since plan investments in real estate are to be reported at
fair value, there is no requirement to provide for depreciation expense.

.03

Computation of Net Appreciation/Depreciation in Fair Value
of Investments

Inquiry—FASB Statement No. 35, Accounting and Reporting by Defined
Benefit Pension Plans, paragraph 15 (AC Pe5.114), requires the statement of
changes in net assets available for benefits to include separate disclosure of the
net appreciation (depreciation) in fair value for each significant class of invest
ments. The AICPA Audit and Accounting Guide Audits of Employee Benefit
Plans, paragraphs 3.25(a) and 4.38, requires the same disclosure for defined
contribution plans and employee health and welfare benefit plans. How can
this amount be computed?

Reply—FASB Statement No. 35, paragraph 15, footnote 7 (AC Pe5.114,
footnote 10), states that the net appreciation (depreciation) in the fair value of
investments should include both realized and unrealized gains (losses).
This amount may be computed by aggregating the realized and unrealized
gains and losses for each individual security. However, this would be quite
time-consuming if the plan has a large portfolio of investments. As an alterna
tive, the following formula may be used to compute the net appreciation
(depreciation) in the fair value of each type of investment:

Market value at 12/31/X1.......................................................................... $XXX
Total proceeds of assets sold in 20X2....................................................... < XX>
Add: Total cost of assets purchased in 20X2..........................................
XX
Market value at 12/31/X2.......................................................................... <XXX>

Net appreciation/depreciation in fair value of investments................. $XXX
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.04

Benefits Payable to Terminated Participants of a Defined
Contribution Plan

Inquiry—Should benefits payable to terminated participants of a defined
contribution [such as profit sharing or 401(k)] plan be classified as a liability
in the plan financial statements?

Reply—No. Classifying benefits payable to participants as a liability is
inappropriate because, by definition, net assets available for benefits (the
difference between plan assets and liabilities) represents benefits owed to all
participants—both active and terminated. Therefore, only amounts owed to
nonparticipants (that is, third parties) should be classified as liabilities.
However, benefits payable to terminated participants should be disclosed
in accordance with paragraph 3.28 of the AICPA Audit and Accounting Guide
Audits of Employee Benefit Plans, which states:

The financial statements should also disclose, if applicable—
m. Amounts allocated to accounts of persons who have elected to with
draw from the plan but have not yet been paid. These amounts should
not be reported as a liability on the statement of net assets available
for benefits, in financial statements prepared in conformity with
generally accepted accounting principles. A footnote to reconcile the
audited financial statements to the Form 5500 may be necessary to
comply with ERISA....
[Amended June 1995]
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Section 6940
Franchisors
.01

Method of Accounting for Sole of Territorial Franchise Right

Inquiry—A client sells territorial franchise rights to region managers for
$30,000 with ten percent taken in cash and the remainder as a note. The region
manager in turn sells franchises in his territory. The note is payable at the rate
of $1,000 per franchise sold in the territory but is due in three years regardless
of the number of franchises sold.
The collectibility of the notes depends on the performance of the region
managers. The company has been able to resell territories of managers who
have been unsuccessful, and the down payments have been refunded in these
instances.
What is the proper method of accounting for these franchise fees and the
related costs of selling the territories?

Reply—In discussing initial franchise fees for area franchises, FASB StatementNo. 45,Accounting for Franchise Fee Revenue, paragraph 8 (AC Fr3.104),
states: “. .. revenue ordinarily shall be recognized when all material services
or conditions relating to the sale(s) have been substantially performed or
satisfied by the franchisor.” In FASB Statement No. 45, paragraph 5 (AC
Fr3.101), the Board defines substantial performance as follows:
... Substantial performance for the franchisor means that (a) the franchisor
has no remaining obligation or intent—by agreement, trade practice, or law—to
refund any cash received or forgive any unpaid notes or receivables; (b)
substantially all of the initial services of the franchisor required by the
franchise agreement have been performed; and (c) no other material condi
tions or obligations related to the determination of substantial performance
exists . . .

Therefore, the sale of the regions is not a completed transaction which would
allow the recognition of income when the sale is made (i.e., when the down
payment and notes are received) since the company’s practice of refunding
down payments to region managers and, in effect, excusing nonpayment of their
notes would violate item (a) above.

Since payment of the notes is on the basis of specific performance (i.e., at
the rate of $1,000 per franchise sold in the region), as a practical matter, a
reasonable basis for recognizing deferred revenue would be over the estimated
number of franchises to be opened in a region.
With regard to the costs of selling the territories, FASB Statement No. 45,
paragraph 17 (AC Fr3.113), states:
Direct (incremental) costs relating to franchise sales for which revenue has not
been recognized ordinarily shall be deferred until the related revenue is
recognized; however, the deferred costs shall not exceed anticipated revenue
less estimated additional related costs. Indirect costs of a regular and recurring
nature that are incurred irrespective of the level of sales, such as general,
selling, and administrative costs, shall be expensed as incurred. Costs yet to be
incurred shall be accrued and charged against income no later than the period
in which the related revenue is recognized . . .
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Therefore, deferral and amortization of costs “incurred to produce the region
sales” could be accounted for in a manner similar to the deferral and recognition
of revenue discussed in the preceding paragraph. The operating expenses of the
company should be charged off as a period cost. [Amended]

.02

Revenue Recognition for Franchisors

Inquiry—A franchise agreement is entered into whereby the franchisor
agrees to provide to a franchisee the technical information necessary to manu
facture a product. In addition, the franchisor agrees to provide consultation
needed to produce the product for the next five years. The agreement states
that 80 percent of the franchise fee is to be paid in the first year of the
agreement, and five percent is to be paid in each of the next four years. How
should the franchisor recognize the revenue from this agreement?
Reply—This issue is addressed in FASB Statement No. 45, Accounting for
Franchise Fee Revenue (AC Fr3). Paragraph 7 (AC Fr3.103), states that “if it is
probable that the continuing fee will not cover the cost of the continuing services
to be provided by the franchisor and a reasonable profit on those continuing
services, then a portion of the initial franchise fee shall be deferred and
amortized over the life of the franchise. The portion deferred shall be an amount
sufficient to cover the estimated cost in excess of continuing franchise fees and
provide a reasonable profit on the continuing services.” This Statement defines
continuing franchise fee as “consideration for the continuing rights granted by
the franchise agreement and for general or specific services during its life.”
In the above situation, it is unlikely the five percent of revenues the franchisor
will receive in years two through five is sufficient to cover the costs, and a
reasonable profit, on the raw materials and services provided. Therefore, the
franchisor should defer a portion of the first year’s franchise fee and amortize
it over the next four years at a rate that will cover costs and provide a reasonable
profit.
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Section 6950
State and Local Governmental Units
.18

Accounting for the Issuance of Zero-Coupon Bonds and Other Deep
Discount Debt by a Governmental Entity

Inquiry—A governmental entity issues zero-coupon bonds due in 10 years.
Even though bond interest and principal is not due until the end of the bond’s
term, a sinking fund was established. When should interest expense be recog
nized and principal payments be deducted from the debt?
Reply—The treatment by governmental entities of the bond discount related
to deep-discount debt has not been specifically addressed in authoritative
literature. As discussed in Governmental Accounting, Auditing and Financial
Reporting, by the Government Finance Officers Association, the accrual of
principal and interest payments for zero-coupon bonds and other deep-discount
debt is not recommended because the requirement that payments be due “early
in the next year” is not met. The face amount of the debt less the discount
presented as a direct deduction should be presented in the general long-term
debt account group. The net value of the bonds should be accreted (the discount
reduced) over the life of the bonds in the long-term debt account group. This
presentation shows what amount would be payable if the debt were required
to be paid today. The interest method provides an acceptable means of amor
tizing the discount. However, the straight line amortization method may also
be used if its application would not produce amounts that differ materially from
those that would be achieved if the interest method were applied.

.21

Auditor's Reports on Local Governments

Inquiry—A state law referring to the audit of local governments requires
every auditor’s report to state that the audit was conducted in accordance with
generally accepted auditing standards and with the auditing standards pre
scribed by the state auditor. The law also requires the auditor’s report to
conform with the standard report form and to contain a reference to a report of
comments and recommendations.
May a CPA include such wording in the opinion if he or she has followed the
standards prescribed by the state auditor and he or she has included a report
of comments and recommendations?
Reply—A CPA may state in the report that the audit has been conducted in
accordance with generally accepted auditing standards and with the standards
prescribed by the state treasurer if the audit was in fact conducted in conformity
with these standards.

Also a CPA may include in the auditor’s report a reference to a report of
comments and recommendations if such a report has in fact been issued.
[Amended June 1995.]

.22

Stale Accounting Guide Differs From GAAP

Inquiry—Are reports on financial statements conforming to the State ac
counting guide requirements considered special reports under SAS No. 62,
Special Reports (AU 623)?
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Reply—Yes. Reports on financial statements conforming to the State ac
counting guide requirements are considered special reports. SAS No. 62,
paragraph 4 (AU 623.04), states that a basis of accounting that an entity uses
to comply with the requirements or financial reporting provisions of a govern
ment regulatory agency to whose jurisdiction it is subject is a comprehensive
basis of accounting other than generally accepted accounting principles. SAS
No. 62, paragraph 8 (AU 623.08), illustrates a special report for financial
statements filed solely with the regulatory agency. [Amended June 1995.]
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Section 6960
Colleges and Universities
.12

Allocation of Overhead

Inquiry—A private college has many individual restricted programs funded
from federal, state and private contributions. One of the programs was charged
a $97,000 overhead expense amount, with the credit going to revenue in another
program. Is it appropriate under generally accepted accounting principles to
record revenue based on the overhead allocation?
Reply—No, it is inappropriate. The allocation of overhead is an interpro
gram transaction that should not be reported as revenue of the program
providing the services but rather as a reduction of expense of such program.
For additional information related to this topic, see the AICPA’s Audit and
Accounting Guide Not-for-Profit Organizations, paragraph 16.03. [Amended
June 1995]

[The next page is 6751.]
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Section 6970

Entertainment Industry
The AICPA staff, helped by industry experts, released the following technical
questions and answers (Q&As) on financial accounting and reporting issues
related to Statement of Position (SOP) 00-2, Accounting by Producers or
Distributors of Filins. The staff may continue to issue Q&As on SOP 00-2 as
issues arise. Q&As will be housed in the AICPA publication titled Technical
Practice Aids, copies of which are available through the AICPA order depart
ment at (888) 777-7077. In addition, the Q&As will be placed in the accounting
standards part of the AICPA Web site (www.aicpa.org/members/div/acctstd/
general/othitem.htm). Questions on these Q&As may be sent to Dan Noll via
e-mail (dnoll@aicpa.org).

.01

Changes in Film Impairment Estimates During Quarters Within a
Fiscal Year (Part I)

Inquiry—Company A produced a film that is subject to the requirements of
SOP 00-2, Accounting by Producers or Distributors ofFilms. In accordance with
paragraphs 43-47 of SOP 00-2, Company A determined at the end of the first
quarter of 20X1 that the film was impaired. Company A wrote down the film’s
cost basis by $2 million, which represents the amount that the film’s net book
value exceeded the film’s fair value. Company A determined the film’s fair value
by using a discounted cash flow model. At the end of the second quarter of 20X1,
Company A determines based on updated information that the film’s estimated
net cash flows will be greater than anticipated at the end of the first quarter.
Is the change in the estimated net cash flows a circumstance under SOP 00-2
that requires Company A to restore all or a portion of the film’s cost basis that
was written off in the first quarter of 20X1?
Reply—Yes. Paragraph 36 of SOP 00-2 requires that changes in estimates
during the fiscal year be applied retroactively from the beginning of the fiscal
year.

In this situation, Company A would use the new information regarding the
film’s estimated net cash flows gathered in the second quarter as if it were
available in the first quarter to determine what the amount of the impairment
loss would have been in the first quarter. Company A would record this
adjustment to the impairment loss in the second quarter. Company A also
would adjust the film’s cost amortization for the first and second quarters to
reflect the revised impairment loss. Company A should not restate the first
quarter. In accordance with paragraph 44 of SOP 00-2, the amount of the
impairment write down restored cannot result in the adjusted net book value
exceeding the film’s fair value at the end of the second quarter. For example, if
the revised first quarter calculation indicates that the impairment loss was only
$1 million at the end of the first quarter, the actual adjustment at the end of
the second quarter would be different than the $1 million because of the effect
on the film’s cost amortization using the individual-film-forecast-computation
method, and possibly the film’s fair value at the end of the second quarter. In
addition, restorations of impairment write downs on a film should not exceed
previous impairment write downs taken on that film.
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Paragraph 57 of SOP 00-2 requires that Company A disclose the effect of
the change in estimate in the period that the change occurred. For public
registrants, the Management Discussion and Analysis should address material
restorations of prior impairment write downs.

Note that had the change in estimated net cash flows occurred in the
subsequent fiscal year, paragraph 44 of SOP 00-2 would prohibit Company A
from adjusting the impairment write down taken in 20X1.

.02

Changes in Film Impairment Estimates During Quarters Within a
Fiscal Year (Part II)

Inquiry—Assume the same facts in TPA 6970.01 with the following excep
tion. The film’s actual net cash inflow for the second quarter was as expected
by Company A at the end of the first quarter. Company A, as expected, spent
most of its advertising budget to promote the film during the second quarter.
The film’s estimated net cash inflow for subsequent periods also did not change.
As a result of the advertising expenditures, using a discounted cash flow model
at the end of the second quarter, the film’s fair value increased from the amount
determined at the end of the first quarter. Is that a circumstance under SOP
00-2, Accounting by Producers or Distributors of Films, for which Company A
should restore all or a portion of the film’s cost basis that was previously written
off in the first quarter of 20X1?
Reply—No. In this situation the film’s estimated net cash flows did not change
from those used to estimate the film’s fair value at the end of the first quarter.
Accordingly, the guidance in paragraph 36 of SOP 00-2 is not applicable.
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Section 6980
Brokers and Dealers
.01

Auditor's Report on Internal Control for Broker-Dealers

Inquiry—Some state regulatory agencies are requesting that their name be
included in the restrictive paragraph of the auditor’s report on internal account
ing control for broker-dealers. Because most broker-dealers must comply with
Securities and Exchange Commission (SEC) regulations, the report on internal
accounting control from their auditors includes a report on the additional
requirements of Rule 17a-5(g) as well as a report on their study and evaluation
as part of an audit. The restriction paragraph of the report illustrated in the
AICPA Audit and Accounting Guide Brokers and Dealers in Securities, appen
dix D, therefore includes the SEC as a designated recipient of the report and
reads as follows:
This report is intended solely for the information and use of the Board of
Directors, management, the SEC, [designated self-regulatory organization],
and other regulatory agencies that rely on Rule 17a-5(g) under the Securities
Exchange Act of 1934 in their regulation of registered brokers and dealers, and
should not be used for any other purpose.

One state agency suggested revising the paragraph to reflect other agencies
as recipients as follows:
This report is intended solely for the information and use of the Board of
Directors, management, the SEC, [designated self-regulatory organization],
and other regulatory agencies and should not be used for any other purpose.

Is this proposed revised wording appropriate in view of the fact that not all
regulatory agencies use the SEC’s Rule 17a-5(g) criteria or other established
criteria for the evaluation of the adequacy of internal control procedures for
their purposes?

Reply—No. The above suggested wording is not appropriate because the
report would then be distributable to all other non-SEC regulatory agencies,
and as stated, most agencies, including those of the 50 states, do not establish
criteria in reasonable detail and in terms susceptible to objective application
for the auditor’s study, evaluation and report on the control procedures for the
agencies’ purposes. [Amended September 1997]
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Section 6990
Common Interest Realty Associations
.01

Personal Property of Timeshares

Inquiry—Should a common interest realty association (CIRA) that is a
timeshare development report as assets personal property that it owns and uses
as internal unit furnishings for timeshare units.
Reply—Yes. The AICPA Audit and Accounting Guide Common Interest
Realty Associations, paragraph 2.01, provides that common property includes
personal property that is owned by the CIRA and used on common real
property. Paragraph 2.11 of the Guide provides that “CIRAs should recognize
common personal property, such as furnishings, recreational equipment, main
tenance equipment, and work vehicles, that is used by the CIRA in operating,
preserving, maintaining, repairing, and replacing common property and pro
viding other services, as assets.” Personal property that is owned by a CIRA
and used as internal unit furnishings for timeshare units is common personal
property that is used by the CIRA in providing other services.
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Section 7200
Partnerships
.01

Balance Sheet Presentation of Drawings in Excess of
Capital Contributions

Inquiry—Two partners each contributed capital of $100 to form a partner
ship for the construction of a shopping center. The partnership has obtained
several loans to fund the construction, but no payments on these loans are due
for two years. The partners each withdrew excess funds of $50,000 from the
partnership out of the proceeds of the loans.
How would the balance sheet show the $200 of capital and $100,000 of
withdrawals?

Reply—Whether the $50,000 payments to the partners are permissible
depends on the terms of the construction loan commitment. If the partnership
agreement is silent concerning these payments, and they are, in fact, not loans
to the partners, the $50,000 withdrawn by each partner represents drawings
in anticipation of profits. As drawing accounts, they would normally be closed
to the partners’ capital accounts. In the situation presented, it would result in
a “negative” capital account for each partner in the amount of $49,900 in the
partners’ equity section of the balance sheet. Full disclosure of the circum
stances causing the negative balance should also be included.
.02

Provision for Income Taxes on Partnership Income

Inquiry—A partnership agreement provides that in computing net profits,
there will be a provision for income taxes, and the amount of the provision for
income taxes will be considered an expense of the partnership. In the prepara
tion of the income statement, would the net profit figure after income taxes be
considered as having been determined according to generally accepted account
ing principles?

Reply—Between themselves, partners may agree to compute net profits in
any fashion they wish; but for financial presentation purposes, a provision for
income taxes should not be set up. The absence of this item in the financial
statement can be explained in the form of a footnote to the income statement.
If the income statement shows a net profit figure after income taxes, the
statement is not prepared in accordance with generally accepted accounting
principles.
.07

Accounting for Syndication Costs of Limited Partnerships

Inquiry—How should the amounts paid to attorneys, accountants or engi
neers; commissions paid to selling agents; fees paid to regulatory bodies; and
printing costs for a private offering of a limited partnership be accounted for?
Should they be deferred and amortized similar to organization costs in a
corporation?

Reply—No. Organization costs of a corporation are normally considered to
be the initial legal and other fees paid to incorporate a business in a particular
state and are normally an immaterial amount.
AICPA Technical Practice Aids

§7200.07

7072

Specialized Organizational Problems

The expenses referred to in the inquiry are similar in nature to stock issue
costs such as underwriting discounts, professional fees and other expenses
clearly and directly attributable to receiving proceeds of the shares issued by
a corporation. These costs would be a reduction of paid-in capital in an offering
of stock. Accordingly, these costs should be a reduction of capital contributed
by the partners in a limited partnership.

.08

Income Allocation of Limited Partnership

Inquiry—A real estate limited partnership allocates the depreciation deduc
tion entirely to the limited partners in accordance with the provisions of the
partnership agreement. This is done in order to induce investment in the
venture by the limited partners. Would such an allocation in the financial
statements conform with generally accepted accounting principles (GAAP)?

Reply—Yes. Allocation of partnership income is determined by the partner
ship agreement. Therefore, in computing the income allocable to the limited
and general partners, the depreciation deduction may be allocated entirely to
the limited partners, in financial statements prepared in conformity with
GAAP.
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Section 7400
Related Parties
.06

Exchange of Interest Bearing Note for Non-Interest Bearing Note

Inquiry—Corporation A has an interest bearing note receivable from an
officer/shareholder. Corporation A plans to exchange the present note for a
non-interest bearing note. Should the non-interest bearing note be discounted
in accordance with APB Opinion No. 21?
Reply—Yes. The non-interest bearing note should be discounted in accord
ance with APB Opinion No. 21, and there should be recognition of compensation
or a dividend distribution, depending on what the unstated right or privilege
represents.

[The next page is 7401.]
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Section 7500

Estates and Trusts
.01

Trust Funds for Perpetual Care of Cemetery

Inquiry—In accordance with state laws, a cemetery conducting business as
a closely held corporation is required to set aside in a perpetual trust, with a
corporate trustee, a certain amount from the sales proceeds of lots and crypts
to be used for the perpetual care of the cemetery. The cemetery has no recourse
to the principal of the trust, but receives all income earned by the trust assets.
Before the state law was enacted, the cemetery made contributions to a similar
trust as part of the contract of sale of lots. The cemetery contends that assets
deposited with the trustee should not be reflected as part of its financial position
because it has no claim to the corpus of the trust. Is this an appropriate method
to account for such a trust?

Reply—The cemetery management is technically correct in contending that
the assets deposited with the trustee should not be reflected as part of the
financial position of the cemetery. Situations analogous to that of the cemetery
include escrow funds held by an escrow company which are shown in a separate
statement; trust funds established by third parties under which a college or
university has a beneficial interest only in the resulting income, the trust
corpus in such case not being included as an asset in the balance sheet of the
college or university; and employees’ pension, health, and welfare funds which
are reflected in a separate statement.
Although the cemetery’s balance sheet need not reflect the trust fund assets,
the balance sheet should reflect the cemetery’s agency obligation(s), i.e., the
cemetery’s liability either by contract or statute to pay over certain portions of
monies received or receivable to the trustee.
The accounting treatment is the same whether the cemetery has entered
into a contract to establish a trust or whether the cemetery’s obligation to do
so is required by statute.

Footnote disclosure of amounts held in trust, income from which is used in
whole or in part to meet the cemetery’s commitments respecting perpetual care,
would be desirable but not mandatory in order to make the statements not
misleading (unless the statute itself calls for such disclosure). If footnote
disclosure concerning the trust fund assets is made, the cemetery could also
reiterate its policy or procedure of promptly remitting monies to the trustee in
connection with cash and deferred payment transactions.
None of the AICPA’s official Bulletins or Opinions have dealt specifically
with the matter of accountability for, and presentation of, funds or property
received by an accounting entity in various somewhat related capacities, i.e.,
as custodian, bailee, factor, depository, agent to receive and pay over, stock
holder, or trustee. Technically, the trust funds are not required to be reported
by any accounting entity other than the trust.

[The next page is 7431.]
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Business Combinations—General
.01

Date of Acquisition of a Company

Inquiry—A corporation acquired a company for cash in March, subject to
the same basic terms as negotiated orally in early January. It would like to
designate December 31, the previous year-end of the acquired company, as the
acquisition date, subject to imputed interest. The written contract does not
specifically mention the date effective control passes to the acquiring company,
although the December 31 balance sheet was prepared in accordance with
Accounting Principles Board Opinion No. 16, paragraph 88(c) in anticipation
of the acquisition.

Would it be proper to use December 31 of the previous year as the effective
date of control of acquired company?
Reply—If the terms of the plan of combination were announced in writing
or otherwise formally made known to the stockholders of the acquired company
in early January, it would be appropriate to use, for accounting purposes, a
balance sheet as of that date or any later balance sheet near the date of the
cash payment with appropriate adjustment for imputed interest on the cash
payment. If the December 31 balance sheet would not differ materially from a
balance sheet prepared in early January, the December 31 balance sheet might
be used.
Paragraph 93 of APB Opinion No. 16, states:
The Board believes that the date of acquisition of a company should ordinarily
be the date assets are received and other assets are given or securities are
issued. However, the parties may for-convenience designate as the effective date
the end of an accounting period between the dates a business combination is
initiated and consummated.

Paragraph 46 of APB Opinion No. 16, states, in part:
A plan of combination is initiated on the earlier of (1) the date that the major
terms of a plan, including the ratio of exchange of stock, are announced publicly
or otherwise formally made known to the stockholders of any one of the
combining companies (2) the date that stockholders of a combining company
are notified in writing of an exchange offer.

It is assumed that there were no dividends, redemptions of stock, or other
transactions between the acquired company and its stockholders between
December 31 and the date the assets were taken over by the purchaser. It is
also assumed that the fair market value (rather than book value) of the assets
of the acquired company, which must be determined in order to properly
allocate the purchase price, did not change appreciably between December 31
and the date of initiation of the transaction.

.02

Date of Consummation of a Business Combination

Inquiry—A client signed an agreement on June 30 for the acquisition of
another company. The agreement calls for a closing date to be held only after
the buyer receives financial statements of the seller for past years, and the
seller receives a ruling from the Internal Revenue Service that the transaction
AICPA Technical Practice Aids

§7600.02

7432

Specialized Organizational Problems

will not be taxable. It is anticipated that these conditions will be met within
sixty days of the signing of the agreement at which time stock will be exchanged.
The company’s year ends on June 30, and the auditor is in the process of
examining the financial statements of the client. The auditor believes that the
two companies have effectively combined their interests as of the year-end.
According to the requirements of Accounting Principles Board Opinion No. 16,
paragraph 47g, was the combination consummated before the end of the client’s
fiscal year?
Reply—APB Opinion No. 16 does not define the term “consummated” as it
is used in paragraph 47g. However, in that the two companies have effectively
combined their interests before the end of the year, and the two conditions to
the agreement were not major obstacles, paragraph 47g would not preclude the
auditor from considering the transaction as consummated before the end of the
year.
.03

Financial Statement Presentation of Agreement to
Acquire Company

Inquiry—A client has entered into an agreement to acquire fifty percent of
the stock of a corporation. To finance the acquisition, the company has arranged
for a third party, a bank, to acquire the fifty percent interest in the corporation,
and the company will purchase these shares from the bank over a five-year
period. The price to be paid the bank for these shares has been fixed, subject
only to changes in the prevailing interest rates.
When the bank acquires the fifty percent ownership, the by-laws of the
corporation will be changed, and the client will be allowed to control half the
seats of the board of directors.
Should the contract with the bank be considered an executory contract with
the investment recorded only as the shares are acquired from the bank, or
should the entire obligation be recorded on the client’s financial statements?
Reply—The date of an acquisition in which the acquisition is being financed
by an outside party depends primarily upon the date on which the principal
rights of ownership are acquired. It would appear that the principal rights of
ownership of equity securities are the rights to realize future gains in value
and to be subject to future losses in value of the investee. Under the contract
in question, the client has the right, subject to payment of the agreed amounts,
to obtain the benefit of future earnings of the investee; and further, any losses
in value of the purchased securities will be borne by the client. The principal
attributes of ownership have been acquired by the company, and, therefore, the
50% interest and the related liability should be shown on the company’s balance
sheet.
.04

Conditions for Pooling of Interests Method

Inquiry—If any of the seven conditions set forth in paragraph 47 of Account
ing Principles Board Opinion No. 16 are not met, a business combination must
be treated as a purchase.
Condition “a” of this paragraph requires:
The combination is effected in a single transaction or is completed in accordance
with a specific plan within one year after the plan is initiated.

Condition “g” requires:
The combination is resolved at the date the plan is consummated . . .

Is a combination resolved when a specific plan is initiated, completed, or
consummated?
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Reply—Paragraph 47(g) states that the existence of any provision for future
issuance of stock or other compensation subsequent to the date a combination
is consummated (based on market prices or earnings subsequent to consum
mation) would require that the combination be accounted for as a purchase.
Paragraph 47(a) requires that the combination must be effected within one year
following the initiation of the plan. The word “consummated” in subparagraph
“g” should be read to include both the phrase “effected in a single transaction”
and “completed” as used in subparagraph “a”.
This means that there may be conditions at the date of initiation of a plan
as to the number of shares which may be issued. However, as long as these
conditions are met by date of consummation of the plan and such date of
consummation is not more than one year after the date of initiation, pooling of
interest accounting is not precluded. The definition of consummation of a plan
is discussed in Accounting Interpretation No. 4 of APB Opinion No. 16.

.05

Accounting for Acquisition Costs Incurred in Merger

Inquiry—In acquiring Corporation B, Corporation A incurred certain legal,
accounting, printing, and other costs. These costs were capitalized and are
being amortized over a forty-year period. Corporation B also incurred similar
costs which were capitalized and are being amortized.

Consolidated financial statements are being prepared with the acquired
Corporation B as an operating subsidiary of the acquiring Corporation A.
Were the merger costs properly handled, or should they be adjusted at this
time?

Reply—Interpretation 33 of Accounting Principles Board Opinion No. 16
relates to costs of maintaining an “acquisitions department,” and states:
All “internal” costs associated with a business combination are deducted as
incurred in determining net income under APB Opinion No. 16. This answer
applies to costs incurred for both “poolings” (see paragraph 58) and “purchases”
(see paragraph 76). Naturally, costs incurred in unsuccessful negotiations are
also deducted as incurred.
Paragraph 76 specifies that in a business combination accounted for by the
purchase method the cost of a company acquired includes the direct costs of
acquisition. These direct costs, however, are “out-of-pocket” or incremental
costs rather than recurring internal costs which may be directly related to an
acquisition. The direct costs which are capitalized in a purchase therefore
include, for example, a finder’s fee and fees paid to outside consultants for
accounting, legal, or engineering investigations or for appraisals, etc. All costs
related to effecting a pooling of interests, including the direct costs listed above,
are charged to expense as specified in paragraph 58.

Costs of printing securities should reduce the fair value assigned to the
securities, in accordance with paragraph 76 of APB Opinion No. 16.

The language in paragraph 76 and interpretation 33 indicates that the
direct costs incurred by the acquiring corporation may be capitalized, but the
costs incurred by the target (acquired) company may not. Therefore, the costs
should have been expensed by Corporation B under APB Opinion No. 16. This
should now be treated as a correction of an error under APB Opinion No. 20,
Accounting Changes, and accounted for as a prior period adjustment.

The costs incurred by Corporation A should have been considered as part of the
cost of investment and not necessarily capitalized and amortized separately.
AICPA Technical Practice Aids
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.06

Exchange of Stock Involving Companies Under Common Control

Inquiry—Individual Y owns 100% of Corporation A and Corporation B.
Individual Y exchanges his stock in Corporation A for 100 additional shares in
Corporation B, thus creating a parent-subsidiary relationship. Prior to this
transaction the assets, liabilities, and stockholders’ equity of A and B were as
follows:

Company A
Assets.......................................................................................................

$500,000

Liabilities.................................................................................................
Common stock, no par value, 200 shares authorized and issued. . .
Retained earnings..................................................................................

$100,000
100,000
300,000

Total.................................................................................................

$500,000

Company B

Assets.......................................................................................................

$ 50,000

Liabilities.................................................................................................
Common stock, no par value, 1,000 shares authorized, 100 shares
issued and outstanding.....................................................................
Retained earnings..................................................................................

$ 20,000

Total.................................................................................................

$ 50,000

20,000
10,000

How should Company B account for and record this transaction?
Reply—The exchange would be accounted for in accordance with AICPA
Interpretation No. 39 of APB Opinion No. 16, “Transfers and Exchanges
Between Companies Under Common Control,” which stipulates that an ex
change of stock involving companies under common control “would be ac
counted for at historical cost in a manner similar to that in pooling of interests
accounting.”
Company B would record this transaction as follows:
Investment in A.....................................................................
Common stock of B.........................................................
Retained earnings of A................................................

400,000

100,000
300,000

This entry records B’s investment in A at the carrying amount of A’s stock
($100,000 + $300,000). The separate account for retained earnings of A is
established to emphasize that the retained earnings are not a source of
dividends to B’s stockholder, as is often true in a statutory merger.

This entry also reflects the underlying theory of pooling accounting—the
combining of stockholder interests concept (APB Opinion No. 16, Business
Combinations, paragraph 53)—while recognizing the separate corporate iden
tity of the pooled subsidiary. APB Opinion No. 18, The Equity Method of
Accounting for Investments in Common Stock, holds that the total stockholders’
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equity of the parent company should equal the total stockholders’ equity shown
in the consolidated financial statements. Paragraph 19 of that Opinion states,
in part, “The difference between consolidation and the equity method lies in
the details reported in the financial statements. Thus, an investor’s net income
for the period and its stockholders’ equity at the end of the period are the same
whether an investment in a subsidiary is accounted for under the equity method
or the subsidiary is consolidated (except as indicated in paragraph 19i).”

.08

Shareholder Contribution of Land

Inquiry—What value should be recorded for land contributed to a corpora
tion by its sole shareholder?
Reply—Generally, a shareholder who owns more than 50 percent of a
corporation is deemed to be a controlling shareholder. Accordingly, the land
should be recorded at the shareholder’s historical cost as discussed in AICPA
Interpretation No. 39 of APB Opinion No. 16, “Transfers and Exchanges
Between Companies Under Common Control.” [Amended]

.09

Use of Stepped-Up Basis in Recording Acquisition of
Majority Interest

Inquiry—Company A is 100 percent owned by a family. The family also owns
a 43 percent interest in Company B, with the remaining 57 percent owned by
unrelated third parties. Company A purchases the 57 percent interest in
Company B paying more than net book value and shortly thereafter the
remaining 43 percent interest in Company B is transferred to Company A. If
A then combines with B, can A use a stepped-up basis in recording the net assets
ofB?

Reply—Yes. The 57 percent interest that was acquired from an unrelated
party should be accounted for by the purchase method according to APB
Opinion No. 16, Business Combinations, paragraph 11, which states, “the
purchase method accounts for business combination as the acquisition of one
company by another. The acquiring company records as its cost the acquired
assets less liabilities assumed.”

The 43 percent interest that was owned by the family and transferred to
Company A should be recorded at the family’s predecessor basis according to
AICPA Interpretation No. 39 ofAPB Opinion No. 16, “Transfers and Exchanges
Between Companies Under Common Control,” which states that assets and
liabilities transferred between entities under common control be accounted for
at historical cost in a manner similar to that in pooling of interests accounting.

[The next page is 7531.]
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.01

Acquisition of Parent Company by Subsidiary

Inquiry—Company A owns seventy percent of the outstanding voting com
mon stock of Company B. A “downstream” merger, whereby Company B, the
subsidiary, would acquire the assets of Company A, is planned. The transaction
would be recorded following the purchase method of accounting. Some contro
versy has arisen over whether Company B can be the surviving corporation
after the transaction is completed. Could the subsidiary company become the
survivor company after the merger?

Reply—In Accounting Interpretation No. 20 to Accounting Principles Board
Opinion No. 16, concerning the acquisition of minority interest, the following
statement appears:
Whether a parent acquires the minority or a subsidiary acquires its parent, the
end result is a single shareholder group, including the former minority share
holders, owning the consolidated net assets.

In a “downstream” merger the effect of the transaction is that the stock
holder group is increased by acquisition of the former minority shareholders of
the subsidiary. The transaction should be accounted for as if the surviving
company were the parent, rather than the subsidiary. The subsidiary should,
therefore, adjust its accounts to reflect any difference between the parent’s
equity and unamortized cost to the parent of its investment in the subsidiary
(including the effect of any difference between the fair value of the stock held
by minority shareholders at date of the combination and the net equity position
of such minority in the surviving company).

The stockholders’ equity of the surviving company should be adjusted to
reflect the stockholders’ equity of the former parent, after giving effect to
acquisition of the former minority interest. If the resulting capital account is
less than the par or stated value of the capital stock of the survivor, an
appropriate transfer must be made from retained earnings.
Whether the former parent or the former subsidiary is the surviving com
pany is a legal matter, not an accounting matter and, therefore, is not subject
to Accounting Principles Board pronouncements. Accounting for the transac
tion, however, should follow the substance of the transaction. The accounting
for the surviving company should, therefore, be the same whether it is the
parent or the subsidiary that survives.
.02

Income of Acquired Company Pending Approval of Merger by
Regulatory Agency

Inquiry—Corporation A executed a stock purchase agreement in January,
19X5, whereby A would purchase the stock of Corporation B. This purchase
must be approved by the Interstate Commerce Commission. A and B also
entered into a temporary management agreement which was approved by the
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ICC effective March 1, 19X5. Under this temporary management agreement,
A will operate B until the ICC rules on the purchase. Any income or losses of
B during the term of the agreement will be credited or charged to A regardless
of the ruling of the ICC. How should Corporation A account for the operations
of B during the temporary management period?

Reply—The profit or loss under the temporary management agreement
should be accounted for by the acquiring company in accordance with para
graphs 93 and 94 of Accounting Principles Board Opinion No. 16. As indicated
in paragraph 93 of the Opinion, using March 1, 19X5, as the effective date of
acquisition would require an adjustment of the cost of the acquired company
and net income otherwise reported to compensate for recognizing income before
consideration was transferred. Income of the acquired company included in
consolidation would have to be reduced by imputed interest as provided in the
last sentence of paragraph 93. Paragraph 94 also indicates, “. . . income of an
acquiring corporation for the period in which a business combination occurs
should include income of the acquired company after the date of acquisition by
including the revenue and expenses of the acquired operations based on the
cost to the acquiring corporation.”

.06

Purchase of Corporation With Negative Net Worth

Inquiry—Corporation A will purchase 100% of Corporation B by issuing its
stock to the stockholders of Corporation B. The stock will have a value of
approximately $3,900. The balance sheet of Corporation B at the time of
purchase will have a negative net worth of approximately $700. Should Corpo
ration A record its investment at $3,900 with subsequent equity adjustments
to be made in the future as they occur, or should Corporation A record the
investment at zero and show the $3,900 as “Unamortized Excess Cost Over Net
Assets of Subsidiary at Date of Acquisition” which would be amortized over a
period of years?
Reply—It is assumed that the combination of Corporation A and B is being
accounted for as a purchase, because all the criteria for pooling of interests
accounting have not been met. Corporation A should record the investment at
$3,900; the consolidation entry to eliminate the investment would result in
“goodwill” of $4,600 because of the $700 negative net worth at acquisition. The
equity adjustments referred to would only be required if Corporation A pre
pared “parent company only” financial statements for issuance to its stockhold
ers as “the financial statements of the primary reporting entity” (see paragraph
14 of Accounting Principles Board Opinion No. 18).
The application of the purchase method is discussed in some detail begin
ning with paragraph 66 of APB Opinion No. 16. Paragraphs 87-89 deal with
recording assets acquired and liabilities assumed, which should, essentially, be
recorded at fair market values. Any excess of cost over net assigned values
should be reported as goodwill and amortized in accordance with paragraphs
27-31 of APB Opinion No. 17, Intangible Assets.

.08

Allocation of Purchase Price to Assets

Inquiry—Corporation A was formed for the purpose of acquiring from
Corporation B certain assets and its name. Corporation A will not assume any
of Corporation B’s liabilities. The terms of the purchase agreement state that
for the assets being sold by the seller, the buyer shall pay a purchase price of
$400,000, which shall be allocated as follows: $50,000 to real estate, $250,000
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to equipment, and the balance to all other assets. The other assets include
accounts receivable, prepaid expense items, a truck, and merchandise invento
ries.

The real estate and equipment values are based on appraisals by reputable
appraisers. The receivables are at book value, the prepaid items are computed,
and the truck is of small value. When all these assets have been considered,
the balance of the purchase price allocable to inventory is considerably below
its value.

Should the values assigned to the real estate and equipment be reduced in
order to record the inventory at the value placed on it by the company, or should
the stated values for real estate and equipment be used and the balance of
purchase price allocated to the remaining assets?

Reply—Paragraphs 88 and 91 of Accounting Principles Board Opinion No.
16 would require that cash, receivables, and inventory be set up at estimated
realizable value at date of the purchase. The balance of the purchase price
should be assigned to the real estate and equipment, after allowing appropriate
values for any miscellaneous accounts. Use for accounting purposes of values
arbitrarily assigned in the purchase agreement would under the circumstances
be contrary to generally accepted accounting principles as expressed in para
graph 91.
.09

Allocation of Purchase Price to Assets Purchased in Bulk

Inquiry—A corporation purchased all the assets of another company con
sisting of inventory (parts and supplies), machinery and equipment, dies,
furniture and fixtures, etc. Detailed schedules supported such assets but no
amounts or values were assigned by the seller.
The corporation has elected to value the inventory at fair market value or
at original cost of the seller, whichever is lower. The records of seller are
available to establish costs. The machinery and equipment, dies and furniture
and fixtures are to be assigned values at estimates so that the total assigned
cost equals the total purchase price. No goodwill is deemed to exist. The assets
are material balance sheet items.
Is this treatment of assigning values for the bulk purchase of assets in
accordance with generally accepted accounting principles?

Reply—Paragraph 68 of Accounting Principles Board Opinion No. 16 states
that a bulk purchase of assets is treated in the same manner as a business
combination under the purchase method. The proper method of allocating costs
to the individual assets in a purchase is discussed in paragraphs 87 through 92
of APB Opinion No. 16.
Paragraph 88(c) indicates that inventories of raw material should be valued
at current replacement cost, while finished goods should be valued at estimated
selling price less cost of disposal and an allowance for a reasonable profit for
the selling effort of the acquiring corporation. While in many cases this will
agree substantially with the cost basis as shown on the records of the seller,
such cost basis should not be used automatically. Further, fair market value to
the purchaser must provide an allowance for the cost of disposal and a normal
profit margin.

If the balance to equal the purchase price is less than the sum of replacement
costs of the machinery and equipment, dies, and furniture and fixtures, the
balance of course should be assigned to such tangible fixed assets on the basis
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of current replacement costs. If, however, such costs do not exhaust the
purchase price, the balance being paid for is presumably for some intangible
asset. If such intangible asset is being recognized, it must be amortized over an
appropriate period not to exceed forty years. [Amended]
.10

Asset Values Stated in Purchase Agreement

Inquiry—Can a purchase agreement, which identifies specific assets of the
acquired company and sets their purchase prices, govern the valuation of these
assets in accounting for a business combination, or must the acquirer adhere
to the valuation principles stated in paragraphs 87 (AC B50.145) and 88 (AC
B50.146) of Accounting Principles Board Opinion No. 16 despite the agree
ment?
Reply—For purposes of recording the business combination, the provisions
of paragraphs 87 (AC B50.145) and 88 (AC B50.146) of APB Opinion No. 16
should be followed and cannot be circumvented by the purchase agreement.

.14

Value of Receivables Purchased Decreased at Closing Date

Inquiry—A purchaser of an enterprise found that the value of the accounts
receivable, included in the total assets to be purchased, had decreased at the
closing date of the agreement. The seller holds the buyer to the original
agreement price for the business.
What is the proper treatment on the books of the purchaser for the excess
paid for accounts receivable?
Reply—A bargained price measures an outlay deemed prudent by the
purchaser at the time of consummating a transaction. The difference in ac
counts receivable should not be written off as a loss immediately. The difference
either represents a claim upon the seller (which could be set up as a receivable)
on the ground that a certain amount of receivables were bargained and not
received, or the excess paid represents additional goodwill, a premium the
purchaser was willing to pay for future profit expectations.

.16

Amortization of Cost of Long-Term Land Leases Acquired

Inquiry—A real estate investment trust, is acquiring substantially all of the
net assets of a company whose principal holdings are improved rental real
estate. The combination is being accounted for as a purchase.
The assets being acquired include several favorable long-term (99 years)
land leases. The amount at which these leases are being recorded was derived
by taking the capitalized economic value of the property as if owned and
subtracting the capitalized value of the lease to arrive at the total economic
value of the lessee’s interest. The depreciated value of the improvements was
then deducted to determine the residual leasehold value of the land.
What would be the period of amortization of the long-term land leases under
these circumstances?
Reply—Any value assigned to the leased property should not exceed the
current appraised value of the property account less its residual value at
termination of the lease (discounted to present value), and reduced by any
favorable (to the sublessee) factors of current subleases. Such value may be
amortized over the life of the lease.

.19

Step Up in Basis of a Company's Assets as a Result of a Change in
Its Ownership

Inquiry—Corporation A purchased the total outstanding stock of Corpora
tion B and elected, under section 338 of the Internal Revenue Code, to treat the
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transaction as a purchase of assets. The effect of the transaction and election
was to increase (step up) the carrying amounts of the assets of Corporation B
to their fair values for tax purposes based on the purchase price (the subsidi
ary’s liabilities plus the amount Corporation A paid for its stock) paid by
Corporation A. Is a similar step up in basis acceptable for financial reporting
purposes?

Reply—APB Opinion No. 16, Business Combinations, provides guidance on
accounting for the purchase of the stock of one company by another in consoli
dated financial statements, and requires that the assets and liabilities of an
acquired company be stated, for that purpose, at their fair values at the date
of acquisition. The authoritative literature does not address the step up of the
carrying amounts of assets in the separate accounts of an acquired company to
reflect the purchase of its stock by another entity or group of stockholders.
However, an AcSEC Issues Paper, “Push Down" Accounting, contains an
advisory conclusion that the values assigned to an acquired company’s assets
and liabilities under APB Opinion No. 16 for consolidated financial statement
purposes in an acquisition involving at least a 90 percent change in ownership
may be used (“pushed down”) in the separate financial statements of the
acquired company. The methods for determining the fair values of the assets
and liabilities in a business combination required to be accounted for as a
purchase are described in APB Opinion No. 16, paragraphs 87 and 88.
.20

Accumulated Depreciation in a Purchase Business Combination

Inquiry—In a purchase business combination, a used market did not exist
for certain plant and equipment to be used, therefore, it was valued at replace
ment cost new less estimated accumulated depreciation in accordance with
APB Opinion No. 16, Business Combinations, paragraph 88, footnote 11. Should
the estimated accumulated depreciation be recorded by the acquirer as a contra
account to the plant and equipment, which would be shown at replacement cost
new?

Reply—No. Replacement cost new less estimated accumulated depreciation
is a method used to approximate the current fair value of a used asset. Only
the net amount should be shown on the balance sheet.
.21

Reduction of Carrying Value of Restricted Long-Term
Equity Securities

Inquiry—Corporation P purchased corporation S for a price substantially
below the fair value of S Corporation’s net assets. The sole assets of Corporation
S are long-term equity securities which are restricted from being sold for a three
year period by a contractual agreement. Should these securities be reduced by
a proportionate part of the excess fair value over cost?

Reply—Yes. APB Opinion No. 16, Business Combinations, paragraph 91,
states that the values assigned to net assets acquired should not exceed the
cost of the acquired company. An excess over cost should be allocated to reduce
proportionally the values assigned to noncurrent assets (except long-term
investments in marketable securities).
FASB Interpretation No. 16, Clarification ofDefinitions and Accounting for
Marketable Equity Securities that Become Nonmarketable, paragraph 6, states
that if a restricted security cannot qualify for sale within one year or market
price quotations are not available for unrestricted shares of the same class, the
security is considered nonmarketable.
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The equity securities owned by Corporation S should be reduced by a
proportionate share of the excess fair value over cost because they are nonmarketable and do not meet the exception in APB Opinion No. 16, paragraph 91.

.22

Negative Goodwill in Unclassified Balance Sheet

Inquiry—APB Opinion No. 16, Business Combinations, paragraph 91, dis
cusses an excess of acquired net assets over cost, which should be allocated to
reduce proportionately the values assigned to noncurrent assets (except for
long-term investments in marketable securities) in determining their fair
values. What is the appropriate accounting in a situation involving an unclass
ified balance sheet?
Reply—The allocation process under APB Opinion No. 16, paragraph 91,
would focus on the nature of the assets regardless of whether a classified or
unclassified balance sheet is presented, and would allocate the excess to long
lived assets, except for investments in marketable securities.

.23

Sale of Parent Stock in Subsidiary to Minority Shareholder

Inquiry—A parent company owns 80 percent and an unrelated minority
owns the remaining 20 percent of a subsidiary. The parent sells 10 percent of
its ownership in the subsidiary to the minority shareholder for an amount in
excess of what the parent paid for that stock.

Would the parent record a gain for the amount received in excess of carrying
value (based on the equity method)? If so, would that gain be eliminated in
consolidation, or remain on the consolidated income statement?
Reply—Authoritative literature does not address this specific situation.
However, Interpretation No. 39 to APB Opinion No. 16, Transfers and Ex
changes Between Companies Under Common Control, states that the acquisi
tion of all or part of the shares held by the minority interest of a subsidiary is
never considered a transaction between enterprises under common control and
should be accounted for as a purchase. Therefore, a transaction in the opposite
direction, i.e., the minority interest acquires the stock of the subsidiary held by
the parent, also should be accounted for as a purchase.
Any amount received by the parent in excess of its carrying value (based on
the equity method) would be recorded as a gain, in the consolidated statements.
The “gain” should be shown as a transfer from consolidated equity to the
minority interest.

.24

Acquisition of Minority Interest

Inquiry—A parent corporation (P) has a wholly-owned subsidiary (S), who
in turn owns 90 percent of another company (C). The remaining 10 percent
(minority interest) is held by stockholders who are outside the corporate
structure. P paid $220,000 to acquire the minority interest shares of C. How
would this acquisition be accounted for by P?
Reply—Interpretation No. 26 of APB Opinion No. 16, Acquisition ofMinority
Interest, states that the acquisition of some, or all of the stock held by minority
stockholders of a subsidiary—whether acquired by the parent, the subsidiary
itself, or another affiliate—should be accounted for by the purchase method.
Thus, purchase accounting applies when (a) a parent exchanges its common
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stock or assets or debt for common stock held by minority shareholders of its
subsidiary, (5) the subsidiary buys as treasury stock the common stock held by
minority shareholders, or (c) another subsidiary of the parent exchanges its
common stock or assets or debt for common stock held by the minority share
holders of an affiliated subsidiary.
Based on the above, P would account for this acquisition by the purchase
method. The $220,000 would be allocated proportionately to 10 percent of the
fair value of the assets and liabilities acquired in the same manner as under
the purchase method described in APB Opinion No. 16, Business Combinations.

[The next page is 7681.]
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.03

Affiliate Acquiring Interest in Company Wholly Owned by Parent

Inquiry—A client owns 45 percent of a foreign holding company, with the
balance owned by unrelated parties. The foreign company wishes to acquire a
65 percent interest in a U.S. operating company. This operating company will
be sold to a U.S. holding company which is presently 100 percent owned by the
client. The selling price will be substantially above the foreign company’s cost.

What method of accounting should be used to reflect these transactions?
Reply—Because the client owns 45 percent of the foreign holding company’s
stock, the equity method of accounting for this investment would be appropri
ate. In APB Opinion No. 18, paragraph 17, the Board concluded that in order
to achieve a reasonable degree of uniformity in application, an investment
(direct or indirect) of 20 percent or more of the voting stock of an investee should
lead to a presumption that, in the absence of evidence to the contrary, an
investor has the ability to exercise significant influence over an investee.
Interpretation 39 to Opinion No. 16 should be followed in accounting for the
“sale” of the 65 percent interest to the U.S. 100 percent owned subsidiary. APB
Opinion No. 16 deals with accounting for business combinations. The interpre
tation discusses transfers and exchanges between companies under common
control, which is similar to this situation.

Interpretation 39 states:
In general, paragraph 5 excludes transfers and exchanges that do not involve
outsiders. For example, a parent company may transfer the net assets of a
wholly owned subsidiary into the parent company and liquidate the subsidiary,
which is a change in legal organization but not a change in the entity. Likewise,
a parent may transfer its interest in several partially owned subsidiaries to a
new wholly owned subsidiary, which is again a change in legal organization
but not in the entity. Also, a parent may exchange its ownership or the net
assets of a wholly owned subsidiary for additional shares issued by the parent’s
partially owned subsidiary, thereby increasing the parent’s percentage of
ownership in the partially owned subsidiary but leaving all of the existing
minority interest outstanding.

Interpretation 39 states, “None of the above transfers or exchanges is
covered by APB Opinion No. 16,” and, “The assets and liabilities so transferred
would be accounted for at historical cost in a manner similar to that in pooling
of interests accounting.” But, the acquisition of all or part of the outstanding
shares held by the minority interest would be accounted for by the purchase
method.

.04

Combination of Related Companies—I

Inquiry—An individual owns two corporations. It is desirable to maintain
only one corporate structure, therefore the brother and sister corporations are
being merged. Would the pooling of interests method be appropriate?
AICPA Technical Practice Aids
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Reply—Paragraph 5 of APB Opinion No. 16 states in part:
The term business combination in this Opinion excludes a transfer by a
corporation of its net assets to a newly formed substitute corporate entity
chartered by the existing corporation and a transfer of net assets or exchange
of shares between companies under common control. . . such as between a
parent corporation and its subsidiary or between two subsidiary corporations
of the same parent.

Accounting Interpretation No. 39 of APB Opinion No. 16 illustrates the
application of paragraph 5, and indicates, “The assets and liabilities so trans
ferred would be accounted for at historical cost in a manner similar to that in
pooling of interests accounting.”
.05

Combination of Related Companies—II

Inquiry—Company A is a real estate holding corporation owning land and
buildings, forty percent of which are occupied by Company B.

The shareholders of Company A are the spouses of two of the three share
holders of Company B. The third shareholder is also related by marriage to the
other two shareholders of Company B and married to the daughter of one of
the shareholders of Company A.
The book value of A’s assets are about ten percent of those of B.
Voting preferred stock was issued to effect the merger of Company A with
Company B. Company B then set up the real estate corporation as a separate
division, mortgaged the property, and used the funds in its operations.
Is the merger of Company A with Company B to be treated as a pooling of
interests or a purchase?

Reply—Paragraph 5 of APB Opinion No. 16, Business Combinations, states,
“The term business combination in this Opinion excludes a transfer by a
corporation of its net assets to a newly formed substitute corporate entity
chartered by the existing corporation and a transfer of net assets or exchange
of shares between companies under common control. . . such as between a
parent corporation and its subsidiary or between two subsidiary corporations
of the same parent.”
Interpretation No. 39 of Opinion No. 16 deals with transfers and exchanges
between companies under common control. The following excerpts are from
that interpretation: “In general, paragraph 5 excludes transfers and exchanges
that do not involve outsiders .... The assets and liabilities so transferred
would be accounted for at historical cost in a manner similar to that in pooling
of interests accounting.” Therefore, even though voting preferred stock was
issued (which would preclude a pooling under paragraph 47b of APB Opinion
No. 16), the merger of A should be treated in a manner similar to a pooling of
interests if the family relationship is such that the companies were deemed to
be under common control. If the family relationship leads to the conclusion that
the companies are not under common control, then the merger would come
under the provisions of APB Opinion No. 16 and purchase accounting would be
required. However, in the absence of evidence to the contrary, the close family
relationship among the stockholders would lead to the conclusion that A and B
are under common control; therefore, Interpretation No. 39 would apply, and
the transaction should be recorded in a manner similar to a pooling of interests.
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.06

Combination of Related Companies—III

Inquiry—The Stock of Parent Company was held by four family members.
Several years ago, the operating assets of two divisions were transferred to two
newly formed corporations, A and B, in exchange for their stock. One family
member exchanged his Parent stock for a minority interest in A and another
exchanged his Parent stock for a minority interest in B.
Early this year, A and B were combined in a pooling of interests transaction,
forming AB. Recently, AB was combined with the original Parent. The 2 family
members holding AB stock will receive stock of Parent. Parent has only one
class of stock.

Would the treatment of the combination of AB and Parent as pooling of
interest be in accordance with APB Opinion No. 16?
Reply—Interpretation No. 39 of APB Opinion No. 16 dealing with business
combinations involving transfers and exchanges between companies under
common control states:
In general, paragraph 5 excludes transfers and exchanges that do not involve
outsiders. For example, a parent company may transfer the net assets of a
wholly owned subsidiary into the parent company and liquidate the subsidiary,
which is a change in legal organization but not a change in the entity. Likewise,
a parent may transfer its interest in several partially owned subsidiaries to a
new wholly owned subsidiary, which is again a change in legal organization
but not in the entity. Also, a parent may exchange its ownership or the net
assets of a wholly owned subsidiary, thereby increasing the parent’s percentage
of ownership in the partially owned subsidiary but leaving all of the existing
minority interest outstanding.

None of the above transfers or exchanges is covered by APB Opinion No. 16.
The assets and liabilities so transferred would be accounted for at historical
cost in a manner similar to that in pooling of interests accounting.
It should be noted, however, that purchase accounting applies when the effect
of a transfer or exchange is to acquire all or part of the outstanding shares held
by the minority interest of a subsidiary (see paragraph 43). The acquisition of
all or part of a minority interest, however acquired, is never considered a
transfer or exchange by companies under common control. (See Interpretation
No. 26 of APB Opinion No. 16, “Acquisition of Minority Interest.”)

The case described involves companies under common control because of
ownership by the parent company and family members, and, therefore, the
combination should be accounted for at historical cost.
.07

Combination of Related Companies—IV

Inquiry—Corporation A acquired Corporation B in an exchange of common
stock. Corporation B is owned by two individuals in the amounts of 60 percent
and 40 percent of the stock issued. Corporation B owned 12 percent of Corpo
ration A before acquisition. The two individuals who own Corporation B, own
stock of Corporation A and, including their beneficial ownership through the
stock which Corporation B owns in Corporation A, they own over 50 percent of
Corporation A.
How would this acquisition be classified and reflected on the records of the
acquiring corporation?

Reply—It is assumed that the interest in Corporation A of each of the two
individuals who own Corporation B are roughly in the same proportion to each
other as is their ownership of Corporation B.
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Paragraph 5 of APB Opinion No. 16 excludes from the definition of a
business combination the transfer of net assets or exchange of shares between
companies under common control. Paragraph 5 seems to apply whether the
common control was exercised by a corporation or by individuals.

Although APB Opinion No. 16 does not address itself to the proper account
ing for a combination of such companies, it would be appropriate to apply the
pooling of interests method. However, certain of the disclosures required for a
pooling of interests in business combinations would not be required for mergers
of companies under common control. Such combinations should reflect gener
ally any costs of acquisition that were incurred by the joint owner, but which
were not reflected on the books of the companies being combined. Interpretation
No. 39 of APB Opinion No. 16 relates to transfer and exchanges between
companies under common control and can be used as a basis for application of
the pooling of interests method.

.08

Acquisition of a Division of Another Company

Inquiry—A company is acquiring a division of another company. APB
Opinion No. 16, paragraph 5, reads in part, “The conclusions of this section
apply equally to business combinations in which one or more companies become
subsidiary corporations, one company transfers its net assets to another, and
each company transfers its net assets to a newly formed corporation.”
Is this transaction excluded from APB Opinion No. 16, and, if not, what
method of accounting should be used?

Reply—The first sentence of APB Opinion No. 16, paragraph 5, states, “This
section covers the combination of a corporation and one or more incorporated
or unincorporated businesses; both incorporated and unincorporated enter
prises are referred to in this section as companies.” The division should be
viewed as an “unincorporated enterprise” because whether the other company
chose to operate under a divisional or parent-subsidiary structure is largely a
matter of management preference and form over substance. Therefore, this
acquisition is covered by APB Opinion No. 16 and the purchase method should
be used.

.09

Pooling of Interest Following Abandonment of Previous Attempt
to Merge

Inquiry—A year ago Company A was acquired by Company B in an exchange
of stock. A condition of this exchange was that Company B would register its
stock with the SEC within one year. If such a registration was not completed,
the shareholders of the two companies would again be separate, autonomous,
and unrelated entities.

Company B was unable to register its stock and the exchange of stock was
subsequently reversed. Company A is now contemplating combining with
another company.

One of the conditions for using the pooling of interest method for business
combinations is stated in paragraph 46 of APB Opinion No. 16 as follows:
Each of the combining companies is autonomous and has not been a subsidiary
or division of another corporation within two years before the plan of combina
tion is initiated.
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Was Company A a subsidiary of Company B?
Reply—Although Company A had been involved in an attempted business
combination which was abandoned after one year, the failure of the transaction
would indicate that the company had not in fact been a division or subsidiary
of another company. Therefore, the requirement of paragraph 46 of APB
Opinion No. 16 would not preclude a subsequent business combination from
being accounted for as a pooling of interest.

.10

Business Combination Following a “Spin-Off”

Inquiry—A company which owns 100 percent of two subsidiaries is consid
ering combining with another company through an exchange of stock. Prior to
any combination, however, the company intends to spin-off to its present
stockholders the capital stock of the two subsidiaries. These two subsidiaries
account for approximately 50 percent of the gross revenue of the combined
enterprise. Would the combination, after the spin-off, qualify as a pooling of
interest or as a purchase under APB Opinion No. 16?
Reply—Paragraph 47c of APB Opinion No. 16 (AC B50.106c) states that in
order to be considered a pooling of interest, “none of the combining companies
changes the equity interest of the voting common stock in contemplation of
effecting the combination either within two years of the date the combination
is initiated or between the dates the combination is initiated and consummated;
changes in contemplation of effecting the combination may include distribu
tions to stockholders and additional issuances, exchanges, and retirements of
securities.”
Therefore, in accordance with paragraph 47c of APB Opinion No. 16 (AC
B50.106c), the transaction must be considered a “purchase.” [Amended June
1995.]
.11

Pooling of Interest Following Acquisition of Treasury Stock

Inquiry—A company has decided that it is over-capitalized and wishes to
acquire treasury shares in order to reduce its capitalization. Assuming that the
number of shares acquired is material as contemplated by the Interpretation
No. 20 of APB Opinion No. 16, will the company be precluded from entering
pooling of interest business combination for a period of two years? If the
company decides to accomplish this reduction in capitalization by a pro rata
redemption of outstanding shares, is it similarly precluded from entering
pooling of interests business combinations for two years?

Reply—Interpretation No. 20 relates to paragraphs 47(c) and (d) of APB
Opinion No. 16.
Paragraph 47(d) states, “Each of the combining companies reacquires
shares of voting common stock only for purposes other than business combina
tions, and no company reacquires more than a normal number of shares
between the dates the plan of combination is initiated and consummated.” In
determining intent, both in subparagraphs (c) and (d) of paragraph 47 and
subparagraph (a) of paragraph 46, it is presumed that a transaction is in
contemplation of the business combination if it occurs within two years prior
to the initiation of the plan.
As stated in the Interpretation to APB Opinion No. 16, paragraph 47(d), this
presumption may be overcome if it is shown that the shares have been or will
be reissued in stock option or other compensation plans or as payments in
purchase combinations. It will also be overcome if the stock is resold prior to
the business combination.
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However, if the stock is not reissued, it should be evident that some of the
stockholders are being paid in cash, rather than receiving stock of the combined
company or that some stockholders have been paid in cash for part of their
stock. APB Opinion No. 16 expressly precludes pooling of interests accounting
when stockholders of either of the combining companies are paid in part by
cash.
The Interpretation of APB Opinion No. 16, paragraph 47(d), lists specific
purposes for acquiring treasury stock which would not prohibit pooling of
interests accounting treatment: stock option or compensation plans, stock
dividends declared, “purchase” business combinations, and resolving existing
contingent share agreements from a prior business combination. Each of these
purposes is similar in that they all include a subsequent distribution of the
stock. In other words, the company is reacquiring the stock for some subsequent
business purpose. “Over-capitalization” as a specific purpose differs from these
examples because the company is not acquiring these shares for a subsequent
business purpose.
Therefore, treasury stock acquisitions to avoid over-capitalization is a
business purpose which will prevent pooling of interests accounting for busi
ness combinations for two years. This assumes that the violation has not been
“cured” by resale of these shares prior to consummation.

A pro rata redemption of shares is, in substance, the same as an acquisition
of treasury stock. Accordingly, the company will also be ineligible to enter
pooling of interests business combinations for two years if it chooses this
method to reduce its capitalization.
Also see the SEC’s Codification of Financial Reporting Policies, Sec. 201.02
(ASRs 146 and 146A).
.12

Exchange of Shares Between Companies Under Common Control

Inquiry—The voting common stock of Corporations A and B are owned by
the same interests but not in the same proportion. In addition, B has outstand
ing nonvoting common stock which is identical to the voting common stock,
except for the voting privilege. None of the holders of the voting stock own
nonvoting stock, although members of their families and family related trusts
are owners of part of the nonvoting stock with the balance being held by key
employees and others. It is proposed that B remain in existence but that all of
its voting stock be acquired by A in exchange for voting stock of A. The nonvoting
stock will not be exchanged.
Based upon current financial statements, the nonvoting interest in B
represents approximately 35 percent of the stockholders’ equity in that corpo
ration and would represent approximately 20 percent of the combined stock
holders’ equity.

What is the proper accounting for the combination of these two companies?
Reply—Paragraph 5 of APB Opinion No. 16 excludes from the term “busi
ness combination” an exchange of shares between companies under common
control. Such a combination, although thus excluded from the provisions of APB
Opinion No. 16, should generally be accounted for in the same manner as a
pooling of interests. Even if the combination of the two companies should be
considered a business combination subject to APB Opinion No. 16, allowing the
nonvoting stock of one of the companies to remain outstanding would not result
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in a business combination being accounted for as a purchase, if all other
conditions indicated use of the pooling method. Interpretation No. 39 of APB
Opinion No. 16 discusses transfers and exchanges between companies under
common control.

.13

Effect on Pooling of Interests of Contingently Issued Shares Held
in Escrow

Inquiry—A client and another company have agreed to a plan of combina
tion which is intended to meet all of the criteria for pooling of interests
accounting.
The client’s attorneys have prepared a preliminary draft of an indemnity
escrow agreement which may provide for deposit in escrow of 30 percent of the
total shares to be issued to affect the combination, to secure, compensate, and
indemnify the issuer regarding breach of certain warranties and other matters
coming within the type of “general management representation” as referred to
in Interpretation 30 of APB Opinion No. 16.

One of the requirements stated in paragraph 47 of APB Opinion No. 16 is:
g.

The combination is resolved at the date the plan is consummated
and no provisions of the plan relating to the issue of securities or
other consideration are pending.

This condition means that (1) the combined corporation does not agree to
contingently issue additional shares of stock or distribute other consideration
at a later date to the former stockholders of a combining company, or (2) the
combined corporation does not issue or distribute to an escrow agent common
stock or other consideration which is to be either transferred to common
stockholders or returned to the corporation at the time the contingency is
resolved.
An agreement may provide, however, that the number of shares of common
stock issued to effect the combination may be revised for the later settlement
of a contingency at a different amount than that recorded by a combining
company.

Interpretation No. 14 of APB Option No. 16 states:
The only contingent arrangement permitted under paragraph 47-g is for
settlement of a contingency pending at consummation, such as the later
settlement of a lawsuit. A contingency arrangement would also be permitted
for an additional income tax liability resulting from the examination of “open”
income tax returns.

Interpretation No. 30 states:
The most common type of contingency agreement not prohibited in a pooling
by paragraph 47g is the “general management representation” which is present
in nearly all business combinations. In such a representation, management of
a combining company typically warrants that the assets exist and are worth
specified amounts and that all liabilities and their amounts have been dis
closed. The contingency agreement usually calls for an adjustment in the total
number of shares exchanged up to a relatively small percentage (normally
about 10%) for variations from the amounts represented, but actual adjust
ments of the number of shares are rare.

Would the 30 percent of the shares to be issued held in escrow preclude the
use of the pooling of interests method?
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Reply—The contingencies coveredin Interpretation No. 14 are more suscep
tible of quantification than those discussed in Interpretation No. 30. The 10
percent referred to in No. 30 should not be viewed as a ceiling if the escrow
shares are earmarked for contingencies, such as those discussed in No. 14.
However, No. 30 also states:
... the contingency agreement is merely a device to provide time for the issuing
company to determine that the representations are accurate so it does not share
risks arising prior to consummation. Although the time required will vary with
circumstances, these determinations should be completed within a few months
following consummation of the combination. In any case, the maximum time
should not extend beyond the issuance of the first independent audit report on
the company making the representations following consummation of the com
bination.

.14

Issuance of Stock for Contingent Earnings Rights of Acquired
Company's Stockholders

Inquiry—Corporation A plans to combine with Corporation B, with A being
the surviving corporation. A will issue its shares of stock to the stockholders of
B. B also has a preexisting obligation to certain of its shareholders who have
certain contingent earnings rights requiring issuance of additional common
stock. Corporation A has agreed to assume this obligation and will issue shares
of its own stock to these stockholders. May this merger be treated as a pooling
of interest?

Reply—The issuance of A’s common shares to the holders of the contingent
earnings rights would not prohibit using the pooling of interests method to
account for the business combination. Issuing common stock for this obligation
is similar to assuming or exchanging common stock for a debt security. There
fore, it would be proper to apply that part of APB Opinion No. 16, paragraph
47, which states, “... a corporation issuing stock to effect the combination may
assume the debt securities of the other company or may exchange substantially
identical securities or voting common stock for other outstanding equity and
debt securities... ”

.15

Pooling of Interests Precluded by Agreement to Redeem Stock

Inquiry—Corporation A, a personal holding company, has an agreement
with its sole shareholder to redeem the corporation’s stock at fair market value
on the date of the shareholder’s death.
Corporation B, whose stock is publicly traded, proposes to merge with A. All
stockholders will exchange their stock for voting common stock in the resulting
Corporation AB.
Assuming that the exchange of stock meets all other requirements for a
pooling of interests, would the assumption of the redemption agreement by AB
negate the pooling under the “contingent bailout” or “planned transaction”
provisions of APB Opinion No. 16?

Also, if pooling is permissible, would the result be changed if AB amended
the agreement to provide a specific redemption price not related to the fair
market value of the stock at the death of A’s shareholder?

Reply—Paragraphs 48a and 48b of APB Opinion No. 16 specify that a
combined corporation may not agree to retire or reacquire any of the common
stock issued to effect the combination or enter into financial arrangements for

§7620.14

Copyright © 1998, American Institute of Certified Public Accountants, Inc.

Applicability of Pooling of Interests Method

7689

the benefit of the former stockholders of a combining company if a business
combination is to be accounted for by the pooling of interests method. Further
more, Interpretation No. 21 of the Opinion states, in part, that the critical factor
in meeting the conditions of APB Opinion No. 16, paragraphs 48a and 48b, is
that the voting common stock issued to effect a business combination remains
outstanding outside the combined corporation without arrangements on the
part of any of the corporations involving the use of their financial resources
to “bailout” former stockholders of a combining company or to induce others
to do so.
These references lead to the conclusion that pooling of interests accounting
would not be permitted under these circumstances despite the preexistent
aspect of the agreement with A’s sole stockholder.

[The next page is 7831.]
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.02

Exchange of Stock on a Share for Share Basis With Different
Stated Values

Inquiry—Corporation A merged with Corporation B, leaving Corporation A
as the survivor. The terms of the merger stated that the shareholders of
Corporation B would exchange their stock on a “share for share basis” for the
stock of Corporation A. The stock of Corporation B has a stated value and was
sold originally at $.05 per share, but the stock of Corporation A has a stated
value of $.10 per share. When Corporation A issued its stock for Corporation
B’s stock on a “share for share basis,” the net effect resulted in Corporation A’s
stock being issued at a discount of $.05 per share.

What is the proper statement presentation for this transaction?
Reply—APB Opinion No. 16, Business Combinations, paragraph 53, states
in part, “The amount of outstanding shares of stock of the combined corporation
at par or stated value may exceed the total amount of capital stock of the
separate combining companies; the excess should be deducted first from the
combined other contributed capital and then from the combined retained
earnings.”

Since the merger was effected by an exchange of stock on a “share for share
basis,” it is assumed that pooling of interests accounting would be appropriate.
Based upon the above quotation, a sufficient amount should be transferred from
the combined other contributed capital and then from the combined retained
earnings in order to reflect A’s capital at the number of shares outstanding
times $.10 per share.

[The next page is 8301.]
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Predecessor/Successor Auditors—continued
.09

Reports on Compiled or Reviewed Financial Statements
Presented With Prior-Period Financial Statements
Compiled, Reviewed, or Audited by a Predecessor
Accountant Who Has Ceased Operations

.10

Successor Accountant's Responsibilities Under SSARSs
When He or She Becomes Aware That Prior-Period
Financial Statements Reported On by a Predecessor
Accountant Who Has Ceased Operations May
Require Revision
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Internal Control
.02

Determining Accuracy of Cash Collections for
Coin-Operated Machines

Inquiry—How can the accuracy of the cash collections be determined for a
chain of laundromats with several thousand machines? The coin-operated
machines do not employ the use of meters, counters, locked boxes, or any other
devices that would provide a basis for control.

Reply—One method to determine if the machines’ receipts are being surren
dered intact is to occasionally fill selected coin-operated machines with marked
coins. The subsequent collections can then be reviewed to make sure the same
coins have been turned in. It may also be possible to correlate revenues with
consumption of water and electricity by these machines. Furthermore, it may
be possible to determine the expected revenues from an installation and the
extent to which the machines are being used by observation of the activities of
selected installations.

.04

Communication With Audit Committee

Inquiry—An auditor has been engaged to perform an audit on a small,
privately-held company. It has only two owners and no audit committee or other
oversight group. Does the auditor have the responsibility to communicate
certain matters to the owners under SAS No. 61, Communication With Audit
Committees?

Reply—SAS No. 61 requires that an auditor communicate certain matters
related to the conduct of an audit to those who have responsibility for oversight
of the financial reporting process. Some of the items that need to be communi
cated relate to the auditor’s responsibility under generally accepted auditing
standards (GAAS), significant accounting policies, management judgments
and accounting estimates, significant audit adjustments, disagreements with
management, etc.
The communications required by SAS No. 61 are applicable to (1) entities
that either have an audit committee or that have otherwise formally designated
oversight of the financial reporting process to a group equivalent to an audit
committee (such as a finance committee or budget committee) and (2) all
Securities and Exchange Commission (SEC) engagements.

Since the company has no oversight group and the engagement is not an
SEC engagement, the auditor has no SAS No. 61 responsibility on this engage
ment.

[The next page is 8491.]
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Section 8220
Sampling
.01

Application of SAS No. 39

Inquiry—When should the auditor apply the audit sampling principles in
SAS No. 39?

Reply—Audit sampling is only one of many tools used by auditors to obtain
sufficient, competent evidential matter to support an opinion regarding finan
cial statements. SAS No. 39 outlines design, selection, and evaluation consid
erations to be applied by the auditor when using audit sampling. As a general
rule, audit sampling can be used—
• in performing tests of controls that provide an audit trail of documen
tary evidence,
• in substantive testing to test details of transactions and balances, and

• in dual purpose tests that test a control that provides documentary
evidence of performance and whether the recorded monetary amount
of transactions or balances is correct.

Thus, the portion of SAS No. 39 pertaining to tests of controls (paragraphs
31 through 42) applies when sampling techniques are used to test the operating
effectiveness of the controls. The portion of SAS No. 39 pertaining to substan
tive tests (paragraphs 15 through 30) applies when sampling techniques are
used to test details of transactions or balances.
SAS No. 39 defines audit sampling as “the application of an audit procedure
to less than 100 percent of the items within an account balance or class of
transactions for the purpose of evaluating some characteristic of the balance or
class.” A key to understanding that definition is the intent of the auditor in
applying the audit procedure. As noted in footnote 1 of SAS No. 39, the auditor
may examine less than 100 percent of the items comprising an account balance
or class of transactions for reasons other than evaluating a characteristic of the
balance or class. For example, the auditor is not performing audit sampling in
the following situations:
• An auditor traces several sales transactions through a client’s account
ing system to gain an understanding of the manner in which transac
tions are processed. SAS No. 39 would not apply because the auditor’s
intent was to gain an understanding of the processing of these transac
tions by the accounting system, not to evaluate a characteristic of all
sales transactions processed by the accounting system.

• The auditor might examine several large sales invoices that comprise
a significant portion of the account balance and leave the remaining
portion of the balance untested or test the remaining items by other
means, such as the application of analytical procedures. Again, SAS No.
39 does not apply because the auditor does not intend to evaluate all
items in the account balance based on the examination of the large
items.
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Another consideration in determining whether SAS No. 39 is applicable to
circumstances in which an auditor examines less than 100 percent of the items
comprising an account balance or class of transactions is the purpose of the test
being applied. If he intends to project the test results to the entire account
balance or class of transactions for the purpose of evaluating a characteristic
of the balance or class, the auditor should follow the guidance in SAS No. 39.
For example, if the auditor intends to examine selected sales invoices to draw
a conclusion as to whether sales are overstated, he should apply audit sampling
as described in SAS No. 39—he intends to draw a conclusion about all sales.
On the other hand, if the auditor selects several large sales invoices for certain
audit tests and then applies analytical procedures to the remaining invoices,
he is not sampling according to SAS No. 39—his examination of the large items
is not intended to lead him to a conclusion about the other items. In that case,
any conclusion about whether sales are overstated would be based on the
combined results of the test of large sales invoices, inquiry and observations,
analytical procedures, and other auditing procedures performed related to
overstatement of sales.

In determining whether SAS No. 39 applies to a given audit procedure, the
auditor should also consider the population in which he is interested. The
auditor might choose to divide a single reporting line on the financial state
ments into several populations. For example, accounts receivable might be
divided into wholesale receivables, retail receivables and employee receivables.
Each of these populations can be tested using a different audit strategy. The
sampling concepts in SAS No. 39 apply only to populations for which audit
sampling is used. Use of audit sampling on one population does not mandate
its use on remaining populations.
.03

Adequate Size for Nonstatistical Samples

Inquiry—Is there a rule-of-thumb for determining an adequate size for
nonstatistical samples for substantive audit tests?

Reply—There is no rule-of-thumb that is appropriate for all applications.
SAS No. 39 imposes no requirement to use quantitative aids, such as sample
size tables, to determine sample size. Nor does SAS No. 39 impose a rule
regarding minimum sample size. Just as before the issuance of SAS No. 39,
judgment is the key. Auditors often use benchmarks or starting points such as
sample sizes used in prior years or in similar circumstances in other audit
engagements in determining what sample size is appropriate for a given
sampling application. Paragraph 23 of SAS No. 39 lists factors that influence
the auditor’s judgment in determining sample size. Those factors include—

• Tolerable misstatement allowable.
• The risk of incorrect acceptance.
• The characteristics of the population (e.g., the variability of the amounts
of items in the population and the expected misstatement in the
population).

If the auditor considered factors such as these in determining sample size
in prior years or in other engagements, there may be no reason to believe that
sample sizes based on these benchmarks or starting points are inadequate.
Individual firms or auditors often prefer to set their own rules regarding a
benchmark or starting point for determining sample size. SAS No. 39 does not
prohibit such policies. It merely alerts the auditor to factors he should consider
in judging the adequacy of sample size.
§8220.03
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Documentation Requirements of SAS No. 39

Inquiry—Does SAS No. 39 impose any new documentation requirements?
Reply—No, SAS No. 39 contains no new specific documentation require
ments. The documentation standards set forth in the statements on auditing
standards dealing with documentation apply to audit sampling applications
just as they apply to other auditing applications. For example, SAS No. 22,
Planning and Supervision, states that the auditor should prepare a written
audit program and SAS No. 41, Working Papers, requires the auditor to prepare
working papers that record the work that the auditor has done and the
conclusions that he has reached concerning significant matters. Thus, with
regard to audit sampling applications, the auditor’s audit program might
document such items as the objectives of the sampling application and the audit
procedures related to those objectives. The auditor’s record of the work per
formed might include—

• The definition of the population and the sampling unit, including how
the auditor considered completeness of the population.
• The definition of misstatement.
• The method of sample selection.
• A list of misstatements identified in the sample.
• An evaluation of the result of the sampling application.

• Conclusions reached by the auditor.
.

05

Methods to Select Representative Sample

Inquiry—What are some selection methods that can be used to select a
representative sample?
Reply—There is no requirement in SAS No. 39 that random sampling
selection methods be used. Representative sampling methods used by auditors
include—

• Haphazard sampling.
• Systematic sampling.

• Random-number sampling.

Haphazard sampling consists of selecting sampling units without any
conscious bias, that is, without any special reason for including or omitting
items from the sample. Haphazard sampling does not imply that units can be
selected in a careless manner. Rather, a haphazard sample is selected in a
manner that can be expected to be representative of the population. For
example, where the physical representation of the population is a file cabinet
drawer of vouchers, a haphazard sample of all vouchers processed for the year
19XX might include any of the vouchers that the auditor pulls from the drawer,
regardless of each voucher’s size, shape, location, or other physical features.
The auditor using haphazard selection should be careful to avoid distorting the
sample by selecting, for example, only unusual or physically small items or by
omitting items such as the first or last items in the physical representation of
the population.
Systematic sampling consists of determining a uniform interval, and one
item is selected throughout the population at each of the uniform intervals from
the starting point.
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Random-number sampling entails matching random numbers generated by
a computer or selected from a random-number table with, for example, docu
ment numbers.

Another method sometimes used in practice is block sampling. Block sam
pling consists of selecting groups of sequential transactions (for example, all
vouchers processed on several selected dates). Using block samples may be
inefficient because in order for a block sample to be adequate to lead to an audit
conclusion, a relatively larger number of blocks should be selected. If an auditor
decides to use block sampling, he should exercise special care to control
sampling risk in designing his sample.

[The next page is 8521.]
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Section 8310
Evidential Matter: Securities
.02

Confirmation of Securities Held in Street Name

Inquiry—A CPA firm has been engaged to perform the initial audit of a
pension plan and trust. Most of the trust assets are investments held in street
name by a brokerage house. Some negotiable bearer bonds, held in a bank, are
in denominations not traceable to the trust account since the bond may
represent investments by more than one customer. In addition to its monthly
account statements the broker will certify details and ownership of investments
at the statement date and will permit examination of certain of its internal
records. The bank will also certify details and ownership of investments held
for the trust.
Would the fact that the securities are held in “street name” and in some
cases in denominations which cannot be traced to the trust’s account preclude
obtaining sufficient competent evidential matter on which to base an opinion
on the financial statements of the pension plan and trust?

Reply—Statement on Auditing Standards No. 31 discusses evidential mat
ter. Physical inspection and count of the securities in this case appear to be
impracticable; therefore, evidential matter concerning the securities would
presumably consist primarily of confirmations received from the brokerage
houses and other financial institutions which have possession of the securities.
Whether or not confirmations would represent sufficient evidence is really a
matter for the auditor’s professional judgment. [Amended]

[The next page is 8571.]
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Section 8320
Evidential Matter: Inventories
.01

Reliance on Observation of Inventories at an Interim Date

Inquiry—Although its fiscal year ends on March 31, a client has always
counted its physical inventory on December 31. The March 31 ending inventory
has always been calculated by the gross profit method which has proven over
the past to be quite accurate. No perpetual inventory records are kept.
Can the auditor rely on an observation of inventory that takes place three
months prior to the balance sheet date?
Reply—SAS No. 1, section 331, Receivables and Inventories, paragraphs
9-12, discusses evidential matter regarding inventories. SAS No. 1, section 331,
paragraph 10, states, “When the well-kept perpetual inventory records are
checked by the client periodically by comparisons with physical counts, the
auditor’s observation procedures usually can be performed either during or
after the end of the period under audit.” SAS No. 1, section 331, paragraph 12,
states in part, "... it will always be necessary for the auditor to make, or
observe, some physical counts of the inventory and apply appropriate test of
intervening transactions.”
Normally, observing an inventory-taking on December 31 when a client has
a March 31 year-end and perpetual records are used as the basis of the March
31 inventories, would present no unusual problems since the tests of interven
ing transactions referred to in SAS No. 1, section 331, paragraph 12, usually
can be readily applied. However, if the client keeps no perpetual records of
inventory, the tests of the intervening transactions would, in effect, cause the
auditor to create the perpetual records as a basis for the March 31 inventory.

.02

Observation of Physical Inventory on a First Audit

Inquiry—A company maintains large inventories of tractor parts in five
different locations. The quantities of each part may be quite small, averaging
six or seven pieces; but there are approximately 5000 different parts on hand,
some as much as twenty years old. The company has been taking complete
physical inventories at the end of each year. In the past, the parts inventories
have been valued at the current catalogue prices.
A CPA has been engaged to perform the company’s first audit. What
procedures may be followed in establishing the value of the parts inventory?

Reply—It would appear necessary under sections SAS No. 1, section 331,
Receivables and Inventories, paragraphs 1 (AU 331.01) and 9 (AU 331.09), and
SAS No. 58, Reports on Audited Financial Statements, paragraphs 40 through
44 (AU 508.40 through .44), that the auditor observe the client’s count of the
parts inventory. Presumably tests should be made in each of the five locations.
Inventory pricing should be based on historical cost, rather than current
selling price. While it may not be practicable to determine cost individually for
the large number of parts on hand, it might be appropriate to determine the
ratio of cost to catalogue price to obtain an approximation of the cost of current
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inventory. Also, some allowance, based on experience, should be made for
obsolescence. Presumably a part will have little current value if there is a
probability it will not be sold within five years. Costs of warehousing items for
such a period may often approach the discounted value of the sales price.

Based upon observations and upon discussions with the client’s employees,
the auditor may be able to obtain some impressions as to the reliability of the
earlier inventories. This would be supported by a comparison of this year’s
inventory with the prior year’s, and by knowledge of sales and production in
the current year. [Amended]
.03

Cost of Inventories Acquired from Principal Stockholder

Inquiry—A corporation purchased merchandise from a stockholder who
owns 99 percent of the corporation’s stock and executed a chattel mortgage in
favor of the stockholder. The merchandise was acquired by the stockholder
prior to the formation of the corporation.

How can the CPA be sure the purchase price of this merchandise is reasonable?
Reply—The “seller’s” cost can be ascertained through the examination of his
cost records, invoices, etc., and comparing his total cost with the selling price
to the corporation. Also, the taking of inventory can be observed and verified
against physical quantities and classifications of inventory, against transfer
documents and against the transferor’s cost records and invoices. If the latter
records are not available, the auditor can price the inventory at the current
replacement cost which can be obtained by reference to recent invoices, com
munication with suppliers, or references to recent merchandise catalogs.
A basic consideration in this case is the fact that, upon incorporation, there
is a continuance of beneficial interest in the inventory transferred and in the
proceeds from its eventual disposition by virtue of the chattel mortgage and the
99 percent stock ownership. Accordingly, the transferor’s cost should be carried
over and continued on the books of the newly organized corporation.

.04

Reliance on Estimates of Coal Inventories by Experts

Inquiry—An electric utility maintains a large stockpile of coal. The auditors
rely on the calculations of an engineering firm in their test of this inventory.
The amount of coal by weight is estimated by multiplying the volume of the
coal pile, calculated in cubic feet, by the estimated average density of the coal,
measured in pounds per cubic foot. The calculated amount is then compared
with the utility’s perpetual inventory records, and, if the variance is not
considered material, the perpetual inventory is accepted as the accurate
amount.

Because of the uncertainties involved in this method, particularly in the
estimation of the average density of the coal, the engineers are reluctant to
render an opinion on the amount of coal on hand. Other methods of calculating
the amount of coal such as the “two coal-pile” theory are uneconomical.

In all cases, this inventory is a material item in the accounts of the utility.
What alternative auditing procedures might be used in these circumstances?
Reply—While a slight change in density of the coal might result in a change
in computed quantity of coal on hand, the effect would most likely not be
material in relation to the balance sheet or statement of operations of the utility
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company. Perhaps, using the criteria of statistical sampling, the engineers
would be willing to state that there is a X% probability that the quantity of coal
is a certain amount plus or minus X% (or some other measure of variability).

.05

Dates of Observation of Inventories Which Are Kept on
Perpetual Records

Inquiry—A retail dealer in tires and tubes has twenty-two stores. Each
month the dealer takes inventory at two stores. The dealer’s auditor has
observed the inventory taking at ten locations. To avoid the need for extra help
at year end, January 31, the auditor proposes to visit the remaining locations
shortly after December 31 and:

• Count the tires on hand at that time
• Reconcile the count back to the daily report at December 31.

Do the above described procedures constitute an adequate observation of
inventories?
Reply—Section 331.09-.14 of Statement on Auditing Standards No. 1 dis
cusses evidential matter for inventories. Section 331.10 states:
When the well-kept perpetual inventory records are checked by the client
periodically by comparisons with physical counts, the auditor’s observation
procedures usually can be performed either during or after the end of the period
under audit.

Presumably the dealer has the necessary perpetual records which allow the
taking of inventory at two stores each month during the year. Therefore, the
proposed procedures would be acceptable and meet the requirement for inven
tory observation.
.

06

Observation of Consignment Inventories Stored in
Public Warehouse

Inquiry—Corporation A sells supplies and equipment for manufacturing
jewelry. Silver on consignment from a supplier is kept in a vault adjacent to
where Corporation A keeps its silver inventory. The supplier employs an
independent warehouse firm to protect the consigned silver. The bonded
employee of the warehouse firm has sole access to the consignment silver and
performs the duties of warehouse manager for Corporation A. The warehouse
firm pays the salary of the bonded employee but is reimbursed by Corporation
A. Since the possibility for substitutions between Corporation A’s silver inven
tories and the consignment silver exists, the auditors of Corporation A, in
conducting a physical observation of Corporation A’s silver inventories, also
want to conduct a physical observation of the consignment silver. Is it necessary
for the auditors of Corporation A to observe the consignment silver?

Reply—SAS No. 1, section 331.14, and SAS No. 1 section 901.24-.28 (as
amended by SAS No. 43) deal with controls and auditing procedures for owner’s
goods stored in public warehouses. Section 901.28 makes reference to section
331.14 which provides that obtaining direct confirmation from the custodian is
acceptable, except that supplemental procedures are to be applied in cases
where such inventories represent a significant proportion of the client’s current
assets or total assets. Among the steps recommended for the auditor to follow,
to the extent considered necessary, is the observation of physical counts of the
goods wherever practicable and reasonable.
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Because of the relationship which Corporation A has with the warehouse
and the bonded employee, and the possibility for substitutions of inventory
between Corporation A and the supplier, the auditors should observe the
consignment inventory and Corporation A’s inventory at the same time.
[Amended]

[The next page is 8671.]
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Section 8330
Evidential Matter: Fixed Assets
.01

Verification of Real Estate Ownership

Inquiry—What procedures may be followed in the verification of real prop
erty accounts? Is it sufficient to examine the documents involved in the
purchase of the property, to examine the real estate tax bills, and to communi
cate with the holders of any mortgages or trusts secured by the property?
Should the client be required to assume the expense of a title search by an
attorney?

Reply—It is generally conceded that examination of public records which
contain the history of transactions relating to realty, as well as the current
status of that property, is normally the function of an attorney or title company
rather than that of an auditor. Accordingly if it is feasible for the client to obtain
a letter from an attorney or title company which defines the interest the
company holds in the land based upon a title search, this appears to be the best
evidence available as to title and encumbrances.

If this procedure is too costly, then the following other audit procedures may
supply sufficient indicia of title as to enable the auditor to assume that the
client does, in fact, own the land subject to named liens.
1.

Compare legal description of land found in deed with that found in
the title insurance policy, abstract of deed, tax receipts, etc.

2.

Verify current payment of carrying expenses of land in question, such
as insurance premiums, tax payments, payments to mortgagee, etc.

3.

Examine any rent receipts which may show evidence of continuing
ownership.

4.

Visit the land in question, if this is practicable.

5.

Request an attorney’s letter describing any conveyances or encum
brances of real property that may have been effected during the
period covered in the audit, as well as his opinion regarding present
status of title.

6.

Obtain statement from client as to condition of title and encum
brance.

7.

Check municipal or county records for evidence of ownership.

Use of a property map in connection with undertaking these procedures would
also be helpful.

.02

Examination of Assets of a Rental Company

Inquiry—A lessor is in the business of leasing autos, large trucks, tractors,
and trailers. Is it necessary for the auditors to make physical observations of
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the rolling stock which is scattered across the country? What other audit
procedures might be employed in the verification of this equipment? Must the
titles to all equipment be examined?

Reply—It is not necessary, unless some extraordinary situation or circum
stances were brought to light, to examine titles to all the equipment. Random
test verifications of title certificates or proper registration of vehicles should be
made. The fact that the client is receiving rent for the vehicles and is currently
making payments on its time-purchase contracts would also be verified in
regular course. Any tax and insurance payments which the client is required
to make in connection with the vehicles can be checked. Also, test confirmations
of possession of vehicles with the lessee should be made. Audit responsibility
would not necessarily extend to physical observation of the equipment at its
numerous shifting locations.

[The next page is 8731.]
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Section 8340

Evidential Matter: Confirmation Procedures
.03

Confirmation of Balances Due on Loans

Inquiry—A bank arranges mortgage loans whereby the borrower instructs
the bank to make payments to the contractor or developer. Payment booklets,
which specify the periodic amounts due, are sent twice yearly to the borrower.
In addition, each borrower receives an annual statement which shows his total
yearly payments as well as the various yearly charges. Many of the debtors are
unable to verify the correctness of the accrued charges and are unable to check
the outstanding balances of their loans because of the complex interest rates.
How can these loan balances be confirmed when the debtor cannot determine
the total amount of the debt?

Reply—While the debtor may not be able to calculate the balance of the loan
due, there are details of the loan which he should know and which can be
confirmed. A request that the debtor confirm the original amount of the loan
and the payments he has made would properly serve the purpose of a confir
mation. Confirmation of the interest rate might also be requested as this affects
the balance of the loan and should be known by the debtor.
.09

Insurance Claims

Inquiry—Should a CPA communicate with an insurance company, or the
insurance company’s attorneys, when trying to obtain evidence about insured
claims outstanding against a client?

Reply—The CPA should obtain evidence about claims outstanding (1) from
the client and (2) by communicating with the client’s lawyer in accordance with
SAS No. 12, Inquiry of a Client’s Lawyer Concerning Litigation, Claims, and
Assessments (AU 337). The CPA may encounter situations where neither the
client nor the client’s lawyer is able to provide sufficient information regarding
outstanding claims handled by insurance companies. In those situations, he or
she may consider communicating directly with the insurance company or its
attorneys appropriate. [Amended]

.10

Letter of Inquiry to Client's Attorney

Inquiry—When a CPA requested a client to send a letter of inquiry to the
client’s attorney, the client objected because the attorney would charge for
answering the letter of inquiry. The client also believed that an inquiry about
legal matters was not necessary because it had not used the services of its
attorney in the current year for any matters concerning litigation, claims or
assessments. Rather, the client paid fees to its attorney in connection with other
matters such as corporate registrations. Do generally accepted auditing stand
ards require that a letter of inquiry be sent to the attorney?

Reply—No. SAS No. 12, Inquiry of a Client’s Lawyer Concerning Litigation,
Claims and Assessments (AU 337), requires that a letter of inquiry be sent to
those attorneys with whom management consulted concerning litigation,
claims, and assessments. The auditor should obtain evidence about manage
ment’s assertions by reviewing invoices received from the attorney and related
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cash disbursements and correspondence files. If information contrary to man
agement’s assertion is discovered, the auditor should request management to
send an inquiry letter to the attorney. Further, the auditor should consider the
effects of the erroneous assertion on the ability to rely on other management
representations.

In situations where no letter of inquiry is sent to the client’s attorney, the
auditor should consider including in the client representation letter a specific
representation that no attorney had been consulted regarding litigation,
claims, and assessments. [Amended]

.11

Receivables in Cash Basis Financial Statements

Inquiry—If accounts receivable and escrow balances are included in modi
fied cash basis financial statements, should the accounts receivable and escrow
balances be confirmed?
Reply—The generally accepted auditing standards, including confirmation,
that apply to financial statements prepared in conformity with generally
accepted accounting principles apply to modified cash basis financial state
ments.

[The next page is 8991.]
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Section 8900
Predecessor/Successor Auditors
.01

Communications Between Predecessor Accountant and
Successor Auditor

Inquiry—An accountant is engaged to audit the current year’s financial
statements of a company. In the prior year, the company’s financial statements
were reviewed by another accountant. Is the successor auditor required to
communicate with the predecessor accountant?

Reply—No. SAS No. 84, Communications Between Predecessor and Succes
sor Auditors (AU 315), footnote 3, states “When the most recent financial
statements have been compiled or reviewed in accordance with the AICPA
Statements on Standards for Accounting and Review Services, the accountant
who reported on those financial statements is not a predecessor auditor.
Although not required by this Statement, in these circumstances the successor
auditor may find the matters described in paragraphs 8 and 9 useful in
determining whether to accept the engagement.”

.02

Communications Between Predecessor and Successor Auditors

Inquiry—A client has decided to restate, for comparative purposes, the
statement of changes in financial position reported on by the predecessor
auditor to a statement of cash flows. The predecessor’s audit report will not be
presented.
(1) Must the successor auditor notify the predecessor auditor as part of
his or her procedures to prepare or evaluate restatements permitted
or mandated by new accounting standards?
(2) How will the restatement affect the successor auditor’s report?

Reply—SAS No. 84, Communications Between Predecessor and Successor
Auditors, paragraph 21 (AU 315.21), states:
If during an audit, the successor auditor becomes aware of information that
leads him or her to believe that financial statements reported on by the
predecessor auditor may require revision, the successor auditor should request
that the client inform the predecessor auditor of the situation and to arrange
for the three parties to discuss this information and attempt to resolve the
matter.

In cases where revisions result from an accounting change required or
permitted by a new FASB or AICPA Pronouncement, the successor auditor is
not required to consult with the predecessor auditor. However, the successor
may find that communication with the predecessor auditor is desirable in order
to obtain any additional information and/or workpapers that may be needed to
prepare or evaluate the restatement. To maintain audit efficiency, such com
munications may be made as part of the successor auditor’s routine request for
review of selected workpapers.
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SAS No. 58, Reports on Audited Financial Statements, paragraph 83, as
amended by SAS No. 64, Omnibus Statement on Auditing Standards—1990
(AU 508.83), provides guidance for the form and content of the successor
auditor’s report when the prior period statements have been restated. Addi
tional language may also be included if the successor auditor wishes to com
ment on the appropriateness of the restatement. Additional illustrations may
be found in the AICPA Financial Report Survey, “Illustrations of Departures
From the New Standard Auditor’s Report on Financial Statements of Business
Enterprises” (June 1990), pages 49-50.

.03

Communications With a Predecessor Auditor Who Has
Ceased Operations1

Inquiry—SAS No. 84, Communications Between Predecessor and Successor
Auditors, paragraph 3, requires a successor auditor to attempt certain commu
nications with the predecessor auditor prior to acceptance of an engagement.
How should a successor fulfill this responsibility when the predecessor has
ceased operations?

Reply—Even when the predecessor has ceased operations, SAS No. 84
obligates a successor to attempt certain communications with the predecessor
prior to acceptance of an engagement. The successor should attempt the
required communications, about matters that the successor believes will assist
him or her in determining whether to accept the engagement, with the individ
ual who had final responsibility for the audit (for example, the engagement
partner). If the successor is unable to communicate with that individual or
receives a limited response, the successor should consider the implications in
deciding whether to accept the engagement.

.04

Unavailability of the Working Papers of a Predecessor Auditor Who
Has Ceased Operations

Inquiry—A successor auditor must obtain sufficient competent evidential
matter to afford a reasonable basis for expressing an opinion on the financial
statements under audit. The successor’s audit may be facilitated by reviewing
the predecessor auditor’s working papers. What is the effect on the successor’s
audit when the working papers of a predecessor who has ceased operations are
not available for review?

Reply—Sufficient competent evidential matter to afford a reasonable basis
for expressing an opinion on the financial statements includes sufficient evi
dence about matters of continuing audit and accounting significance, such as
beginning balances, consistency in the application of accounting principles and
contingencies. When the working papers of a predecessor who has ceased
operations are not available, the evidence normally obtained by reviewing the
working papers must be obtained by performing other audit procedures. If the
successor is unable to obtain sufficient competent evidential matter to express
an opinion on the financial statements, the successor should qualify or disclaim
an opinion because of the inability to perform procedures that the successor
considers necessary in the circumstances, not because of the unavailability of
the predecessor’s working papers.
1 SSARS 4, Communication Between Predecessor and Successor Accountants, provides guidance
to a successor accountant who decides to communicate with a predecessor accountant regarding
acceptance of an engagement to compile or review the financial statements of a nonpublic company.
In situations in which the predecessor has ceased operations and the successor decides to engage in
such communications, the guidance in this paragraph may be useful.
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.05

Significant Audit Procedures Performed by a Predecessor Auditor
Who Has Ceased Operations

Inquiry—If a predecessor auditor has performed significant audit proce
dures, such as the observation of inventory or the confirmation of accounts
receivable, and subsequently has ceased operations, to what extent may this
work be used by the successor auditor?
Reply—Because a report on the financial statements has not been issued by
the predecessor and the successor cannot complete the procedures required by
SAS No. 1, section 543, Part ofAudit Performedby Other Independent Auditors,
the successor can neither assume responsibility for the work of the predecessor
nor issue a report that reflects divided responsibility for the audit, as described
in SAS No. 1, section 543. The successor must perform audit procedures
sufficient to afford a reasonable basis for an opinion on the financial statements
under audit. However, review of the predecessor’s working papers may have
an effect on the nature, timing and extent of those procedures.

.06

Successor Auditor Becomes Aware of Information That Leads
Him or Her to Believe That Financial Statements Reported On by
a Predecessor Auditor Who Has Ceased Operations May Be
Materially Misstated

Inquiry—What actions should a successor auditor take when he or she
becomes aware of information that leads him or her to believe that financial
statements reported on by a predecessor auditor who has ceased operations
may be materially misstated?
Reply—When the successor becomes aware of information that leads him
or her to believe that the financial statements reported on by a predecessor who
has ceased operations may be materially misstated, the successor should advise
management of the information and request that management determine
whether the financial statements require restatement. In making such a
determination, management may find it useful to discuss the information with
the individual who had final responsibility for the audit of those financial
statements (for example, the engagement partner). If management determines
that the financial statements require restatement, the successor should request
that management disclose the information to the party responsible for winding
up the affairs of the predecessor firm. The successor also should request that
management consider whether action should be taken to prevent future reli
ance on the financial statements.
If, in the successor’s judgment, management does not respond appropriately to
his or her requests, the successor should advise the audit committee, or others with
equivalent authority and responsibility, regarding the information and manage
ment’s response. If, in the successor’s judgment, the audit committee does not
respond appropriately to his or her communication, the successor should consider
resigning as the entity’s auditor. The successor would be well advised to consult
with his or her attorney in determining an appropriate course of action.
.07

Reports on Audited Financial Statements Presented With PriorPeriod Financial Statements Audited by a Predecessor Auditor
Who Has Ceased Operations

Inquiry—If the prior-period financial statements audited by a predecessor
auditor who has ceased operations are presented for comparative purposes with
current-period audited financial statements, how is the successor auditor’s
report affected?
AICPA Technical Practice Aids
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Reply—The answer depends on (1) whether the prior-period financial state
ments have been restated and (2) whether the entity files annual financial
statements with the Securities and Exchange Commission (SEC).

a.

If the prior-period audited financial statements are unchanged, the
successor should indicate in the introductory paragraph of his or her
report (1) that the financial statements of the prior period were
audited by another auditor, (2) the date of the predecessor’s report,
(3) the type of report issued by the predecessor, and (4) if the report
was other than a standard report, the substantive reasons therefor.
SAS No. 58, Reports on Audited Financial Statements, paragraph 74,
indicates that the successor should not name the predecessor in the
report. An example of the reference that would be added to the
introductory paragraph of the successor’s report is presented below.
The financial statements of ABC Company as of December 31,
19X1, were audited by other auditors whose report dated March
31,19X2, expressed an unqualified opinion on those statements.

A reference to the predecessor’s report should be included even when
the predecessor’s report on the prior-period financial statements is
reprinted and accompanies the successor’s report, because reprinting
does not constitute reissuance of the predecessor’s report in accord
ance with SAS No. 58, paragraph 71.
b.

If the prior-period financial statements have been restated, the suc
cessor should follow the guidance in the preceding point a, indicating
that the predecessor reported on the financial statements of the prior
period before restatement. In addition, the successor should consider
the guidance in paragraph .06.

If the successor is engaged to audit and applies sufficient procedures
to satisfy himself or herself as to the appropriateness of the restate
ment adjustments, the successor may report on the adjustments in
accordance with the guidance in SAS No. 58, paragraph 74 (AU
508.74). In determining the nature, timing and extent of procedures,
the successor should consider that a predecessor who has ceased
operations cannot perform the procedures to evaluate the appropri
ateness of the restatement adjustments as described in SAS No. 1,
section 561, Subsequent Discovery ofFacts Existing at the Date of the
Auditor’s Report.

If the successor does not perform sufficient procedures to satisfy
himself or herself as to the restatement adjustments, the note to the
financial statements describing the restatement adjustments should
be marked unaudited.
c.

§8900.07

If the entity files annual financial statements with the SEC, the SEC
staff has indicated that, in annual reports (on Form 10-K and to
shareholders), the predecessor’s report on the prior-period financial
statements should be reprinted with a legend, in lieu of the manual
signature, indicating (1) that the report is a copy of the report issued
by the predecessor and (2) that the predecessor has discontinued
performing auditing and accounting services, and, if applicable, that
it has filed for protection from creditors under the Bankruptcy Code.
A sample legend, for cases in which the predecessor has filed for
bankruptcy, is presented below.
Copyright © 1998, American Institute of Certified Public Accountants, Inc.

Predecessor/Successor Auditors

8995

The report that appears below is a copy of the report issued by
the company’s previous independent auditor [name of firm].
That firm has filed for protection from creditors under Chapter
11 of the Bankruptcy Code on [date], and has discontinued
performing auditing and accounting services.
The successor should refer to the predecessor’s report in his or her
report, as described in the preceding point a. If the prior-period
financial statements have been restated, the SEC staff has indicated
that it is ordinarily sufficient for the successor to audit only the
restatement adjustments and report on them in accordance with the
guidance in the preceding point b; in unusual circumstances, the
restated prior-period financial statements may have to be audited.

8

.0

Reports on Audited Financial Statements of a Nonpublic Entity
Presented With Prior-Period Financial Statements Compiled
or Reviewed by a Predecessor Accountant Who Has
Ceased Operations

Inquiry—If the prior-period financial statements that have been compiled
or reviewed by a predecessor accountant who has ceased operations are pre
sented for comparative purposes with current-period audited financial state
ments, how is the successor auditor’s report affected?

Reply—The answer depends on whether the prior-period financial state
ments have been restated.
a.

If the prior-period financial statements are unchanged, the succes
sor’s report should make reference in a separate paragraph to the
predecessor’s report on the prior-period financial statements. This
paragraph should include (1) a statement of the service performed in
the prior period, (2) a statement that the predecessor has ceased
operations, (3) the date of the report on the service performed, (4) a
description of any modifications of that report, and (5) a statement
that the service was less in scope than an audit and does not provide
the basis for the expression of an opinion on the financial statements
taken as a whole. Reference to the predecessor’s report should not
include the name of the predecessor. Examples of additional para
graphs for compiled and reviewed prior-period financial statements
are presented below.
Compiled Prior Period Financial Statements

The 19X1 financial statements were compiled by other account
ants who have ceased operations, and their report thereon, dated
February 1, 19X2, stated they did not audit or review those
financial statements and, accordingly, express no opinion or
other form of assurance on them.
Reviewed Prior-Period Financial Statements
The 19X1 financial statements were reviewed by other account
ants who have ceased operations, and their report thereon, dated
March 1, 19X2, stated they were not aware of any material
modifications that should be made to those statements for them
to be in conformity with generally accepted accounting princi
ples. However, a review is substantially less in scope than an
audit and does not provide a basis for the expression of an
opinion on the financial statements taken as a whole.
AICPA Technical Practice Aids
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h.

.09

If the prior-period financial statements have been restated, the re
stated prior-period financial statements should be compiled, re
viewed, or audited and reported on accordingly. In addition, the
successor should consider the guidance in paragraph .06.

Reports on Compiled or Reviewed Financial Statements Presented
With Prior-Period Financial Statements Compiled, Reviewed, or
Audited by a Predecessor Accountant Who Has Ceased Operations

Inquiry—If prior-period financial statements that have been compiled,
reviewed, or audited by a predecessor accountant who has ceased operations
are presented for comparative purposes with current-period compiled or re
viewed financial statements, how is the successor accountant’s report affected?

Reply—The answer depends on whether the prior-period financial state
ments have been restated.
a.

If the prior-period financial statements were compiled or reviewed
and are unchanged, the successor should add a paragraph to his or
her report on the current-period financial statements that includes
(1) a statement that the financial statements of the prior period were
compiled or reviewed by another accountant who has ceased opera
tions, (2) the date of the predecessor’s report, (3) a description of the
standard form of disclaimer or limited assurance, as applicable,
included in the report, and (4) a description or a quotation of any
modifications of the standard report and of any paragraphs empha
sizing a matter regarding the financial statements. Reference to the
predecessor’s report should not include the name of the predecessor.
Examples of additional paragraphs for compiled and reviewed prior
period financial statements are presented below.
Compiled Prior-Period Financial Statements

The 19X1 financial statements of XYZ Company were compiled
by other accountants who have ceased operations and whose
report dated February 1,19X2, stated that they did not express
an opinion or any other form of assurance on those statements.
Reviewed Prior-Period Financial Statements

The 19X1 financial statements of XYZ Company were reviewed
by other accountants who have ceased operations and whose
report dated March 1,19X2, stated that they were not aware of
any material modifications that should be made to those state
ments in order for them to be in conformity with generally
accepted accounting principles.
If the prior-period financial statements were audited and are un
changed, the successor should add a paragraph to his or her report
on the current-period financial statements that indicates (1) that the
financial statements of the prior period were audited by another
accountant who has ceased operations, (2) the date of the predeces
sor’s report, (3) the type of opinion issued by the predecessor, (4) if
the opinion was other than unqualified, the substantive reasons
therefor, and (5) that no auditing procedures were performed after
the date of the predecessor’s report. Reference to the predecessor’s
report should not include the name of the predecessor. An example
of such a paragraph is presented below.
§8900.09
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The financial statements for the year ended December 31,19X1,
were audited by other accountants who have ceased operations,
and they expressed an unqualified opinion on them in their
report dated March 1, 19X2, but they have not performed any
auditing procedures since that date.

b.

.10

If the prior-period financial statements have been restated, the re
stated prior-period financial statements should be compiled, re
viewed or audited and reported on accordingly. In addition, the
successor should consider the guidance in paragraph .10.
Successor Accountant's Responsibilities Under SSARSs When He
or She Becomes Aware That Prior-Period Financial Statements
Reported On by a Predecessor Accountant Who Has Ceased
Operations May Require Revision

Inquiry—SSARS No. 4, Communications Between Predecessor and Succes
sor Accountants, paragraph 10, provides guidance to a successor accountant
who, during an engagement to compile or review current-period financial
statements, becomes aware of information that leads him or her to believe that
financial statements reported on by a predecessor accountant may require
revision. SSARS 4, paragraph 10 states that the successor should request that
his or her client communicate this information to the predecessor. How may
the successor fulfill this responsibility when the predecessor has ceased
operations?

Reply—When the successor becomes aware of information that leads him
or her to believe that financial statements reported on by a predecessor
accountant may require revision, the successor should request that the client
advise the party responsible for winding up the affairs of the predecessor firm.
If the client refuses to communicate with the predecessor or if the successor is
not satisfied with the predecessor’s course of action, the successor would be well
advised to consult with his or her attorney.

[The next page is 9301.]
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TABLE OF CONTENTS
Section

9100

Conformity With Generally Accepted Accounting Principles

9200

Consistency
[.01]

9210

Reserved

Accounting Changes
[.01]

Reserved

.02

Change in Accounting for Pre-Operating Costs

.03

Change in Service Lives of Fixed Assets

[.04]

Reserved

[.05]

Reserved

[.06]

Reserved

[.07]

Reserved

[.08]

Reserved

.09

Change in Reporting Entity

.10

Change From Generally Accepted Accounting Principles
(GAAP) to An Other Comprehensive Basis of
Accounting (OCBOA) or From OCBOA to GAAP
[Amended]

[.11]
.12

Reserved

Comparative Statements From Equity Method to
Consolidation [Amended]

9300

Disclosure

9310

Errors and Irregularities
[.01-.03]

9320

Reserved

Uncertainties
[.01]

Reserved

[.02]

Reserved

[.03]

Reserved

[.04]

Reserved

[.05]

.06
[.07]

Reserved

Possible Effect of Divorce Proceedings on Credit Rating
Reserved

.08

Going Concern Problem—Financial Statements Prepared
on the Income Tax Basis of Accounting [Amended]

.09

Audit Report for Development Stage Enterprise
[Amended]
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.01

Failure to Remit Withholding Taxes in Subsequent Period
[Amended]

.02

Disclosure of Note Receivable Covering Previous
Account of Bankrupt Company

.03

Discovery of Potential Liability in Subsequent Period

.04

Settlement of Pending Litigation in Subsequent Period

Audited Financial Statements
[.01]

Going Concern Assumption for Venture With Limited Life
[Amended]
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.01
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[.03]
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[.05]
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Financial Statements Marked as "Unaudited" [Amended]
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[.06]
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.08

Supplementary Information [Amended]

.09

Application of SSARS 3 to Certain Companies Required
to File With Regulatory Bodies

.10

Review of Financial Statements Included in a Prescribed
Form

.11

Computer Generated Financial Statements [Amended]

.12

Use of Other Comprehensive Basis of Accounting
(OCBOA) for Interim Financial Statements and
Generally Accepted Accounting Principles (GAAP)
for Annual Financial Statements [Amended]

Reserved

.14

Uncertainties/Going Concern Problems [Amended]

.15

Consistency [Amended]

.16

Reference to Accountant's Report in Notes to Financial
Statements

[.17]

Reserved

.18

Bank Engaged a CPA Firm to Compile a Financial
Statement of Another Entity [Amended]

.19

Issuance of an Audit Report on Financial Statements
Which Have Already Been Reviewed

.20

Reissuance When Not Independent

[.21]

Reserved

[.22]
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[.23]
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Compiled Financial Statements Not Adjusted
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Furnishing Unbound Reports to Clients

.03

Dates on Cover for Financial Statements [Amended]
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and Auditors

.26

Compilation and Review—Comparative Financial
Statements
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Section 9210

Accounting Changes
.02

Change in Accounting for Pre-Operating Costs

Inquiry—A client, whose stock is not presently traded publicly, anticipates
making a public offering. The offering probably would occur sometime after the
end of the fiscal year.
The client presently defers pre-operating costs of new retail stores. They
wish to change the method of accounting for preoperating cost to expensing
such costs as they are incurred.

May the client restate the prior year’s financial statements under the
provisions of APB Opinion No. 20, Accounting Changes, paragraph 29 (AC
A06.125andA35.114)?

Reply—The special exemption provisions of APB Opinion No. 20, paragraph
29 (AC A06.125 and A35.114), apply only to those cases where there is a
“forthcoming public offering” of shares of equity security of a company. The
Board concluded in such cases that the “financial statements for all prior
periods presented may be restated retroactively ....” The exemption is avail
able only once for changes made at the time a company’s financial statements
are first used for any of the purposes stated in the paragraph.

If the client makes the change in its financial statements for the current
year, the provisions of APB Opinion No. 20 (AC A06) which require cumulative
effect reporting should be applied. APB Opinion No. 20, paragraph 29 (AC
A06.125 and A35.114), would be applicable at the time the client began to
prepare its financial statements in connection with the public offering. At that
time, the prior years presented in the registration statement would have to be
restated. In this connection, normally more than one prior year’s income
statement is required. The client would not be precluded from making the
change in the current year, but accounting for the change would be different.

.03

Change in Service Lives of Fixed Assets

Inquiry—A reevaluation of the lives of depreciable property resulted in an
increase in the remaining lives of certain properties. The company would like
to include the cumulative, net of tax, effect of this change in income. Is this in
accordance with generally accepted accounting principles?

Reply—APB Opinion No. 20, Accounting Changes (AC A06), is quite spe
cific regarding the treatment of changes in estimated service lives of deprecia
ble assets. Such a change is considered a change in an accounting estimate and
should be recorded prospectively, that is, in the period of the change and future
periods as appropriate. Therefore, the proposed accounting would not be in
accordance with generally accepted accounting principles. If the change in
service lives of depreciable property were accounted for as suggested, the
independent auditors would have to issue a qualified or adverse opinion
depending upon materiality of the item.
AICPA Technical Practice Aids
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.09

Change in Reporting Entity

Inquiry—SAS No. 1, section 420, Consistency of Application of Generally
Accepted Accounting Principles, paragraphs 7 through 9 (AU 420.07-.09), dis
cusses the applicability of the consistency standard to a change in the reporting
entity, which is a special type of change in accounting principle. Are SAS No.
1, section 420, paragraphs 7(b) and (c) (AU 420.07(b) and (c)), which state that
a change in reporting entity results when there is a change in the specific
entities included in consolidated or combined financial statements, and para
graph 9 (AU 420.09), which states that “a change in reporting entity does not
result from the creation, cessation, purchase or disposition of a subsidiary,”
contradictory?

Reply—No. The creation, cessation, purchase, or disposition of a subsidiary
or other business unit is a factual change in the legal structure of the entity
and therefore does not require recognition in the auditor’s report. Changes that
require recognition in the auditor’s report are those that can be arbitrarily made
by management.

.10

Change From Generally Accepted Accounting Principles (GAAP) to
An Other Comprehensive Basis of Accounting (OCBOA) or From
OCBOA to GAAP

Inquiry—A company that has previously issued financial statements pre
pared in accordance with GAAP has decided to change to the income tax basis
(or vice versa). How should the change in accounting basis be accounted for and
reported in the financial statements and how does the change impact the
auditor’s or accountant’s report?
Reply—Accounting issues:
Authoritative literature does not address accounting for a change in ac
counting basis. APB Opinion No. 20, Accounting Changes (AC A06), provides
guidance for reporting accounting changes within the same basis. However, the
situation described above is considered to be a change in accounting basis
rather than an accounting change.
When only current year financial statements are presented, it is common
practice to present the effect of the change in the accounting basis by showing
beginning retained earnings as previously reported with an adjustment to
convert to the new basis. Although not as common in practice, precedent also
exists for either showing opening retained earnings on the new basis or showing
the effects of the change as a cumulative-effect adjustment in the income
statement.

However, if comparative financial statements are presented, the prior
year(s) should be restated and presented under the basis to which the company
has changed. Restatement is necessary to ensure comparability with all periods
presented.
In both cases, the change in accounting basis should be disclosed in the notes
to the financial statements.

—Reporting issues:

Auditing literature states that a change in accounting basis does not
represent a lack of consistency and, consequently, that report modification is
not required. However, the literature allows for the inclusion of an explanatory
paragraph in the auditor’s report to emphasize a matter regarding the financial
statements.

§9210.09
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A summary of the relevant authoritative references follows:
SAS No. 58, Reports on Audited Financial Statements, as amended, paragraph
16 (AU 508.16)—Lack of Consistency, indicates that the consistency reference
in the auditor’s report refers to consistent application of principles within a
basis of presentation. The standards do not address the consistent use of a basis
of presentation; therefore, a change in accounting basis does not require the
auditor to modify the report for a lack of consistency.
Also, SAS No. 62, Special Reports, as amended, footnote 35 (AU 623.31, footnote
35)—Circumstances Requiring Explanatory Language in an Auditor’s Special
Report, indicates that a change from GAAP to an OCBOA does not represent a
lack of consistency in accounting principles and states, in part, that an auditor
may wish to add an explanatory paragraph to highlight a difference in the basis
of presentation in the current year from that used in the prior year. Footnote
35 (AU 623.31, footnote 35) does not address changes from an OCBOA to GAAP
or whether an explanatory paragraph is suggested for both single-period and
comparative statements. However, the auditor may consider adding an ex
planatory paragraph in each of these situations.
SAS No. 58, paragraph 19 (AU 508.19), indicates that an auditor reporting on
GAAP financial statements may wish to emphasize an accounting matter
affecting the comparability of financial statements with those of the preceding
period. SAS No. 62, paragraph 31 (AU 623.31) provides that an auditor reporting
on OCBOA statements may wish to modify the report to emphasize a matter
similar to reporting on GAAP statements.
A sample explanatory paragraph for an audit report on comparative finan
cial statements in the year of change to an OCBOA follows:
(explanatory paragraph)

As discussed in Note A to the financial statements, in 19X4 the Company adopted
a policy of preparing its financial statements on the accrual method of accounting
used for federal income tax purposes, which is a comprehensive basis of accounting
other than generally accepted accounting principles. Accordingly, the accompa
nying financial statements are not intended to present financial position and
results of operations in conformity with generally accepted accounting principles.
The financial statements for 19X3 have been restated to reflect the income tax
basis of accounting accrual method adopted in 19X4.

Accountants performing review or compilation engagements may also con
sider adding an explanatory paragraph for these basis changes. [Amended
February 1995.1
.12

Comparative Statements From Equity Method to Consolidation

Inquiry—In 19X1, a nonpublic entity owned 40 percent of a subsidiary and
accounted for the subsidiary using the equity method. During 19X2, the entity
acquired an additional 30 percent of the subsidiary and prepared consolidated
financial statements. When presenting comparative financial statements for
19X1 and 19X2, should the 19X1 statements be restated from the equity method
to a consolidated basis for comparability with 19X2?
Reply—No. ARB No. 51, Consolidated Financial Statements, paragraph 10
(AC C51.111), discusses the accounting for step-acquisitions for nonpublic
entities, and implies that consolidated financial statements are presented only
in the year an entity obtains control of a subsidiary.

[The next page is 9751.]
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Uncertainties
.06

Possible Effect of Divorce Proceedings on Credit Rating

Inquiry—A client and his wife who are co-owners and co-managers of a
business are involved in divorce proceedings. The auditor believes a divorce will
adversely affect the business’s credit rating. Is it necessary to include a
reference in the financial statements to the divorce proceedings and their
potentially adverse effects?
Reply—The auditor should not include references in his report to currently
litigated divorce proceedings. The independent auditor should refrain from
mentioning the client’s involvements of a personal nature which might effec
tively disparage (or even stimulate the slander of) his business reputation or
credit standing. It is possible that a divorce settlement could adversely affect
the credit standing of the client, but in the absence of a final determination of
the litigation or a determinative event which directly affects the financial
condition of the entity under audit, the rule of informative disclosure does not
compel the independent accountant to contribute in advance to a possible
adverse effect on the client’s credit standing.
.08

Going Concern Problem—Financial Statements Prepared on the
Income Tax Basis of Accounting

Inquiry—A client prepares its financial statements on the income tax basis
of accounting. The client is experiencing financial difficulties and its ability to
continue as a going concern is questionable. Since the financial statements are
prepared on “an other comprehensive basis of accounting,” must the CPA’s
audit report include an explanatory paragraph that refers to this uncertainty?
Reply—Yes. SAS No. 62, Special Reports, paragraph 31b (AU 623.31b),
states:
If the auditor has substantial doubt about the entity’s ability to continue as a
going concern for a reasonable period of time not to exceed one year beyond the
date of the financial statements, the auditor should add an explanatory para
graph after the opinion paragraph of the report only if the auditor’s substantial
doubt is relevant to the presentation.

SAS No. 59, The Auditor’s Consideration of an Entity’s Ability to Continue
as a Going Concern (AU 341), applies to audits of financial statements prepared
either in accordance with generally accepted accounting principles (GAAP) or
in accordance with other comprehensive bases of accounting. Therefore, when
the auditor concludes that there is substantial doubt about the entity’s ability
to continue as a going concern for a reasonable period, regardless of the basis
of accounting, the auditor should include an explanatory paragraph (following
the opinion paragraph) to reflect that conclusion. [Amended]
.09

Audit Report for Development Stage Enterprise

Inquiry—Is an explanatory paragraph in the auditor’s report for a going
concern uncertainty always required for a development stage enterprise be
cause there is doubt as to recovery of costs from future operations?
AICPA Technical Practice Aids
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Reply—No. A going concern uncertainty does not automatically arise be
cause an enterprise is in the development stage. In accordance with SAS No.
59, The Auditor’s Consideration of an Entity’s Ability to Continue as a Going
Concern (AU 341), the auditor should consider whether the results of the
procedures performed (in planning, gathering evidence relative to the various
audit objectives, and completing the audit) identify conditions and events that,
when considered in the aggregate, indicate there could be substantial doubt
about the entity’s ability to continue as a going concern for a reasonable period
of time. If such conditions or events are identified, the auditor should consider
management’s plan to deal with the adverse effects of the conditions and events
(such as financing or additional capital infusion), and assess the likelihood that
such plans can be effectively implemented.

If the auditor concludes that substantial doubt about the entity’s ability to
continue as a going concern for one year after the balance sheet date remains
after considering conditions, events and management’s plans, the going concern
issue should be adequately disclosed in the financial statements, and the
auditor’s report should include an explanatory paragraph to reflect this conclu
sion. [Amended]

[The next page is 9851.]
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Subsequent Events
.01

Failure to Remit Withholding Taxes in Subsequent Period

Inquiry—In the course of an examination of the financial statements, the
auditor has discovered that in the period subsequent to the balance sheet date
the company has not remitted to the appropriate agencies the taxes currently
withheld from employees’ wages. Assuming the amount is material, is it
necessary that this matter be disclosed in the auditor’s report?

Reply—Section 560.03 of Statement on Auditing Standards No. 1 states in
part:
The first type [of subsequent events] consists of those events that provide
additional evidence with respect to conditions that existed at the date of the
balance sheet and affect the estimates inherent in the process of preparing
financial statements .... The financial statements should be adjusted ....

Section 560.05 of SAS No. 1 states in part:
The second type consists of those events that provide evidence with respect to
conditions that did not exist at the date of the balance sheet being reported on
but arose subsequent to that date. These events should not result in adjustment
of the financial statements. Some of these events, however, may be of such a
nature that disclosure of them is required to keep the financial statements from
being misleading.

Even if it is determined that the financial statements are not directly
affected, it is possible that the situation indicated future serious difficulties
that might require disclosures.
If the delinquent obligations are not evidence of serious financial difficulties,
there usually would be no reason why obligations incurred subsequent to the
balance sheet date need be reported in financial statements as of such date. In
such a case, it should be expected that the delinquent payments will soon be
remitted. [Amended]

.02

Disclosure of Note Receivable Covering Previous Account of
Bankrupt Company

Inquiry—Company A reports on a fiscal year ending January 31. Company
A’s accounts receivable include a material amount due from a bankrupt com
pany. To avoid legal action, several individuals formed a new company. The
new company and the individuals signed a note which would pay the accounts
receivable of the bankrupt company over a three year period. The note was
signed on March 1, subsequent to the balance sheet date. Should the note
receivable, assumed to be collectible, be presented in the balance sheet at
January 31?
Reply—Section 560 of Statement on Auditing Standards No. 1 deals with
subsequent events. Paragraph 560.07 states, “Subsequent events affecting the
realization of assets such as receivables and inventories or the settlement of
estimated liabilities ordinarily will require adjustment of the financial state
ments . . . because such events typically represent the culmination of condiAICPA Technical Practice Aids
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tions that existed over a relatively long period of time.” Accordingly, the
accounts receivable should be reported as a note receivable at January 31, with
adequate disclosure of the financial arrangements made after the balance sheet
date.
.03

Discovery of Potential Liability in Subsequent Period

Inquiry—In the period subsequent to the balance sheet date, the auditors
discovered that an employee of the client had used a company purchase order
to obtain merchandise for his personal business. This transaction resulted in a
material potential liability of the client. Negotiations with the creditor ensued
and the client’s attorney was successful in securing a complete release from any
obligation on the part of the client.
Is it necessary to disclose this matter on the client’s financial statements?

Reply—According to section 560.03-.04 of Statement on Auditing Standards
No. 1, the resolution of this matter appears to constitute a subsequent event
which is evidence of a condition that existed at the balance sheet date, but since
no transaction in fact occurred which involved the client, it is not necessary to
disclose the matter in the financial statements. However, a condition which did
affect the client and which did exist at the balance sheet date is the future legal
costs of settling the matter. Provisions for these costs (if they are material)
should be made on the financial statements, and the reasons for incurring these
costs should be disclosed.

.04

Settlement of Pending Litigation in Subsequent Period

Inquiry—The field work for an audit of financial statements for a year ended
December 31 was completed on May 22. Pending litigation on December 31, in
which the client was the plaintiff, was settled on May 10, resulting in a gain to
the client. Should the settlement be recognized in the financial statements for
the year ended December 31, in accordance with SAS No. 1, section 560,
Subsequent Events, as a type I subsequent event?
Reply—No. SAS No. 1, section 560, applies only to loss contingencies, not
gain contingencies. The settlement should be recognized on May 10, because
the settlement occurred on that date. FASB Statement No. 5, Accounting for
Contingencies, paragraph 17, states, “Contingencies that might result in gains
usually are not recorded in the accounts since to do so might be to recognize
revenue prior to its realization. Adequate disclosure shall be made of contin
gencies that might result in gains but care shall be exercised to avoid mislead
ing implications as to likelihood of realization.”

[The next page is 10,151.]
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.02

Going Concern Assumption for Venture With Limited Life

Inquiry—A corporation has recently been organized with the sole purpose
of constructing a shopping center which will take several years to complete,
after which the company will be liquidated. The company uses the completed
contract method to recognize income and will have only one operating cycle.

Should there be an explanatory paragraph in the auditor’s report now or
near the final years of operations on the assumption that after a certain fixed
period it will no longer be a “going concern”?
Reply—SAS No. 59, The Auditor’s Consideration of an Entity’s Ability to
Continue as a Going Concern, requires that an explanatory paragraph (follow
ing the opinion paragraph) be included in the audit report when the auditor
concludes there is substantial doubt about the entity’s ability to continue as a
going concern for a reasonable period of time. A reasonable period of time is
defined as “a period of time not to exceed one year beyond the date of the
financial statements being audited.” Therefore, when the auditor has substan
tial doubt that the corporation will continue as a going concern for one year
from the date of the financial statements under audit, an explanatory para
graph (following the opinion paragraph) reflecting that conclusion should be
included in the audit report.
However, if the corporation has presented its financial statements on the
assumption of liquidation, SAS No. 59 does not apply and therefore an explana
tory paragraph reflecting the auditor’s conclusion that substantial doubt exists
about the corporation’s ability to continue as a going concern is not necessary.
[Amended]

.03

Opinion on Balance Sheet Only

Inquiry—Occasionally, a client will request from a CPA only an audited
balance sheet with footnotes even though the CPA has examined and reported
on all the financial statements. The usual purpose of this statement is for
presentation by the client to a supplier for securing credit.

In complying with such a request, one CPA furnishes the client with the
balance sheet, the notes to all the financial statements, and the following
report:
We have audited the accompanying balance sheet of X Company as of
December 31, 19XX. This financial statement is the responsibility of the
Company’s management. Our responsibility is to express an opinion on this
financial statement based on our audit.

We conducted our audit in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the balance sheet is free of material
misstatement. An audit includes examining, on a test basis, evidence supportAICPA Technical Practice Aids
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ing the amounts and disclosures in the balance sheet. An audit also includes
assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall balance sheet presentation. We
believe that our audit of the balance sheet provides a reasonable basis for our
opinion.
In our opinion, the balance sheet referred to above presents fairly, in all
material respects, the financial position of X Company as of December 31,
19XX, in conformity with generally accepted accounting principles.

Does such a practice satisfy the CPA’s reporting obligation according to SAS
No. 58, Reports on Audited Financial Statements?

Reply—SAS No. 58, paragraphs 33 and 34, permit the expression of an
opinion on a balance sheet only. In expressing such an opinion, the explanatory
and scope paragraphs need not refer to the audit of related statements which
are not being presented. The only information necessary to the readers of this
report would concern the audit of the balance sheet.
The notes to the financial statements which do not pertain to the balance
sheet should be omitted. However, if depreciable property is a significant
portion of assets, the disclosures required by APB Opinion No. 12, Omnibus
Opinion—1967, paragraph 5, should be considered necessary for fair presenta
tion of the balance sheet. Disclosure as to pension plans, except for the amount
of expense for the current year, would also be appropriate. [Amended]

.04

Opinion on Balance Sheet With Disclaimer on Income Statement

Inquiry—A CPA firm has been engaged to perform the initial audit of a
company. Since the firm did not observe the inventory taking at the beginning
of the period and it is not practicable for it to satisfy itself by other means as
to the beginning inventory, the firm plans to issue an opinion only on the
balance sheet and disclaim an opinion on the income statement. Would this be
in accordance with SAS No. 58, Reports on Audited Financial Statements,
paragraph 33?

Reply—Since the engagement involves a scope limitation, SAS No. 58,
paragraph 33, does not apply because that pertains to audits that are unre
stricted. SAS No. 58, paragraph 5, however, would apply and concludes, “The
auditor may express an unqualified opinion on one of the financial statements
and express a qualified or adverse opinion or disclaim an opinion on another if
the circumstances warrant.” If the independent auditor has not satisfied
himself by means of other auditing procedures with respect to opening inven
tories, he should either qualify or disclaim an opinion on the income statement.

If an opinion is disclaimed on the income statement, a disclaimer on the
statement of cash flows would also be required as illustrated in SAS No. 58,
paragraph 67. [Amended]
.06

Reference in Financial Statements to Auditor's Report

Inquiry—Audited financial statements often contain a note such as:
The accompanying notes are an integral part of this financial statement.

or a note sometimes reads
The accompanying notes and auditor’s report are an integral part of this
financial statement.

The only difference between the two notes is the inclusion of the phrase, “and
auditor’s report.” Is a reference to the auditor’s report necessary?
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Reply—SAS No. 1, section 110, Responsibilities and Functions of the Inde
pendent Auditor, paragraph 2, as amended by SAS No. 58, Reports on Audited
Financial Statements, in discussing the distinction between responsibilities of
the auditor and management states, “The financial statements are manage
ment’s responsibility.” Therefore, the auditor’s report cannot be an integral part
of the financial statements, and it is inappropriate to include it by reference.
[Amended]

.09

Arrangement of References to Financial Statements in
Auditor's Report

Inquiry—The examples of auditor’s opinions in the Statements on Auditing
Standards all seem to refer to the statement of financial position first, followed
by the statement of results of operations, and finally the statement of cash
flows. Is it necessary that the financial statements be presented in this order
and the statements be referred to in the auditor’s report in this order?

Reply—The order in which the financial statements are referred to in the
independent auditor’s report need not follow the order in which the statements
are physically arranged. The suggested standard report such as shown in SAS
No. 58, Reports on Audited Financial Statements, paragraph 8 (AU 508.08), can
be used regardless of the order in which the financial statements are presented.
[Amended]
.13

Classification of Certain Callable Obligations

Inquiry—In some situations in which there is a violation of a debt agreement
that makes a long-term obligation callable, management continues to classify
the obligation as long-term because it asserts that it is probable that the
violation will be cured during the grace period, while the auditor does not agree
with that assertion. In such a situation, does an Uncertainty exist that might
cause the auditor to add an explanatory paragraph (after the opinion para
graph) to his report?

Reply—No. FASB Statement No. 78, Classification of Obligations That Are
Callable by the Creditor (AC B05), requires that long-term obligations be
classified as current liabilities if they are, or will be, callable because of the
debtor’s violation of a provision of the debt agreement unless certain conditions
are met. These conditions occur when (1) the creditor waives or loses the right
to demand payment for more than one year from the balance sheet date or (2)
it is probable that the violation will be cured within the grace period specified
in the loan agreement.

The circumstances described above do not constitute an uncertainty as
described in SAS No. 58, Reports on Audited Financial Statements (AU 508),
because they do not involve matters expected to be resolved at a future date
(SAS No. 58, paragraph 29 (AU 508.29)). If the auditor, on the basis of evidence
available to him, disagrees with management’s assertion, a qualified (“except
for”) or adverse opinion because of a departure from generally accepted account
ing principles should be considered. [Amended]

.14

Compilation of Supplementary Schedules in Audited
Financial Statements

Inquiry—When supplementary schedules are included with audited finan
cial statements in an auditor-submitted document, can these schedules be
compiled in accordance with SSARS 1, Compilation and Review of Financial
Statements, paragraph 43 (AR 100.43)?
AICPA Technical Practice Aids
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Reply—No. It would not be appropriate to refer to the accounting and review
services literature to report on the accompanying information in this situation.
If such schedules accompany financial statements audited in accordance with
generally accepted auditing standards, the guidance in SAS No. 29, Reporting
on Information Accompanying the Basic Financial Statements in Auditor-Sub
mitted Documents (AU 551), should be followed. SAS No. 29, paragraph 6d (AU
551.06d), states that the auditor should either express or disclaim an opinion
on the information, depending on whether it has been subjected to the auditing
procedures applied in the audit of the basic financial statements.
.15

Condensed Financial Statements of a Nonpublic Entity

Inquiry—A client prepares condensed financial statements that name the
auditor and state that they have been derived from audited financial state
ments. The condensed statements incorporate the audited financial statements
by reference and indicate such statements and auditor’s report thereon may be
obtained. Must the auditor report on the condensed financial statements?

Reply—SAS No. 42, Reporting on Condensed Financial Statements and
Selected Financial Data, paragraph 7 (AU 552.07), states that an auditor need
not report on the condensed financial statements provided they are included in
a document containing audited financial statements or incorporating such
statements by reference to information filed with a regulatory agency. Many
accountants believe that if the condensed financial statements of a nonpublic
entity refer to the audited statements and location where they may be obtained,
an auditor need not report on such condensed statements.

[The next page is 10,551.]
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Signing and Dating Reports
.01

Use of Successor Firm Nome in Signing Registration Statement

Inquiry—A CPA firm has been requested to provide an opinion on the
consolidated financial statements of a client covering a five-year period. During
this five-year period, the CPA firm has undergone several changes in its
organization and its name:
1.

Opinions for the first two years were issued by John Doe & Co.

2.

In the third year, the accounting practice merged with another firm
and the opinions for years three and four were signed by Doe, Roe &
Co. Primary responsibility for the client was retained by the partners
of John Doe & Co.

3.

This partnership was later dissolved and the opinion in year five was
signed by John Doe & Co., who, under the dissolution agreement,
retained the working papers for this client.

Since it is impracticable to obtain the consent of each partner of the dissolved
partnership, may the opinion on the five-year statements be issued by John
Doe & Co.?
Reply—This situation is discussed in Statement on Auditing Standards No.
58, Reports on Audited Financial Statements, footnote 21 (AU 508.65, footnote
21). Since the partners of John Doe & Co., as it presently exists, retained
primary responsibility for the publicly held company in question during the
merger period, and since the firm is a successor in interest to the engagement
and has retained all working papers for this client, it appears that, after
consideration of these circumstances, the statements of consolidated income for
the five-year period may be released solely in the name of John Doe & Co.
[Amended]

.02

Reporting on Companies With Different Fiscal Years

Inquiry—A CPA has a client whose fiscal year ends on June 30. A parent
company of this client now wishes to go public and must file consolidated
financial statements with the SEC. The parent company, however, observes a
fiscal year ending on December 31.
The CPA has been asked by the parent to provide financial statements with
an auditor’s opinion for the year ending December 31, 19X3. To do this, the
auditor must assemble figures for the period January 1,19X3, to June 30,19X3,
from the financial statements for the year ended June 30,19X3, and figures for
the period July 1, 19X3, to December 31, 19X3, from the financial statements
for the year ended June 30,19X4.
The CPA has been having difficulty in segregating the financial information
into these six-month periods because of the condition of the accounting records.
Furthermore, the inventories were not observed nor were the receivables
confirmed at the December 31 dates.

Under these conditions, should the CPA express his opinion for the year
ended June 30, 19X3, and disclaim an opinion for the six months ended
December 31,19X3?
AICPA Technical Practice Aids
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Reply-—In order for an auditor to express an opinion on financial statements
for prior periods, it is generally not necessary to observe all audit procedures
required for the most recent financial statements. SAS No. 58, Reports on
Audited Financial Statements, paragraph 24, footnote 13 (AU 508.24, footnote
13) (in referring to absence of confirmation of receivables and observation of
inventories) indicates that the omission of these procedures at the beginning
of the year is not required to be disclosed in situations where the independent
auditor has satisfied himself by other auditing procedures. However, he may
wish to disclose the circumstances of the engagement and briefly describe the
other procedures.
Generally, if the client’s records are reasonably well kept and the auditor
has satisfied himself as to year-end financial statements, review of ratios of
sales to cost of sales and determination that accruals have been properly
recognized at the interim date will enable an auditor to satisfy himself that the
financial statements at an intervening interim date are fairly presented. On
the other hand, if no perpetual inventory records are kept and if the client has
not prepared inventories as of the interim date, it may not be practicable to
reconstruct such inventory, and a disclaimer of opinion must be expressed on
the reconstructed statements. In such circumstances, it would appear neces
sary that the auditor indicate in a middle paragraph that, due to the fact that
he was not engaged to make an audit of financial statements as of such date
until June 30,19X4, he was not in a position to observe the amount of inventory
at such date and is unable to satisfy himself thereto by the application of other
auditing procedures. If this be the case, the SEC would probably be willing to
accept combined income statements based on statements of the subsidiary
company as of a date six months different than the parent and to accept
unconsolidated balance sheets, with the balance sheet of the subsidiary being
presented as of its appropriate year-end. The absence of correspondence with
debtors and creditors would probably not cause similar problems. [Amended]

.05

Signing of Independent Auditor's Report

Inquiry—Should the independent auditor’s report be manually signed?

Reply—SAS No. 58, Reports on Audited Financial Statements, paragraph 8
(AU 508.08), indicates that one of the basic elements of the report is “the manual
or printed signature of the auditor’s firm.”
Although SAS No. 58 (AU 508) does not require a manual signature, Depart
ment of Labor and Securities and Exchange Commission regulations require
manual signatures in certain circumstances.

[The next page is 10,751.]
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Special Reports
.01

Determination of Sales Price Based on Auditor's Report

Inquiry—A CPA has been designated by a contract of sales to prepare a
statement of “net current assets” and a statement of net income of the selling
firm. Both are elements in the determination of the sales price.

A disagreement has arisen between the seller and the buyer as to the pricing
of the inventory which represents the major portion of the “net current assets.”
The seller relies on a formula represented as “heretofore agreed ....” The buyer
demands a formula “based upon good accounting practice.”
The CPA believes he may have to submit two inventory values to comply
with the contract provisions—one to describe the “net current assets” which
will use the formula set forth in the contract, and a second using the normal
pricing methods of prior years. There is a major variation between the two. The
formula in the contract was not represented as being based on good accounting
methods but was developed by management after the date of their latest audit.

Can the CPA express an unqualified opinion on each of the two statements
if different price bases are used provided full disclosure is made?

Reply—This is a special report situation and these are special circumstances
in which the auditor may have a certain reporting latitude he might not
otherwise have. Since seller and buyer were both parties to the contract, the
CPA was designated by the contract to prepare specified statements, and the
contract apparently describes a special formula to be used in pricing invento
ries, the CPA would ordinarily perform strictly according to the terms of the
engagement and report on one set of statements as being fairly presented or
correctly presented in accordance with the specified contractual formula.
However, since the CPA is aware of the basic disagreement between seller
and buyer, he might be much more helpful towards ultimately resolving the
issue if he were to prepare statements on both bases.

The auditor may properly report on the two statements prepared in accord
ance with different inventory pricing bases, full disclosure, of course, being
assumed. A more significant question, under the circumstances, is whether he
has (or can obtain) consent from both parties modifying the terms of the
engagement to allow preparation of the statements on a dual basis.

.03

Audit of Sales for Percentage-of-Sales Lease Agreements

Inquiry—Tenants’ lease agreements with a large shopping center provide
for a minimum annual rental plus a percentage rent for sales in excess of a
certain dollar amount. In accordance with the leases, the shopping center has
engaged the services of a CPA to verify that sales exceeding the specified
minimum base are being reported. If the CPA is satisfied that the internal
control of a tenant is good, may he rely on copies of sales tax returns filed with
the state as sufficient evidence for his examination? Is any further verification
necessary if a tenant submits a written confirmation of its annual sales from
its CPA?
AICPA Technical Practice Aids
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Reply—The degree of reliance which the auditor can place on the work of a
tenant’s CPA will depend upon many considerations such as those described in
section 543 of Statement on Auditing Standards No. 1. Comparison of the sales
figure reported to the client with the figure reported on the tenant’s sales tax
return would not in itself be sufficient verification, and additional procedures
will be necessary.
An audit program suitable for determining the annual sales of the tenants
will have to be highly flexible. Flexibility is required so as to enable the field
auditors involved to adjust the audit procedures employed from store to store,
as dictated by changes in types of merchandise sold, selling policies employed,
sufficiency of records maintained, adequacy of internal control, etc. Accord
ingly, the depth of the examination will vary to some extent with almost every
tenant audited.
Procedures might include examining weekly cash reports submitted by store
managers and comparing these reports with general ledger entries, bank
statements, and state and federal tax returns, and test checking consecutively
numbered sales invoices.
Perhaps the most important documents to play a role in such an examina
tion of the tenants’ sales will be the lease agreements which provide the very
basis for such examination and which may well contain restrictions on the
number and type of records and reports that each tenant will be required to
make available.
.07

Statement of Cash Receipts and Disbursements

Inquiry—What is the appropriate language for audit, review, and compila
tion reports on a statement of cash receipts and disbursements?
Reply—Report language will vary depending on the level of service per
formed. A statement of cash receipts and disbursements is a financial state
ment prepared under an other comprehensive basis of accounting (see SAS No.
62, Special Reports (AU 623.04), and SSARS 1, Compilation and Review of
Financial Statements (AR 100.04)). It is a pure cash-basis financial statement
that summarizes cash activity of the entity, including the individual sources
and uses of cash, and may be the only financial statement prepared for the
period.
Audit reports on this financial statement should contain a separate para
graph that states the cash receipts and disbursements basis of accounting is
being used and that it represents a comprehensive basis of accounting other
than GAAP (see SAS No. 62, paragraph 5(d) [AU 623.05(d)]). This extra para
graph is not required for full-disclosure compilation and review reports as long
as the notes state the basis of accounting used and describe how that basis
differs from GAAP (see Interpretation No. 12 of SSARS 1 (AR 9100.42)). A
compilation report on financial statements that omit substantially all disclo
sures must also describe the basis of accounting used if such disclosure is not
provided on the face of the statements or in an attached note (see Interpretation
No. 12 of SSARS 1 (AR 9100.43)).
Illustrations of audit, review, and compilation reports on statements of cash
receipts and disbursements follow:
A) Audit

We have audited the accompanying statements of cash receipts and disburse
ments ofXYZ Company for the years ended December 31,19X2 and 19X1. These
financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on
our audits.
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We conducted our audits in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audits to
obtain reasonable assurance about whether the statements of cash receipts and
disbursements are free of material misstatement. An audit includes examining
on a test basis, evidence supporting the amounts and disclosures in the
statements of cash receipts and disbursements. An audit also includes assess
ing the accounting principles used and significant estimates made by manage
ment, as well as evaluating the overall presentation of the statements of cash
receipts and disbursements. We believe that our audits provide a reasonable
basis for our opinion.
As described in Note X, the financial statements have been prepared on the
cash receipts and disbursements basis of accounting, which is a comprehensive
basis of accounting other than generally accepted accounting principles.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the cash receipts and disbursements of XYZ Company for
the years ended December 31, 19X2 and 19X1, on the basis of accounting
described in Note X.
B) Review

I (We) have reviewed the accompanying statements of cash receipts and
disbursements of XYZ Company for the years ended December 31, 19X2 and
19X1, in accordance with Statements on Standards for Accounting and Review
Services issued by the American Institute of Certified Public Accountants. All
information included in these financial statements is the representation of the
management (owners) of XYZ Company.
A review consists principally of inquiries of company personnel and analytical
procedures applied to financial data. It is substantially less in scope than an
audit in accordance with generally accepted auditing standards, the objective
of which is the expression of an opinion regarding the financial statements
taken as a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I am (we are) not aware of any material modifications
that should be made to the accompanying financial statements in order for them
to be in conformity with the cash receipts and disbursements basis of accounting
described in Note X.
C) Compilation With Full Disclosure
I (We) have compiled the accompanying statements of cash receipts and
disbursements of XYZ Company for the years ended December 31, 19X2 and
19X1, in accordance with Statements on Standards for Accounting and Review
Services issued by the American Institute of Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements
information that is the representation of management (owners). I (We) have
not audited or reviewed the accompanying financial statements and, accord
ingly, do not express an opinion or any other form of assurance on them.

D) Compilation With Substantially All Disclosures Omitted

I (We) have compiled the accompanying statements of cash receipts and
disbursements of XYZ Company for the years ended December 31, 19X2 and
19X1, in accordance with Statements on Standards for Accounting and Review
Services issued by the American Institute of Certified Public Accountants. The
financial statements have been prepared on the cash receipts and disburse
ments basis of accounting, which is a comprehensive basis of accounting other
than generally accepted accounting principles.
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A compilation is limited to presenting in the form of financial statements
information that is the representation of management (owners). I (We) have
not audited or reviewed the accompanying financial statements and, accord
ingly, do not express an opinion or any other form of assurance on them.

Management has elected to omit substantially all of the informative disclosures
ordinarily included in financial statements prepared on the cash receipts and
disbursements basis of accounting. If the omitted disclosures were included in
the financial statements, they might influence the user’s conclusion about the
Company’s cash receipts and disbursements. Accordingly, these financial state
ments are not designed for those who are not informed about such matters.

[Amended February 1995.]

08

.

Statutory Basis Financial Statements Differ From GAAP

Inquiry—Financial statements filed with a state regulatory agency are
prepared on a statutory basis which differs from generally accepted accounting
principles (GAAP). How should the accountant report on the financial state
ments if he knows they will be distributed to third parties other than the
regulatory agency?
Reply—A practical way of handling this situation can be found in SAS No.
62, Special Reports, paragraph 5, footnote 4 (AU 623.05, footnote 4), which
refers to amended SAS No. 1, section 544, Lack of Conformity With Generally
Accepted Accounting Principles (AU 544). In accordance with SAS No. 1, section
544, paragraph 4 (AU 544.04), the auditor’s report would take the following
format:

• The first paragraph would be the standard introductory paragraph.
• The second paragraph would be the standard scope paragraph.
• The third paragraph would be an explanation in full of the differences
between GAAP and the state mandated policies, or alternatively, a brief
description of the differences with a reference to a footnote identifying
these differences in detail.
• The fourth paragraph would be the qualified or adverse opinion regard
ing the application of GAAP.
• The fifth paragraph would be an opinion stating whether the financial
statements are presented in conformity with the prescribed basis of
accounting mandated by the state regulatory agency.
[Amended]
. 13

Report Distribution Restriction Related to Financial Statements
Prepared on a Basis of Accounting Prescribed in an Agreement

Inquiry—An auditor was asked to report on special purpose financial
statements of a corporation prepared in conformity with a basis of accounting
that departs from GAAP and that does not constitute an other comprehensive
basis of accounting. Certain assets, such as receivables, inventories, and other
properties, have been valued on a basis specified in the agreement (fair market
value). Must the auditor issue a report containing a paragraph that restricts
the distribution of the report?
Reply—Yes. SAS No. 62, Special Reports, paragraph 29(g) (AU 623.29(g)),
states that in such circumstances, a paragraph restricting the distribution of
the report to those within the entity, to the parties to the contract or agreement,
for filing with a regulatory agency, or to those with whom the entity is
negotiating directly is required.
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Liquidation Basis Financial Statements

Inquiry—The stockholders of a corporation adopted a plan of complete
liquidation. The liquidation will occur over a period of three years. What
constitutes the basic financial statements following the adoption of the plan,
and on what basis should those statements be presented?

Reply—Auditing Interpretation No. 8 of SAS No. 58, “Reporting on Finan
cial Statements Prepared on a Liquidation Basis of Accounting (AU 9508.33.38),” states that a liquidation basis of accounting may be considered generally
accepted accounting principles for entities in liquidation or for which liquida
tion appears imminent.
The financial statements of entities adopting a plan of liquidation may be
presented with financial statements of a prior period that were prepared on a
going concern assumption. The basic financial statements following the adop
tion of a plan of liquidation consist of a statement of net assets in liquidation,
and the related statement of changes in net assets in liquidation.

[The next page is 10,851.]
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Reliance on Others
*01

Definition of “Principal Auditor”

Inquiry—In the situation where one auditor relies on the work of another
auditor, the term “principal auditor” is used. How is the term “principal auditor”
defined?
Reply—The “principal auditor” is the auditor expressing an opinion on the
financial statements of the parent company or on the consolidated financial
statements of several companies, while the “other independent auditor” ex
presses an opinion on the financial statements of a subsidiary, division, or
branch whose statements are being incorporated therein. The term “primary
auditor” is also used in this connection as the equivalent of “principal auditor.”

.02

Responsibility for Audit of Dividend Fund Managed by Agent

Inquiry—A mutual fund employs a management company to act as its
dividend disbursing agent and transfer agent. Dividend checks to the individ
ual shareholders of the mutual fund are drawn from a “dividend disbursing
agency fund.” This account, however, does not appear as an asset or liability
on the books of either the mutual fund or the management company.
Is it the responsibility of the mutual fund’s auditors or the management
company’s auditors to audit the dividend disbursing agency fund?
Reply—Since it is one of the primary responsibilities of the management
company for the mutual fund, to draw and pay individual dividend checks to
the fund’s shareholders, it would be appropriate for, if not incumbent upon, the
management company’s auditors, in connection with their audit, to see that
this function is being properly discharged, even though the account from which
these checks are disbursed does not appear as an asset or liability on the books
of either the fund or the management company.
.04

Reliance on State Grain Inspectors for Inventory Measurements

Inquiry—A grain company operates several storage elevators. The company
maintains perpetual inventory records for all facilities—both at the elevators
and the home office. State grain inspectors measure the stored grain and in
effect perform the same audit functions as the CPA firm. Past experience has
been that the differences between the measurements of the state inspectors,
the CPA firm, and the perpetual inventory records are immaterial. The state
inspectors are qualified with years of experience. Can the CPA firm accept the
findings of the state inspectors as adequate inventory observation in accordance
with generally accepted auditing standards?

Reply—Auditing Interpretation No. 1 of SAS No. 58, “Report of an Outside
Inventory-Taking Firm as an Alternative Procedure for Observing Invento
ries,” especially paragraphs .05 and .06 can be applied to this situation. The
CPA firm could use the measurements and calculations of the state grain
inspectors but not as a complete substitute for its own independent inventory
observation.
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Use of Other Auditors' Work When They Are Not Independent

Inquiry—SAS No. 1, section 543, Part of Audit Performed by Other Inde
pendent Auditors, provides guidance when part of the audit is performed by
other independent auditors. How does the lack of independence of the other
auditors affect the use of their work and reports by the principal auditor?

Reply—In these circumstances, the work and reports of the other auditors
cannot be used in accordance with SAS No. 1, section 543. The responsibility
for the audit report on the financial statements rests solely with the principal
auditor.
Therefore, judgments about assessments of inherent and control risk, the
materiality of misstatements, the sufficiency of tests performed, the evaluation
of significant accounting estimates, and other matters affecting the auditor’s
report should always be those of the principal auditor.

The principal auditor, however, may use his or her judgment in evaluating
the work of the other auditors who are lacking in independence in the way he
or she would consider the work performed by internal auditors.
.07

Reference to Other Auditors in Accompanying Information Report

Inquiry—An audit report is based in part on the report of other auditors. If
the principal auditor makes reference to other auditors’ work in the audit
report, must the report on accompanying information, which includes data
audited by other auditors, include a reference to other auditors’ work?

Reply—Yes. If a portion of the financial statements was audited by other
auditors and the principal auditor’s report refers to the other auditors, the
principal auditor’s report on the accompanying information, which includes
data audited by other auditors, also should refer to other auditors’ work.

[The next page is 10,951.]
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Section 9530
Limited Scope Engagements
.01

Auditor's Report if Inventories Not Observed—I

Inquiry—Clients sometimes impose restrictions on their auditors with
regard to the observation and testing of inventory because of the costs involved,
yet they still want an opinion from the auditor. What type of opinion can be
issued in such circumstances when the inventory is 10 percent or more of total
assets?

Reply—SAS No. 58, Reports on Audited Financial Statements, paragraphs
20-26 (AU 508.20-.26) and 61-63 (AU 508.61-.63), indicates that if either
confirmation of receivables or observation of inventories is omitted because of
a restriction imposed by the client, and such inventories or receivables are
material, the auditor should modify the scope paragraph and indicate clearly
in an explanatory paragraph the limitations on his work and, generally, should
disclaim an opinion on the financial statements taken as a whole.
The word “generally” may be interpreted to exclude those situations in
which inventories or receivables are material, but are not sufficiently material
to require a disclaimer of opinion. SAS No. 58, paragraph 23, would appear to
govern in such situations. The materiality of inventory would depend on other
factors than just the ratio of inventory to total assets, involving among others
the ratio of inventory not examined to stockholders’ equity for a statement of
financial position and the ratio of inventory to income before taxes for a
statement of operations. Unless circumstances are unusual, it is doubtful that
inventories could be considered not material if they amount to as much as 10
percent of total assets.
It is conceivable that there might be circumstances where, although the
scope of the audit omitted observation of inventories which were in excess of
10 percent of total assets, a qualified opinion on the financial statements might
be appropriate. [Amended]
.02

Auditor's Report if Inventories Not Observed—II

Inquiry—An auditor has been engaged by a corporation on a limited scope
basis. The engagement does not include any independent verification of the
inventory. The auditor will not be present at any physical inventory taking and
the pricing and clerical accuracy of the inventory will not be tested. The
inventory is material in relation to the other accounts on the client’s financial
statements.

What type of opinion can the auditor give under these circumstances?
Reply—The disclaimer of opinion in SAS No. 58, Reports on Audited Finan
cial Statements, paragraph 63 (AU 508.63), is appropriate when the scope
limitation precludes inventory observation and any other audit tests of the
inventories.
The example shown in SAS No. 58, paragraph 63 (AU 508.63), is as follows:
(Introductory paragraph)
We were engaged to audit the accompanying balance sheets of X Company as
of December 31,19X2 and 19X1, and the related statements of income, retained
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earnings, and cash flows for the years then ended. These financial statements
are the responsibility of the Company’s management.
(Second (scope) paragraph of standard report should be omitted)

(Explanatory paragraph)
The Company did not make a count of its physical inventory in 19X2 or 19X1,
stated in the accompanying financial statements at $.............. as of December
31, 19X2, and at $.............. as of December 31, 19X1. Further, evidence sup
porting the cost of property and equipment acquired prior to December 31,
19X1, is no longer available. The Company’s records do not permit the applica
tion of other auditing procedures to inventories or property and equipment.
(Disclaimer paragraph)

Since the Company did not take physical inventories and we were not able to
apply other auditing procedures to satisfy ourselves as to inventory quantities
and the cost of property and equipment, the scope of our work was not sufficient
to enable us to express, and we do not express, an opinion on these financial
statements. [Amended]

.06

Distinctions Between Scope Limitations

Inquiry—SAS No. 58, Reports on Audited Financial Statements, paragraph
24 (AU 508.24), states in part: “When restrictions that significantly limit the
scope of the audit are imposed by the client, ordinarily the auditor should
disclaim an opinion on the financial statements.”

SAS No. 58, paragraph 24, footnote 13 (AU 508.24, footnote 13), states:
“Circumstances such as the timing of his work may make it impracticable or
impossible for the auditor to accomplish these procedures. In this case, if he is
able to satisfy himself as to inventories or accounts receivable by applying
alternative procedures, there is no significant limitation on the scope of his
work, and his report need not include a reference to the omission of the
procedures or to the use of alternative procedures ...”

Based on the above excerpts, what is an appropriate auditor’s report in each
of the following situations:
Auditor is not permitted to confirm receivables but is able to satisfy
himself by other means?
Auditor is not permitted to observe inventories but is able to satisfy
himself by other means?
Is there a distinction between a client-imposed limitation regarding receiv
ables or inventories and other client-imposed scope limitations?

Reply—If a client refuses to permit confirmation of receivables but the
auditor is able to satisfy himself by other means, the auditor may express an
unqualified opinion.

If a client refuses to permit observation of inventories but the auditor is able
to satisfy himself (except as to physical quantities) by other means, the auditor
cannot express an unqualified opinion. The client-imposed restriction does not
enable the auditor to “make, or observe, some physical counts of the inventory
and apply appropriate tests of intervening transactions” in accordance with
SAS No. 1, section 331, Receivables and Inventories, paragraph 12 (AU 331.12).
SAS No. 58, paragraph 24, footnote 13 (AU 508.24, footnote 13), contemplates
circumstances that are not related to any client-imposed restrictions, and are
not within the control of either the client or the auditor.
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SAS No. 58, paragraph 23 (AU 508.23), states: “The auditor’s decision to
qualify his opinion or disclaim an opinion because of a scope limitation depends
on his assessment of the importance of the omitted procedure(s) to his ability
to form an opinion on the financial statements being audited. This assessment
will be affected by the nature and magnitude of the potential effects of the
matters in question and by their significance to the financial statements. If the
potential effects relate to many financial statement items, this significance is
likely to be greater than if only a limited number of items is involved.”
Client-imposed limitations on confirmation of receivables and observation of
inventories, and scope limitations in other areas should be evaluated on the
basis of SAS No. 58, paragraph 23 (AU 508.23). Since SAS No. 1, section 331,
is still in effect, the evidential matter requirements for receivables and inven
tories would generally cause auditors to treat scope limitations on these items
differently from other scope limitations. The final determination of how to
report client-imposed scope limitations can only be made by the independent
auditor involved after considering all the surrounding circumstances. [Amen
ded]
.07

Inadequate Internal Control and Financial Records

Inquiry—How should the auditor report that he has been unable, because
of inadequate internal control and financial records, to satisfy himself that all
transactions were recorded?
Reply—SAS No. 58, Reports on Audited Financial Statements, paragraph
22 (AU 508.22), which deals with scope limitations, states, in part:
Restrictions on the scope of his audit, whether imposed by the client or by
circumstances such as the timing of his work, the inability to obtain sufficient
competent evidential matter, or an inadequacy in the accounting records, may
require him to qualify his opinion or to disclaim an opinion. In such instances,
the reasons for the auditor’s qualification of opinion or disclaimer of opinion
should be described in his report.

A disclaimer of opinion in this situation would be appropriate under SAS No.
58 (AU 508) if the effects of the inadequacy of internal control and the
accounting records are sufficiently pervasive. Otherwise, a qualified opinion
may be appropriate. [Amended]
.09

Letter of Audit Inquiry Not Sent to Client's Legal Counsel

Inquiry—If a client refuses to send a letter of audit inquiry to its legal
counsel, can the auditor express an unqualified opinion on the client’s financial
statements?
Reply—SAS No. 12, Inquiry of a Client’s Lawyer Concerning Litigation,
Claims, and Assessments, paragraph 6 (AU 337.06), states:
. . . the auditor should request the client’s management to send a letter of
inquiry to those lawyers with whom they consulted concerning litigation,
claims, and assessments.

SAS No. 12, paragraph 7 (AU 337.07), indicates certain other procedures that
might also disclose litigation, claims, and assessments. Failure to send a letter
of audit inquiry to legal counsel, when otherwise indicated, is a scope limitation
which would ordinarily require the auditor to express other than an unqualified
opinion.
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Effect of Generally Accepted Accounting Principles (GAAP)
Departures on Limited Scope Engagements

Inquiry—The auditor of a company is unable to observe physical inventory
at year end due to a restriction imposed by the client. Because the inventory is
material, the auditor plans to issue a disclaimer of opinion on the financial
statements in accordance with SAS No. 58, Reports on Audited Financial
Statements, paragraph 61 (AU 508.61).

The auditor also discovers significant mathematical errors in the client’s
last-in, first-out (LIFO) provision in the prior year. The auditor advises the
client to report the error as a prior period adjustment in accordance with APB
Opinion No. 20, Accounting Changes and APB Opinion No. 9, Reporting the
Results of Operations (as amended by FASB Statement No. 16, Prior Period
Adjustments). If the client refuses to do so, the auditor is now faced with a
GAAP departure and a disclaimer of opinion—both related to the company’s
inventory.
How would the GAAP departure affect the auditor’s disclaimer of opinion?

Reply—Assuming the auditor decided not to withdraw from the engage
ment, the guidance in SAS No. 58, paragraph 61 (AU 508.61), should be
followed. That paragraph discusses disclaimers of opinion and states that the
auditor “... should also disclose any other reservations he has regarding fair
presentation in conformity with generally accepted accounting principles.”

[The next page is 11,201.]
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Section 9600

Compilation and Review Engagements
.01

Compiled Financial Statements Not Adjusted

Inquiry—An accountant processes client input on a computer and produces
monthly statements that do not include adjustments for changes in inventories,
prepayments, and accruals, and do not include notes. Adjustments are recorded
annually. Can the accountant state in his report that adjustments to make the
statements not misleading have not been made?

Reply—No. The specific departures from GAAP must be disclosed. SSARS
1, Compilation and Review ofFinancial Statements, paragraphs 39 and 41 (AR
100.39 and .41), are clear that the accountant must consider whether a modified
report is adequate to disclose the departures. SSARS 1, paragraph 40 (AR
100.40) describes the form of report when the accountant concludes that a
modified report is appropriate. The departures should be disclosed in a separate
paragraph, including the effects of the departures on the financial statements,
if known to the accountant, or he should state that the effects have not been
determined.
.02

Inquiries for a Review Engagement

Inquiry—SSARS 1, Compilation and Review of Financial Statements, Ap
pendix A (AR 100.52), lists certain suggested inquiries for a review engage
ments. Is a “yes” or “no” response sought?

Reply—Appendix A (AR 100.52) states that the list is not intended to serve
as a checklist, but to describe the general areas in which inquiries might be
made. The inquiries in Appendix A (AR 100.52) are presented for illustrative
purposes only. They do not necessarily apply to every engagement, nor are they
meant to be all-inclusive. The accountant has to bear in mind that he must
achieve limited assurance about the financial statements. His inquiry and
analytical procedures should be designed to provide him with that assurance.
A review should not be treated as a mechanical exercise to obtain “yes” or “no”
answers to the illustrative inquiries. The accountant should exercise profes
sionaljudgment based on all relevant circumstances in designing his inquiries
and evaluating responses. While some of the inquiries can be answered “yes”
or “no,” others cannot because they are asking “what are the procedures .. .”

•04

Financial Statements Marked As “Unaudited”

Inquiry—Should each page of compiled or reviewed financial statements of
nonpublic companies be marked “unaudited”?
Reply—No. SSARS 1, Compilation and Review ofFinancial Statements (AR
100), does not require that each page of compiled or reviewed financial state
ments of a nonpublic entity be marked as “unaudited.” Before SSARS 1 (AR
100) was issued, it was common practice to mark each page as “unaudited”;
however, this practice was discontinued after SSARS 1 (AR 100) was issued
because the phrase “unaudited” does not communicate to the reader the
financial statement service performed.
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SSARS 1 (AR 100) does require, however, that each page of the financial
statements include a reference such as “See Accountant’s Compilation Report”
(AR 100.16) or “See Accountant’s Review Report” (AR 100.34), as appropriate.
[Amended February 1995]

.08

Supplementary Information

Inquiry—Are supporting schedules of balance sheet or income statement
accounts considered supplementary information? If so, what are the reporting
requirements in a review or compilation engagement?

Reply—SSARS 1, Compilation and Review of Financial Statements, para
graph 43 (AR 100.43), pertains to reporting on supplementary information that
accompanies the basic financial statements in a review or compilation engage
ment. The basic financial statements are usually considered to be the balance
sheet, statement of income, statement of retained earnings or changes in
stockholders’ equity, and statement of cash flows. Descriptions of accounting
policies and notes to financial statements are also considered part of the basic
financial statements and are usually identified as such, for example, by a legend
on the balance sheet, etc., indicating that the notes are an integral part of the
financial statements. If supporting schedules of balance sheet or income state
ment accounts are not identified as being part of the basic financial statements,
they are considered supplementary information.
If the information does not accompany the basic financial statements, it is
not supplementary information. Under SSARS 1, paragraph 4 (AR 100.04), it
does not meet the definition of a financial statement, and therefore, the
accountant does not have a reporting obligation. However, the accountant may
want to issue a report to clarify his or her responsibility. This can be done by
modifying the standard compilation report (SSARS 1, paragraph 17 (AR
100.17)) to refer to the schedules. [Amended]

.09

Application of SSARS 3 to Certain Companies Required to File With
Regulatory Bodies

Inquiry—Some nonpublic entities, as defined in SSARS 2, Reporting on
Comparative Financial Statements, paragraph 1, footnote 2 (AR 200.01, foot
note 2), such as privately owned brokers or dealers in securities, may be
required to include unaudited financial statements in a form prescribed by a
regulatory body concerned with the sale or trading of securities, such as the
National Association of Securities Dealers or the New York Stock Exchange.
Does the first sentence of SSARS 3, Compilation Reports on Financial State
ments Included in Certain Prescribed Forms, paragraph 2 (AR section 300.02),
preclude an accountant from using the alternative form of report illustrated in
SSARS 3 (AR 300) in those circumstances?
Reply—No. SSARS 3, paragraph 2, excludes from the definition of a pre
scribed form those forms “. .. concerned with the sale or trading of securities.”
In that context, “securities” refers to those issued or to be issued by the entity
submitting the prescribed form. Accordingly, an accountant is not precluded in
the circumstances described in this question from using the alternative form
of compilation report illustrated in SSARS 3 if the entity is not submitting the
prescribed form in connection with the actual or contemplated sale or trading
of its own securities.
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.10

Review of Financial Statements Included in a Prescribed Form

Inquiry—SSARS 3, Compilation Reports on Financial Statements Included
in Certain Prescribed Forms, paragraph 3, states that “in the absence of a
requirement or a request for a review report on the financial statements
included in a prescribed form, the following form of standard compilation report
may be used when the unaudited financial statements of a nonpublic entity are
included in a prescribed form that calls for departure from generally accepted
accounting principles . .Can an accountant perform a review of financial
statements included in a prescribed form that are presented on a basis other
than generally accepted accounting principles?

Reply—A review can be performed on the financial statements included in
a prescribed form prepared under any comprehensive basis of accounting (as
defined in SAS No. 62, Special Reports, paragraph 4), but SSARS 1, Compila
tion and Review ofFinancial Statements, reporting standards would apply, not
those in SSARS 3. SSARS 3, paragraph 1, states in part:
The requirements of SSARS 1 and SSARS 2 are applicable when the unaudited
financial statements of a nonpublic entity are included in a prescribed form.
This statement amends SSARS 1 and SSARS 2 to provide for an alternative
form of standard compilation report when the prescribed form or related
instructions call for departure from generally accepted accounting principles
by specifying a measurement principle not in conformity with generally ac
cepted accounting principles or by failing to request the disclosures required
by generally accepted accounting principles.

Accordingly, where the prescribed form calls for the departures referred to
above, a review report expressing limited assurance under SSARS 1 would be
appropriate provided that, as required by SSARS 1, paragraph 40, the review
report discloses the departures from generally accepted accounting principles,
including the departures called for by the prescribed form.
.11

Computer Generated Financial Statements

Inquiry—A firm recently purchased a new computer which will enable it to
have some of its clients access this computer via a phone terminal in their office.
The client will input all information into the firm’s computer including journal
entries and will be able to prepare its own financial statements which will be
received via the client’s phone terminal. No one in the accounting firm directly
inputs data into the computer or sees the financial statements. Is the account
ing firm required to attach a compilation report for this type service?

Reply—No. If the client directly inputs data from its office into the computer
and generates the financial statements in the client’s office directly from the
computer, the firm does not have a reporting responsibility. However, if the
financial statements are generated by the CPA in the firm’s office, there is a
reporting responsibility as discussed in SSARS 1, Compilation and Review of
Financial Statements, paragraph 7. [Amended]
.12

Use of Other Comprehensive Basis of Accounting (OCBOA) for
Interim Financial Statements and Generally Accepted Accounting
Principles (GAAP) for Annual Financial Statements

Inquiry—What are the reporting implications when a client uses OCBOA
for interim financial statements and GAAP for annual statements?
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Reply—A privately-held company may use OCBOA for interim financial
statements and GAAP for annual financial statements. However, the report on
interim financial statements should be prepared in accordance with the re
quirements of SAS No. 62, Special Reports (AU 623).

For publicly-traded companies, APB Opinion No. 28, Interim Financial
Reporting, paragraph 10, states in part, “the results for each interim period
shall be based on the accounting principles and practices used by an enterprise
in the preparation of the latest annual financial statements unless a change in
an accounting practice or policy has been adopted in the current year.” There
fore, for publicly-held companies, OCBOA reporting for interim financial state
ments would not be allowed. [Amended]
.14

Uncertainties/Going Concern Problems

Inquiry—SAS No. 59, The Auditor's Consideration of an Entity's Ability to
Continue as a Going Concern (AU 341), provides guidance on that subject as it
would affect the auditor’s report under SAS No. 58, Reports on Audited
Financial Statements (AU 508). What is the appropriate guidance on how to
deal with uncertainties under the statements on standards for accounting and
review services?

Reply—SSARS 1, Compilation and Review ofFinancial Statements, footnote
18 (AR 100.40, footnote 18), states that “normally, neither an uncertainty nor
an inconsistency in the application of accounting principles would cause the
accountant to modify the standard report provided the financial statements
appropriately disclose such matters.” Accordingly, disclosure of this uncer
tainty in a footnote to the financial statements would satisfy this requirement.
SSARS 1, footnote 18 (AR 100.40, footnote 18), further states, “nothing in this
statement, however, is intended to preclude the accountant from emphasiz
ing in a separate paragraph of his report a matter regarding the financial
statements.”
The last two paragraphs of Interpretation No. 11 of SSARS 1 (AR 9100.33
through .40), “Reporting on Uncertainties,” indicates there is no requirement
to disclose an uncertainty in the accountant’s report, under certain conditions,
when management has elected to omit substantially all disclosures required by
generally accepted accounting principles. [Amended]
.15

Consistency

Inquiry—A correction of an error in previously issued financial statements
is treated as a prior period adjustment, in accordance with FASB Statement
No. 16, Prior Period Adjustments (AC A35). SAS No. 1, section 420, Consistency
ofApplication of Generally Accepted Accounting Principles, paragraph 11 (AU
420.11), discusses a correction of an error in principle and states that a change
from an accounting principle that is not generally accepted to one that is
generally accepted, including correction of a mistake in the application of a
principle, is a correction of an error. Although this type of change in accounting
principle should be accounted for as the correction of an error, the change
requires recognition in the auditor’s report through the addition of an explana
tory paragraph. How is this consistency issue treated in compilation and review
engagements?
Reply—SSARS 1, Compilation and Review ofFinancial Statements, footnote
18 (AR 100.40, footnote 18), states that “Normally, neither an uncertainty,
including an uncertainty about an entity’s ability to continue as a going con
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cern, nor an inconsistency in the application of accounting principles would
cause the accountant to modify the standard report provided the financial
statements appropriately disclose such matters.” Accordingly, disclosure of this
inconsistency in a footnote to the financial statements would satisfy this
requirement. SSARS 1, footnote 18 (AR 100.40, footnote 18), further states,
“... nothing in this statement, however, is intended to preclude an accountant
from emphasizing in a separate paragraph of his or her report a matter
regarding the financial statements.” [Amended]
.16

Reference to Accountant's Report in Notes to Financial Statements

Inquiry—SSARS 1, Compilation and Review ofFinancial Statements, para
graphs 16 and 34 (AR 100.16 and .34), requires that each page of the financial
statements compiled or reviewed by the accountant include a reference such as
“See Accountant’s Compilation (or Review) Report.”

Does this requirement extend to the related notes to the financial statements?

Reply—The application of this requirement varies in practice.
Some accountants believe that since the related notes to financial state
ments are an integral part of the basic financial statements, at least the first
page of the notes should include a reference to the accountant’s report.

Other accountants believe that if the basic financial statements, other than
footnote disclosures, contain a statement indicating that the notes to financial
statements are an integral part of the statements, it is not necessary to include
a reference to the accountant’s report on note pages.
.18

Bank Engaged a CPA Firm to Compile a Financial Statement of
Another Entity

Inquiry—A bank has engaged a CPA firm to compile a balance sheet for
another entity. The bank has possession of the books and records of the entity.
Can the firm issue a compilation report under such circumstances?

Reply—There is nothing in the Statements on Standards for Accounting and
Review Services which precludes the CPA firm from issuing a compilation
report under such circumstances. However, SSARS 1, Compilation and Review
of Financial Statements, paragraph 11 (AR 100.11), states: “To compile finan
cial statements, the accountant should possess a general understanding of the
nature of the entity’s business transactions, the form of its accounting records,
the stated qualifications of its accounting personnel, the accounting basis on
which the financial statements are to be presented, and the form and content
of the financial statements.” Due to the nature of the engagement, the CPA
firm may not be able to attain a sufficient level of understanding of the entity’s
business as required by SSARS 1, paragraph 11 (AR 100.11), to issue a
compilation report on the balance sheet, nor obtain sufficient relevant data to
afford a reasonable basis for conclusions or recommendations in relation to any
professional services performed, as required by Rule 201(D) of the AICPA Code
of Professional Conduct (ET 201.01D). (See SSARS 1, paragraph 3 (AR 100.03)).
[Amended]
.19

Issuance of an Audit Report on Financial Statements Which Have
Already Been Reviewed

Inquiry—If an accountant has issued a review report on a set of financial
statements may he later issue an audit report on the same set of financial
statements?
AICPA Technical Practice Aids
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Reply—Yes. Interpretation No. 3 of SSARS 1, Compilation and Review of
Financial Statements (AR 9100.06 through .12), states that SSARS 1 does not
prohibit the accountant from accepting an engagement to perform a higher level
of service with respect to financial statements that have been previously
compiled or reviewed.
.20

Reissuance When Not Independent

Inquiry—An accountant performed a review in the prior year and a compi
lation in the current year. He was independent in the prior year but impaired
his independence in the current year. May he reissue his review report on the
prior year financial statements?

Reply—Yes. SSARS 2, Reporting on Comparative Financial Statements,
paragraph 8 (AR 200.08), states in part, “A continuing accountant who performs
a lower level of service with respect to the financial statements of the current
period should either (a) include as a separate paragraph of his report a
description of the responsibility assumed for the financial statements of the
prior period ... or (b) reissue his report on the financial statements of the prior
period.” The separate paragraph referred to in item (a), above, includes a
statement that the accountant has not performed any procedures in connection
with the prior period review engagement after the date of his review report as
reflected in the example in SSARS 2, paragraph 12 (AR 200.12).
.24

Issuing a Compilation Report With Substantially All Disclosures
Omitted After issuing a Report on Financial Statements Containing
Full Disclosure

Inquiry—A client wants to submit financial statements with substantially
all disclosures omitted to one of its vendors. May the accountant issue a
compilation report on those financial statements with substantially all disclo
sures omitted, if he or she previously issued an audit, review, or compilation
report on financial statements with full disclosure for the same reporting
period?
Reply—Generally, yes. This issue is not specifically addressed by the
authoritative literature. However, SSARS 1, paragraph 19 (AR 100.19), pro
vides indirect guidance on this matter. It states that an accountant may compile
financial statements that omit substantially all disclosures provided the omis
sion of the disclosure is clearly indicated in the report and is not, to the
accountant’s knowledge, undertaken with the intention of misleading those
who might reasonably be expected to use the financial statements.

If the accountant believes that the client’s intent is to mislead users, the
accountant should not comply with the request. However, if the accountant
concludes that it is not the client’s intent to mislead users, it would be
appropriate to compile financial statements with substantially all disclosures
omitted after having compiled, reviewed, or audited full-disclosure financial
statements.
Some practitioners are reluctant to compile financial statements they have
previously audited or reviewed because the accountant’s compilation report will
read:
I have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.
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They conclude that the disclaimer in the report would be misleading to financial
statement users in these circumstances because the accountant has, in fact,
audited or reviewed the financial statements. They believe the aforementioned
disclaimer precludes the accountant from compiling financial statements after
auditing or reviewing them. The disclaimer in the compilation report, however,
is intended to be engagement-specific and, therefore, refers only to the financial
statements that accompany the accountant’s report. Therefore, the disclaimer
language does not present a reporting problem for the current engagement.

[The next page is 11,301.]
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Other Reporting Issues
.02

Furnishing Unbound Reports to Clients

Inquiry—A CPA gets numerous requests from clients for a set of unbound
financial statements along with the usual bound sets. The unbound copy is
usually reproduced on their copying machines for periodic distribution to
suppliers and others. Should the CPA continue to provide these unbound
statements?
Reply—This practice is dangerous since the CPA is assisting in the repro
duction of his report without control over such reproduced copies. It would be
preferable if he agreed to provide any additional copies of the report which may
be required, thus controlling the assembly of the reproduced reports.

.03

Dates on Cover for Financial Statements

Inquiry—SAS No. 26, Association With Financial Statements, paragraph 15,
specifies that an auditor’s report disclose that prior year financial statements
presented for comparative purposes are unaudited. Is it appropriate to include
the dates of both the current year and prior year financial statements on the
cover of the financial statements?
Reply—Both years may be included on the cover if the financial statements
for the prior year are referred to as unaudited. [Amended]

.06

Break-Even Financial Statements

Inquiry—Company A requested compiled financial statements with an
inventory reported so that the financial statements would reflect no profit or
loss (“break-even financial statements”). How would this affect the accountant’s
compilation report?
Reply—“Break-even financial statements” are not in accordance with gen
erally accepted accounting principles. Accordingly, the independent accountant
would have to express a reservation in his compilation report because of the
departure from generally accepted accounting principles as required by SSARS
1, Compilation and Review of Financial Statements, paragraph 40.

.07

Financial Statements Cover Period Longer Than Twelve Months

Inquiry—Is it acceptable for an auditor to express an opinion on financial
statements covering a period longer than twelve months?
Reply—It is acceptable provided the title of the financial statements is
descriptive of the period covered and the auditor’s report clearly indicates the
period covered by the financial statements.

.08

Title of Auditors' Report

Inquiry—Does the auditor’s opinion require a title?
Reply—SAS No. 58, Reports on Audited Financial Statements, paragraph 8
(AU 508.08), states, “. .. The basic elements of the report are the following: a.
A title that includes the word independent. . . .” Footnote 3 of SAS No. 58 (AU
508.08, footnote 3) states, “This Statement does not require a title for an
auditor’s report if the auditor is not independent. . . .” Therefore, if the auditor
is independent, the auditor’s opinion must have a title which includes the word
independent.
AICPA Technical Practice Aids
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Auditors' Reports
Compilation of Pro Forma Information

Inquiry—Statement on Standards for Attestation Engagements, Reporting
on Pro Forma Financial Information, provides guidance on the examination
and review of pro forma financial information. May an accountant issue a
compilation report on pro forma information if the related historical financial
statements are compiled?

Reply—Yes. Although the Statement on Standards for Attestation Engage
ment is silent with regard to compilation of pro forma information, it does not
proscribe issuance of a compilation report on pro forma information.

.10

Distinction Between Internal and General Use of
Financial Statements

Inquiry—Are financial statements differentiated between internal and gen
eral use in the professional reporting literature?

Reply—Internal use by management and general use of financial state
ments are no longer differentiated for historical financial statements. However,
the distinction between general and internal use is made for financial forecasts
and projections.

.14

Part of Audit Performed by Another Independent Auditor Who Has
Ceased Operations

Inquiry—If an auditor who has ceased operations audited the financial
statements of one or more subsidiaries, divisions, branches, components, or
investments included in an entity’s financial statements, may the principal
auditor make reference in his or her report to the audit of that auditor or assume
responsibility for that auditor’s work in accordance with SAS No. 1, section 543,
Part ofAudit Performed by Other Independent Auditors?
Reply—The principal auditor may make reference to the audit of another
auditor, or assume responsibility for that auditor’s work, only if the other
auditor has issued an audit report and the principal auditor has completed the
procedures required by SAS No. 1, section 543 prior to the time that the other
auditor ceased operations. The procedures described in SAS No. 1, section 543
cannot be appropriately performed after the other auditor has ceased opera
tions. In situations in which the principal auditor cannot use the work of the
other auditor in accordance with SAS No. 1, section 543, the principal must
perform audit procedures sufficient to afford a reasonable basis for an opinion
on the financial statements under audit. However, review of the other auditor’s
working papers may have an effect on the nature, timing, and extent of those
procedures.

.21

Fiscal Years for Tax and Financial Reporting Purposes Differ

Inquiry—Can an entity have different fiscal years for tax and reporting
purposes?
Reply—There is no requirement in the accounting literature for the tax and
the financial reporting year-end to be the same. However, having different
fiscal years complicates further any interperiod tax allocation the entity may
have.
.22

Location Where Report is Issued

Inquiry—Is there a requirement to indicate the city and state where an
accountant’s report is issued?
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Reply—The AICPA professional standards do not include such a require
ment. However, some SEC regulations require the disclosure. For example,
SEC Regulation S-X, section 210.2-02, states, in part, “... the Accountant’s
Report shall indicate the city and state where issued.”

.23

Distinction Between Supplemental Information and Basic Financial
Statement Information in an Auditor-Submitted Document

Inquiry—What is an appropriate means of distinguishing between informa
tion to be considered a part of the basic financial statements and supplementary
information in an auditor-submitted document?

Reply—If the basic financial statements refer to specific information (i.e.,
‘See Exhibit A—Schedule of Operating Expenses’), such information is consid
ered to be a part of the basic statements and is presumed to have been subjected
to the auditing procedures applied to the basic financial statements. This
information is therefore not required to be reported on separately and should
not be referred to in the auditors’ report. Any additional information presented
with the basic financial statements, but not referred to in such statements,
should be considered supplementary information unless described otherwise.
Such supplementary information should be reported on in accordance with the
requirements of SAS No. 29, Reporting on Information Accompanying the Basic
Financial Statements in Auditor-Submitted Documents (AU 551).

.24

Required Presentation of the Statement of Stockholders' Equity

Inquiry—Is the statement of stockholders’ equity required when financial
position and results of operations are presented?
Reply—Disclosure of changes in capital accounts and retained earnings is
required. According to APB Opinion No. 12, Omnibus Opinion—Capital
Changes, paragraph 10 (AC C08.102), “when both financial position and results
of operations are presented, disclosure of changes in the separate accounts
comprising stockholders’ equity (in addition to retained earnings)... is re
quired to make the financial statements sufficiently informative. Disclosure of
such changes may take the form of separate statements or may be made in the
basic financial statements of notes thereto.”
.25

Use of Singular v. Plural Terminology for Accountants and Auditors

Inquiry—In reporting on audited, reviewed, or compiled financial state
ments, should accountants use singular or plural terminology when referring
to themselves?

Reply—Use of plural or singular terminology is not addressed in the profes
sional standards. Illustrative auditors’ reports in Statements on Auditing
Standards use plural terminology, while the accountants’ reports in State
ments on Standards for Accounting and Review Services use both singular and
plural.
In practice, sole practitioners often use singular terms; firms that have one
partner with professional staff use both singular and plural; and firms that
have more than one partner most often use plural. However, the use of singular
or plural references to the accountant or auditor is purely discretionary. For
ease of report preparation, firms should be consistent in their use of singular
or plural in all reports.
AICPA Technical Practice Aids
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Auditors' Reports

Compilation and Review—Comparative Financial Statements

Inquiry—A nonpublic entity’s financial statements for the year ended De
cember 31,19X1 were compiled by a predecessor accountant. Management had
elected to omit substantially all of the disclosures and the statement of cash
flows required by generally accepted accounting principles (GAAP).
A successor auditor is engaged to audit the 19X2 financial statements, and
the client has asked the auditor to include the 19X1 compiled financial state
ments for comparative purposes with the 19X2 financial statements.

Is the successor auditor permitted to do this?

Reply—No. SSARS 2, Reporting on Comparative Financial Statements,
paragraph 5 (AR 200.05), states that compiled financial statements that omit
substantially all of the disclosures required by GAAP are not comparable to
financial statements that include such disclosures.

The 19X1 financial statements would need to be revised to include the
statement of cash flows and all disclosures required by GAAP. Either the
predecessor or the successor accountant would then need to at least compile
the full disclosure financial statements for 19X1.

[The next page is 15,001.]
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TIS TOPICAL INDEX
TECHNICAL INFORMATION SERVICE
QUESTIONS AND ANSWERS
References are to section numbers.
ACCOUNTS RECEIVABLE—See

A

ACCRUAL BASIS

ACCOUNTING CHANGES

• Accounting Principles.................. 2220.13;
............................... 9210.02; 9600.15
• Allowance for Uncollectible
Accounts............................. 3400.06
• Change From Equity Method to
Consolidation Basis............... 9210.12
• Change From GAAP to Comprehensive
Basis of Accounting............... 9210.10
• Change From Other Comprehensive
Basis to GAAP...................... 9210.10
■ Change in Amortization Method .... 5220.05
• Change in License Mix on Software
Revenue Recognition............. 5100.45
■ Changes in Film Impairment
Estimates.................... 6970.01-.02
• Consistency...................................9210.09
■ Correction of Errors and Accounting
Changes—Consistency......... 9600.15
• Depreciable Life............. 2250.02; 9210.03
• Depreciation Method.................... 1300.08
■ Estimates .... 2250.02; 3200.06; 9210.03
• Fiscal Year Change...................... 1800.03
• Going Public................................. 9210.02
• Goodwill Write-Off........................ 2250.05
• Inventory Policy of Health Care
Organizations........................ 2140.16
■ Legal Transactions........................9210.09
• Merger Costs Capitalized.............. 7600.05
• Premiums on Life Insurance........... 2240.04
• Refinanced Debt......................... 3200.06
• Reporting Entity............................. 9210.09
• Restated Financial Statements....... 9210.02
• Statement of Cash Flows.............. 1300.08
• vs. Change in Circumstances......... 2220.13
ACCOUNTING METHODS

• Accounting for Significant Incremental
Discounts in Software Revenue
Recognition.............
5100.51
ACCOUNTING POLICIES

• Relation to Financial Statements ... 9600.08
• Revenue Recognition...................... 5100.25
ACCOUNTING PRINCIPLES—See

Receivables

Generally

Accepted Accounting Principles
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•
•
•
■
•

Audit Fee..................................... 5290.05
Change From Cash Basis................ 9210.10
Compensated Absences.................. 3100.10
Deferred Compensation Contract... 5230.06
"Excess of Loss* Medical Insurance
for Employees........................ 3100.09
■ Relation to Cash Basis.................. 1500.05
• Sales Price Based on Future
Revenue.................................... 5100.37
ADVERSE OPINIONS

■ Change in Estimate........................9210.03
• Departure From GAAP ... 2210.18; 9410.13
AFFILIATED COMPANIES

■
•
■
•

•
■
■

•

Abandoned Merger........................ 7620.09
Accounting Changes........................9210.09
Acquisition of Division.................... 7620.08
Business Combinations—See Business
Combinations
Capitalization of Interest Costs
Incurred by Subsidiary............. 2210.25
Change From Equity Method to
Consolidation Basis.................9210.12
Combined Financial Statements—See
Combined Financial Statements
Consolidated Financial Statements—See
Consolidated Financial Statements

• Control of Board of Directors........... 1400.07

•
•
■
•
•
•

•
•
•
■
•

Differing Fiscal Years .... 1400.22; 9430.02
Divestiture—See Divestiture of Subsidiaries
Earnings Per Share...................... 5500.02
Equity Method—See Equity Method
Exchanges of Stock...................... 7600.06
Foreign Currency Translation for
Consolidation...................... 4200.01
Intercompany Transactions
• Between Subsidiary’s and Parent's
Year End.............................. 1400.22
• Elimination of Profit in Health
Care Organizations.................. 6400.17
• Payroll Expense Reimbursement... 1200.05
• Transfers Between Entities......... 7600.08

AFF

15,002

TIS Topical Index

References are to section numbers.
AFFILIATED COMPANIES—continued

• Inventory Acquired From
Stockholder........................ 8320.03
• Inventory Cost Method ... 1400.23; 2140.11
• Joint Ventures............................ 2220.11
• Limited Partnership..................... 2220.11
• Offsetting Limited Use Assets
Against Related Liabilities...... 6400.19
• Option to Acquire Control.............. 1400.07
• Pooling of Interest Method............ 7600.06
• Sale of Parent Stock in Subsidiary
to Minority Interest.................7610.23
• Spin-Off of Subsidiaries............... 7620.10
• Subsidiaries, Indirectly Owned...... 7620.03
• Subsidiary-Only Financial
Statements.......................... 1400.27
• Transfers From Subsidiary to Minority
Stockholder of Parent........... 6400.26
AGREEMENTS—See

Contracts

AIRPLANES

■ Chartered While Held for Sale......... 2140.04
AMORTIZATION

• Cash Flows Presentation of
Negative Amortization of
Long-Term Debt.................. 1300.22
• Change in EstimatedLife............... 2250.02
• Change in Method....................... 5220.05
■ Commissions on Insurance............ 6130.04
• Discount or Premium on Investment
Securities With an Early Call
Date................................... 3200.16
• Discounts on Loans....................... 6130.01
• Goodwill........................ 2250.07; 7610.09
■ Interest Income on Zero Coupon
Bonds...................................5100.31
• Inventories.................................... 2140.12
• Land, Future Transfer of Title......... 2210.13
• Lease Capitalization....................... 7610.16
• Loan Costs.................................... 4130.03
• Log Pond Dredging Cost.............. 2210.15
• Mortgage Placement Fee............... 3200.06
• Negative..................................... 1300.22
• “Current Price" Measurement
Date................................... 6930.04
• Deferred Compensation Contract... 5230.06
APPRAISAL VALUE

Business Combinations.................. 7610.08
Fixed Assets...................................2210.18
Intangible Assets.......................... 2250.04
Write-Up in Quasi-Reorganization.... 2210.18

APPRECIATION

• Computation of Net Change in Fair
Value of Investments............. 6935.03
• Fixed Assets...................................2210.18

AFF

• Audit Inquiry Not Sent.................. 9530.09
ASSETS

• Classification—See Classification of Accounts
• Current—See Current Assets
■ Depreciation on Building Held as
Investment.......................... 2120.05
• Fixed—See Fixed Assets
• Intangible—See Intangible Assets
■ Land—See Land
• Landfill Rights............................. 6700.10
• Law Firm's Recoverable Costs....... 2130.05
• Noncurrent—See Noncurrent Assets
• Offsetting Cash Surrender Value of Life
Insurance Policy................... 5230.09
• Offsetting Limited Use Assets
• Against Related Liabilities.......... 6400.19
• Purchased in Bulk......... 7610.09; 7610.19
• Revaluation................................. 2210.18
• Social Security Benefits............... 1600.03
■ Step Up in Basis in Majority Interest
Acquisition............................... 7600.09
• Timber PurchaseContracts............ 3500.01
■ Transfers Between Related
Entities.. 6400.25-.26; 6400.28-.29
• Valuation—See Valuation
ATTESTATION STANDARDS

• Compilation of Pro Forma Financial
Information........................ 9900.09
ATTORNEYS—See

Lawyers

AUDIT ENGAGEMENT

• Accrual of Audit Fee.................... 5290.05
• Communication Between Predecessor and
Successor Accountants.. 8900.01-.03
■ Significant Procedures Performed by
Predecessor Prior to Ceasing
Operations........... 8900.05; 9900.14
• Use of Other Auditors’ Work When They
are Not Independent........... 9520.06
AUDIT PROGRAMS

• Audit Sampling........................... 8220.04

ANNUITIES

•
•
•
•

ASSESSMENTS

AUDIT SAMPLING

•
•
•
•
•
•
•
■
■
•
■

Applicability of SAS No. 39 .... 8220.01-.05
Block Sampling........................... 8220.05
Definition................................... 8220.01
Design of Sample.................. 8220.01-.05
Dual-Purpose Tests...................... 8220.01
Evidential Matter.................... 8220.03-.05
Haphazard Sampling.................... 8220.05
Illustrations................................. 8220.01
Internal Control........................... 8220.01
Judgment................................... 8220.03
Misstatements...................... 8220.03-05
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AUDIT SAMPLING—continued

•
•
•
•
•
•
•
•
■
•
•
•
•
•

Nonstatistical—See Nonstatistical Sampling
Objectives of Audit........................ 8220.04
Population................................... 8220.03
Random-Number Sampling............. 8220.05
Risk—See Risk
Sample Evaluation... 8220.01; 8220.03-.04
Sample Selection.................. 8220.03-05
Size of Sample........................... 8220.03
Statistical—See Statistical Sampling
Substantive Tests......... 8220.01; 8220.03
Systematic Sampling.................... 8220.05
Tests of Controls......................... 8220.01
Tolerable Error........................... 8220.03
Working Papers........................... 8220.04

AUDITING

■ Equity Method for Investments....... 2220.11
• Evidential Matter—See Evidential
Matter
• First Audits...................................9410.04
■ Previously Reviewed or Compiled
Financial Statements............. 9600.19
• Responsibility to Audit Dividend
Fund................................... 9520.02
• Sampling—See Audit Sampling
• Scope Limitations—See Scope Limitations
• Special Audit of Sales.................... 9510.03
■ Standards—See Generally Accepted
Auditing Standards
• Statistical Sampling—See Statistical Sampling
AUDITORS’ REPORTS

• Adverse Opinion—See Adverse Opinions
• Affect of Restatement by
Predecessor Auditor............. 8900.02
• Balance Sheet Only.................... 1300.05;
...................................... 9410.03-04
■ Basis of Accounting Other Than
GAAP.......................... 9510.08-.09
• Change From GAAP to Comprehensive
Basis of Accounting............... 9210.10
• Change to GAAP From Comprehensive
Basis of Accounting............... 9210.10
• Comments and Recommendations
Reports............................. 6950.21
• Compilation Engagement............. 9600.08
■ Compliance Reports—See Compliance
Reports
• Condensed Financial Statements of
a Nonpublic Entity...................9410.15
■ Dates on Cover of Statements....... 9900.03
• Development Stage Enterprises.... 9320.09
• Disclaimers—See Disclaimers of Opinion
• Disclosure—See Disclosure
• Explanatory Language
Added............. 9320.08-.09; 9410.02
• Financial Statements Previously
Reviewed or Compiled......... 9600.19
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AUDITORS’ REPORTS—continued

• Going Concern Uncertainties ...9320.08-09;
...........................
9410.02
• Inadequate Internal Control............. 9530.07
• Included in Financial Statements.... 9410.06
• Income Tax Basis Statements....... 9320.08
• Inquiry Letter Not Sent......... 8340.10;
................................................ 9530.09
• Internal Control Reports for
Broker-Dealers.......................... 6980.01
• Limited Life Ventures...................... 9410.02
• Location of Issuance.................... 9900.22
• Modified Cash Basis Statements ... 1500.05
• Order of References to
Statements.................................9410.09
• Period Longer Than Twelve
Months................................ 9900.07
• Predecessor Auditor Discontinues
Operations......... 8900.03-.10; 9900.14
• Prescribed Forms........................... 9510.13
• Principal Auditors........... 9520.01; 9520.07
• Qualified Opinions—See Qualified Opinions
• Reliance on Others—See Reliance on Other
Auditors’ Reports
■ Reproduction............................... 9900.02
■ Restatements for Consolidation .... 9430.02
• Scope Limitations—See Scope Limitations
• Signature..................................... 9430.05
■ State Prescribed Auditing
Standards............................ 6950.21
• Statement of Cash Receipts and
Disbursements...................... 9510.07
• Statutory Reporting
Requirements.................... 9510.08-09
• Successor Firm’s Signature............ 9430.01
• Supplemental Information............. 9410.14;
................................. 9520.07; 9600.08
• Terminology—Singular vs. Plural ... 9900.25
• Titles of Reports........................... 9900.08
• Violation of Debt Agreement........... 9410.13
AUDITORS, INDEPENDENT

•
■
•
•
•
•
■
•
•
•
•
•
•
•
■

Communication Responsibility....... 8200.04
Disagreement With Management ... 9410.13
Engagement Fee......................... 5290.05
Judgment.................................... 9520.06
Knowledge of Accounting
Practices............................ 9600.18
Predecessor—See Predecessor Auditor
Principal Auditors......................... 9520.01
Reliance on State Inspectors.......... 9520.04
Review Report Reissuance............. 9600.20
Sample Size................................. 8220.03
Sampling............................. 8220.01-.05
Successor—See Successor Auditor
Title of Auditor’s Report................. 9900.08
Understanding of Entity................ 9600.18
Work of Other Auditors................ 8900.05;
................................. 9520.06; 9900.14
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B
BAD DEBTS—See

BENEFIT OBLIGATIONS

Uncollectible Accounts

BALANCE SHEET

• Accumulated Depreciation in Purchase
Business Combination............. 7610.20
• Building Held as Investment........... 2120.05
• Classification—See Classification of Accounts
• Joint Ventures.............. 2220.03; 2220.05
• Landfill Rights.............................. 6700.10
• Mandatory Redeemable Preferred
Stock.................................. 4110.08
• Minority Interest.......................... 1400.24
• Negative Goodwill.......................... 7610.22
• Notes—See Notes to Financial Statements
• Prior Period Adjustment................. 1300.11
• Report on Balance Sheet Only .... 1300.05;
................................... 9410.03-.04
• Revolving Line of Credit................. 3200.12
• Subordinated Debt......................... 6130.06
• Supplemental Information............... 9600.08
• Supporting Schedules.................. 9600.08
• Timber Purchase Contracts........... 3500.01
• Titles of Financial Statements......... 1500.04
• Translating Foreign Subsidiary's
Accounts for Consolidation.... 4200.01
• Unclassified.................. 1100.03; 7610.22
BANK ACCOUNTS—See

Cash

BANKRUPTCY

• Note From Reorganized Debtor .... 9330.02
BANKS

• Covenant Violation and Subsequent
Bank Waiver........................ 3200.17
■ Credit Risk.................................... 2110.06
■ Disclosure of Cash on Deposit in
Excess of FDIC-Insured Limits .... 2110.06
• Letters of Payment Guarantees .... 3500.02
• Outstanding Checks....................... 1100.08
• “Pay Any Day" Loans.................... 3200.09
BARGAIN SALES

• One-Cent Sales............................... 5100.07
BASE STOCK METHOD

• Restaurant Dishes......................... 2210.08
BASIS—See

Valuation

BASIS OF ACCOUNTING

■ Break-Even Financial Statements ... 9900.06
• Going Concern Assumption............. 9320.08
• Interim Prepared on Different Basis
Than Annual Statements....... 8900.04
• Tax Basis-Use of Equity Method .... 2220.17

BAD

• Accumulated Eligibility Credits...... 6930.01
• Maintenance of Benefits
Provision................................. 6930.02
■ Premium Deficits.......................... 6930.03
BENEFIT PLANS—See

Employee Benefit Plans

BONDS PAYABLE—See

Noncurrent Liabilities

BOOK VALUE

■ Shares of Deceased
Stockholders........................... 3400.02
BREAK-EVEN FINANCIAL STATEMENTS

• Accountants Report.................... 9900.06
BROKER-DEALERS

• Internal Control Reports............... 6980.01
BROKERAGE FIRMS

• Prescribed Forms........................ 9600.09
BULK PURCHASES

• Valuation of Assets.......
BURDEN—See

7610.09; 7610.19

Overhead

BUSINESS COMBINATIONS

• Accumulated Depreciation Under
Purchase Method............. 7610.20
• Bulk Purchase of Assets...... 7610.09;
............................................................ 7610.19
• Contingent Bailout Provisions. 7620.15
• Contract to Acquire Corporation ... 7600.03
• Date of Acquisition................. 7600.01-.03
• Discount on Exchanged Stock. 7630.02
• Divestiture—See Divestiture of Subsidiaries
• Division Acquisition...................... 7620.08
• Downstream Mergers.................. 7610.01
• Exchange of Assets of No Book
Value...................................... 2220.08
• Exchanges of Stock.................... 7600.06
• Future Issuance of Stock............... 7600.04
• Goodwill—See Goodwill
• Health Care Organizations............. 6400.32
• Income during Acquisition Period... 7610.02
■ Initiation, Consummation, and
Resolution............................... 7600.04
• Leases...................................... 7610.16
■ Legal Costs of Merger................. 7600.05
• Minority Interest Acquisition......... 7610.24;
.............................................. 7620.06
• Negative Goodwill........................ 7610.22
• Negative Net Worth...................... 7610.06
• Purchase Price Dispute................. 3400.01;
............................................. 7610.14
■ Push-Down Accounting................. 7610.19
■ Reduction of Carrying Value of
Restricted Securities................ 7610.21
• Related Companies...................... 7600.06;
........... 7620.03-07; 7620.09; 7620.12
• Step Up in Basis of Assets........... 7600.09;
....................................... 7610.19
• Survivor Company........................ 7610.01
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BUSINESS COMBINATIONS—continued

CASH

• Temporary Management
Agreements.......................... 7610.02
• Treasury Stock.......................... 7620.11
• Valuation of Acquisitions........... 7600.09;
............................... 7610.06; 7610.19

• Balance Sheet Presentation........... 1100.08
• Balances in Excess of FDIC-Insured
Limits........................................ 2110.06
• Cash Flow Statements................. 1300.15
• Control of Receipts of Vending
Machines............................ 8200.02
• Deficits—See Deficits
• Distributions From Joint Venture.... 2220.15
■ Note Exchanged........................... 5220.07
• Outstanding Checks....................... 1100.08
• Presentation of Overdraft on
Statement of Cash Flows........ 1300.15
• Undelivered (Held) Checks............. 2110.02

BUY-SELL AGREEMENTS

■ Disclosure................................. 2240.02

C
CABLE TV SYSTEMS

• Valuation of Subscriptions............. 2250.04
CAPITAL LEASES

• Allocation of Payments for Lease
Capitalized at Fair Value........ 3200.10
CAPITAL STOCK

• Common Stock Dividends Received
in Form of Preferred Stock......... 2120.06
• Costs of Issuance......... 4110.01; 4110.03;
............................... 4110.09; 7600.05
• Cumulative Preferred Stock........... 4210.04
• Default on Stock Subscribed......... 4110.11
• Discounts .... 4110.02; 4230.02; 7630.02
• Exchange of Common for
Preferred................................. 4230.02
• Fair Value.....................................4110.03
• Impairment of Capital.... 2210.18; 4120.03
■ Investments—See Investments
• Issuance for No Consideration....... 4110.02
• Liquidating Dividends Written Off... 4210.01
■ Mandatory Redeemable Preferred
Stock................................... 4110.08
■ Restricted—See Restricted Securities
■ Shelf Registration Costs.............. 4110.10
• Stock Dividends—See Stock Dividends and
Stock Splits
■ Stock Splits—See Stock Dividends and Stock
Splits
• Tax Basis Accounting-Use of Equity
Method............................... 2220.17
• Treasury Stock—See Treasury Stock
• Warrants—See Warrants
CAPITAL, CONTRIBUTED—See Contributed

Capital
CAPITALIZATION

•
•
•
•
■
■
•
•
•
•
•

Accounting Period.......................... 2210.20
Amount to Be Capitalized.............. 2210.20
Compounding............................... 2210.20
Goodwill.................................... 2250.07
Interest Costs............... 2210.20; 2210.25
Log Pond Dredging Costs.............2210.15
Merger Costs............................. 7600.05
Patent Infringement Litigation......... 2260.03
Shelf Registration Costs.............. 4110.10
Ski Slope Development................ 2210.07
Stock Dividends, Closely-Held
Companies................................. 4150.01

AICPA Technical Practice Aids

also Comprehensive
Basis of Accounting
Change to Accrual Basis............... 9210.10
Modified—See Modified Cash Basis
Relation to Accrual Basis............... 1500.05
Statement of Cash Receipts and
Disbursements...................... 9510.07

CASH BASIS—See

•
•
•
•

CASH FLOWS STATEMENT—See

Statement

of Cash Flows
CASH SURRENDER VALUE

• Classification............................... 2240.01
• Officers’Life Insurance.................. 1300.13
• Offset Against Liability for Deferred
Compensation Contract.......... 5230.09
■ Policy on Debtor............................ 2240.04
■ Reserve for Future Loss................. 2240.03
• Stock Repurchase Plan.................. 2240.02
CATTLE

■ Valuation of Herd........................... 2210.06
CEMETERIES

• Perpetual Care Trust.................... 7500.01
CHANGES, ACCOUNTING—See

Accounting

Changes
CHARITABLE CONTRIBUTIONS—See

Contributions
CHARITABLE ORGANIZATIONS—See

Not-for-Profit Organizations
CIRA—See

Common Interest Realty Associations

CLAIMS

• Employee Benefit Plans................. 6930.02
• Insurance Companies.................... 8340.09
CLASSIFICATION OF ACCOUNTS

•
•
•
•
•

Cash Surrender Value.................... 2240.01
Cattle Herd.....................................2210.06
Charter Airplanes Held for Sale....... 2140.04
Convertible Debt............................1100.14
Deposit on Equipment to be
Purchased............................ 2230.02

CLA
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CLASSIFICATION OF ACCOUNTS—continued

• Equipment Finance Note
Payments............................ 1300.19
• Expenses Which Are Taxable to
Employees.......................... 5290.02
• Grain Stored for Others in
Elevator............................... 1100.12
• Landfill Rights............................... 6700.10
• Loan Against Insurance................ 2240.01
• Minority Interest........................... 1400.24
• Outstanding Checks........................1100.08
• Payroll Expense Reimbursement.... 1200.05
• Rental Revenue............................... 5100.16
• Replacement Parts Inventory...........2140.12
• Restaurant’s Dishes....................... 2210.08
• Revolving Line of Credit................ 3200.12
• Slow-Moving Inventory.................... 2140.13
• Subordinated Debt......................... 6130.06
■ Timber Purchase Contracts........... 3500.01
• Treasury Stock Acquisition Costs... 4110.09
• Unclassified Balance Sheets.............1100.03
• Unearned Revenue........................ 3600.01
• Violation of Debt Agreement......... 3200.13;
............................................9410.13
CLIENT RECORDS

• Computer Generated Financial
Statements.......................... 9600.11
• Inadequate................................... 9530.07
• Perpetual Inventories.................... 8320.05
• Stock Issuance Costs..................... 4110.01
CLIENTS

• Disagreement With Auditor.............9410.13
• Records—See Client Records
• Refusal to Send Inquiry... 8340.10; 9530.09
CLOSELY HELD COMPANIES

•
•
•
•

Exchanges of Stock...................... 7600.06
Stock Dividends............................. 4150.01
Stock Issuance Costs..................... 4110.01
Stockholder Agreements............... 3400.02

CLOTHING, RENTAL

• Depreciation.................................. 5210.04
CLUBS

• Accounting Changes.................... 9210.09
• Commonly Owned
Companies............... 1400.06; 1400.26
• Disclosures................................. 6400.16
• Elimination of Profit on Intercompany Sales
of Health Care Organizations .... 6400.17
■ Health Care Organizations............. 6400.17;
........................................ 6400.19-.20
• Versus Consolidated Financial
Statements........................ 1400.26
COMMISSIONS

•
•
•
•
•

Contingent Commissions.............. 6300.01
Income Statement Presentation.... 1200.01
Insurance.............. 6130.04; 6300.01-.02
Real Estate Brokers.................... 6600.01
Received as Purchase Price
Concession............................. 2210.02

COMMITMENT LETTERS

• Revenue Recognition.................... 5100.14
COMMITMENTS

■ Coal Production Royalties............. 6500.03
• Cotton Futures Contracts............. 5400.02
• Disclosure by Nonpublic Entities of
Lines of Credit Available........ 3500.07
• Guarantees of Investee Losses.... 2220.12
• Landfill Rights............................. 6700.10
• Lease Agreement With Trial
Period............................... 5290.06
• Letter of Payment Guarantee...... 3500.02
• Letters of Credit......................... 3500.05
■ Purchase Commitment Losses .... 3500.04
• Stockholder Agreements.............. 2240.02
• Uncertain Timber Contract.......... 3500.01
COMMODITIES

• Futures Contracts....................... 5400.02
COMMON INTEREST REALTY ASSOCIATIONS
• Personal Property of Timeshare ... 6990.01

COMMON STOCK—See

Capital Stock

COMMUNICATION

• Excise Tax on Dues....................... 5100.11
• Life Membership Fees.................... 5100.08
• Members’ Debt Retirement
Assessment..........................5100.10
• Revenue Recognition of
Membership Dues.................. 6140.02
COAL

• Estimation of Quantity.................. 8320.04
• Production Royalties...................... 6500.03
COIN-OPERATED MACHINES

• Control of Cash Receipts.............. 8200.02
COLLEGES AND UNIVERSITIES

• Income Trust Corpus as Asset....... 7500.01
• Overhead Allocation...................... 6960.12

CLA

COMBINED FINANCIAL STATEMENTS

• Auditor's Responsibility........... 8200.02-03
• Insurance Claims......................... 8340.09
• Predecessor and Successor
Auditors............................. 8900.02-.03
COMPENSATION

• Absences......................... 3100.10
• Deferred Compensation
Contract-.................... 5230.06
• Medicare Fees of Physicians. 6400.04
• Payroll Expense Reimbursement... 1200.05
• Reporting Accrued Costs..... 3100.08
• Stock Option—See Stock Options and
Stock Purchase Plans
• Use of Company Auto.................. 5290.02
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COMPREHENSIVE BASIS OF ACCOUNTING

COMPILATION ENGAGEMENTS

■ Departures From GAAP.............. 9600.01
■ Pro Forma Information.................. 9900.09
• Supplemental Information............. 9600.08
COMPILATION OF FINANCIAL STATEMENTS

• Basic Statements........................ 9600.08
• Break-Even Financial Statements ... 9900.06
• Departures From GAAP...... 1300.17;
.............................................. 9600.01
• Disclosure Requirements.............. 1300.17
• Marking of Pages......................... 9600.04
• Omission of Disclosures............ .. 9900.26
• Predecessor Accountant Who Has
CeasedOperations....... 8900.08-.10
• Subsequent Auditing of Financial
Statements........... 9600.19; 9900.26
■ Supplemental Information........... 9410.14;
....................................... 9600.08
COMPILATION REPORTS

•
•
■
•
•
■
•
•
•

•
•
■
•
•

■

•

9410.14;

....................................... 9600.08
• Uncertainties........................ 9600.14-.15
• Understanding of Entity................ 9600.18
COMPLETED CONTRACT METHOD

•
■
■
■
•

Expected Loss............................. 5260.01
Investment on Equity Method......... 2220.03
Long-Term Contracts.................... 6700.01
Prepaid Funeral Plan...................... 5100.04
Short-Term Contracts.................. 6700.01

COMPLIANCE REPORTS

• Prescribed Auditing Standards..... 6950.21
• Prescribed Forms—See Prescribed Report
Forms
AICPA Technical Practice Aids

•
•
■
■
•
•

•
•

Cash Basis—See Cash Basis
Change From GAAP........................9210.10
Change to GAAP............................. 9210.10
Financial Statement Titles &
Captions.............................. 1500.04
Interim Prepared on Different Basis
Than Annual Statements........ 9600.12
Modified Cash Basis—See Modified
Cash Basis
Prescribed Forms.......................... 9600.10,
Review of Financial Statements....... 9600.10
Special Reports............................ 6950.22
Statement of Cash Flows
Omitted................................ 1300.10
Statutory Basis—See Statutory Reporting
Requirements
Terminology of 0CB0A Financial
Statements.......................... 1500.04

CONCESSIONS

Accountant’s Responsibility......... 9600.18
Break-Even Financial Statements ... 9900.06
Brokers or Dealers in Securities.... 9600.09
Cash Flows Statement................. 1300.17
Computer Generated Financial
Statements............................... 9600.11
Emphasis of a Matter............. 9600.14-.15
Inconsistencies.................... 9600.14-.15
Issued by Chief Financial Officer.... 9600.22
Knowledge of Accounting
Practices................................. 9600.18
Omission of Disclosures............. 1300.17;
........................ 9600.14; 9600.24
Prescribed Forms................ 9600.09-.10
Reference to Report in Notes to Financial
Statements............................... 9600.16
Responsibility for Prior Period Reviewed
Financial Statements............. 9600.20
Statement of Cash Receipts and Cash
Disbursements...................... 9510.07
Subsequent Issuance of Audit
Report.................................... 9600.19
Sufficient Relevant Data................ 9600.18

• Supplemental Information.............

•
•
■
•

• Software Revenue
Recognition................... 5100.56-.57
CONDENSED FINANCIAL STATEMENTS

• Filing With a Regulatory Agency .... 9410.15
• Nonpublic Enterprises.................... 9410.15
CONFIRMATIONS

■
•
•
•
•
■
■

Inquiries to Client's Attorney.......... 8340.10
Insurance Claims........................ 8340.09
Inventories in Public Warehouse .... 8320.06
Investments in Securities..............8310.02
Leased Equipment....................... 8330.02
Modified Cash Basis Statements ... 8340.11
Scope Limitations—See Scope Limitations

CONSIDERATION

■ Issuance of Capital Stock...............4110.02
CONSIGNMENTS

■ Inventories in Public Warehouse .... 8320.06
CONSISTENCY

• Accounting and Review
Services........................... 9600.14-.15

• Accounting Changes—See Accounting
Changes
• Change From GAAP to Comprehensive
Basis of Accounting............... 9210.10
• Change to GAAP From Comprehensive
Basis of Accounting...............9210.10
CONSOLIDATED FINANCIAL STATEMENTS

• Accounting Changes....... 9210.09; 9210.12
• Commonly Controlled
Companies........... 1400.26; 7600.06
■ Comparison With Equity Method .... 7600.06
• Contingent Assets........................ 1400.21
• Control by General Partners........... 1400.19
■ Control of Board of Directors......... 1400.07

CON
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CONSOLIDATED FINANCIAL
STATEMENTS—continued

•
■
•
•
•
•
•
•
■
•

•

•
■
•
•
•
•
•
•
•
•

•

Differing Fiscal Years .... 1400.22; 9430.02
Disclosures................................. 6400.16
Earnings Per Share...................... 5500.02
Goodwill—See Goodwill
Guarantee of Debt........................ 1400.21
Health Care Organizations ... 6400.16-.17;
.......................................... 6400.20
Intercompany Profits .... 2220.08; 6400.17
Intercompany Transactions
• Between Subsidiary’s and Parent’s
Year End.............................. 1400.22
• Elimination of Profit in Health Care
Organizations...................... 6400.17
Inventory Method for
Subsidiaries......... 1400.23; 2140.11
Joint Ventures............................ 2220.11
Limited Partnership...... 1400.19; 2220.11
Minority Interest........................ 1400.02;
................................. 1400.21; 1400.24
Option to Acquire Control.............. 1400.07
Parent Company Only Financial
Statements.......................... 1400.25
Principal Auditor.......................... 9520.01
Proprietorship and Corporation...... 1400.02
Sale of Parent Stock in Subsidiary to
Minority Interest.................... 7610.23
Subsidiary-Only Financial
Statements.......................... 1400.27
Translating Foreign Subsidiary’s
Financial Statements............. 4200.01
Versus Combined Financial
Statements.......................... 1400.26

CONSTRUCTION CONTRACTORS

• Completed Contract Method—See Completed
Contract Method
• Drawings in Excess of Capital......... 7200.01
■ Joint Ventures—See Joint Ventures
• Long-Term vs. Short-Term
Contracts............................ 6700.01
■ Payments for Landfill Rights........... 6700.10
■ Percentage of Completion—See Percentage
of Completion Method
• Unclassified Balance Sheet.............1100.03
CONTINGENT ASSETS

Commissions............................... 6300.01
Disclosure Requirements............... 1400.21
Gains on Involuntary Conversion...... 5100.35
Guarantee of Debt........................ 1400.21
Requirements for Doubtful Accounts
Allowance............................. 2130.07
• Sales Price Based on Future
Revenue............................... 5100.37
•
•
•
•
•

CONTINGENT CONSIDERATION

• Commitment Letters....................... 5100.14
• Goodwill...................................... 2250.02

CON

CONTINGENT LIABILITIES

• Cents Off Coupons..................... 3400.04
■ Coal Production Royalties........... 6500.03
• “Excess of Loss" Medical Insurance
for Employees..................... 3100.09
• Letter of Payment Guarantee...... 3500.02
• Litigation................................... 3400.01
■ Receivables, Discounted............. 3400.06
• Stockholder Agreements............. 3400.02
CONTRACT ACCOUNTING

• Software Arrangements......... 5100.48-49
CONTRACTORS—See

Construction Contractors

CONTRACTS

• Acquisition of Corporation............. 7600.03
• Completed Contract Method—See Completed
Contract Method
■ Correction of Errors in Computer
Software (Bug Fixes)........... 5100.43
• Cotton Futures........................... 5400.02
• Default on Stock Subscription
Agreements....................... 4110.11
■ Deferred Compensation.............. 5230.06
• Executory..................... 2250.06; 3500.01
• Expected Loss on Contract........... 5260.01
• Extended Payment Terms and Software
Revenue Recognition........... 5100.42
• Franchises—See Franchises
• Land, Future Transfer of Title....... 2210.13
■ Long-Term vs. Short-Term............. 6700.01
• Noncompetition Agreement........... 2250.06
• Parts Completed Not Shipped....... 5100.25
■ “Pay Any Day” Loans.................... 3200.09
• Percentage of Completion Method—See
Percentage of Completion Method
• Postcontract Customer Support During
the Deployment Phase of Computer
Software............................ 5100.44
• Private Label Sales...................... 5100.28
• Purchase Commitment Losses .... 3500.04
• Real Estate—See Real Estate
• Redemption of Stock................... 4120.03
■ Revenue Recognition Criteria........ 5100.25
• Sales Price Based on Future
Revenue............................. 5100.37
• Short-Term................................ 6700.01
• Software Revenue Recognition for
Multiple-Element Arrangements .. 5100.39
• Special Audit.............................. 9510.01
■ Stockholder Agreements.............. 2240.02;
............................................. 3400.02
■ Timber Purchase Contract............ 3500.01
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CONTRIBUTED CAPITAL

• Appropriations............................... 5100.10
• Debt Assumed by Stockholders.... 4160.01
• Default on Stock Subscription
Agreement............................4110.11
• Exchange of Common Stock for
Preferred............................ 4230.02
• Extinguishment of Debt.................. 4160.02
• Limited Partnerships Syndication
Costs................................. 7200.07
■ Liquidating Dividends Written Off... 4210.01
■ Members' Debt Retirement
Assessment.......................... 5100.10
• Stock Issuance Costs ... 4110.01; 7200.07
• Stock Warrants Reacquired........... 4130.03
• Transfers to Entities Under Common
Control............................... 7600.08
CONTRIBUTIONS

■ City Owned Hospital...................... 6400.12
• Inventory...................................... 6140.06
• Medicaid Voluntary Contribution
Program...... ....................... 6400.30
• Not-for-Profit Organizations......... 6140.01;
.... 6140.03-.06; 6140.09; 6140.11
• Services...................................... 6140.11
• Time............................................ 6140.11
CONTROL

• Consolidation of Limited
Partnerships........................ 1400.19
• Sampling Risk............................. 8220.05
CONVERTIBLE DEBT—See Noncurrent Liabilities
COSTS

•
■
•
•
•
•
•
•
•
•
•
•

Bulk Purchase of Assets.............. 7610.09
Cattle Herd...................................2210.06
Contributed Inventory...................... 6140.06
Depreciation in Overhead.............. 5210.02
Direct-Donor Benefit........................ 6140.08
Film Impairment Estimates.... 6970.01-.02
Franchisers................................. 6940.01
Fund-Raising........... 6140.07-.08; 6140.11
Historical—See Historical Cost
Interest Costs............................... 2210.25
Inventory Methods......... 1400.23; 2140.11
Issue—See Issue Cost

• Landfill Rights.................................. 6700.10

• Leasehold Improvements............. 5210.09
• Limited Partnerships Syndication
Costs................................. 7200.07
■ Log Pond Dredging Costs............. 2210.15
• Product Costs............................... 2140.01
• Relocation................................... 5290.04
■ Research and Development........... 5240.10
• Sales and Production Divisions .... 5240.01
• Shelf Registration Costs...............4110.10
• Ski Slope Development.................. 2210.07
• Soliciting Contributed Services and
Time..................................... 6140.11
• Standard Cost Inventory
Valuation.............................. 2140.09
• Treasury Stock Acquisition............. 4110.09
AICPA Technical Practice Aids

COVENANT NOT TO COMPETE

■ Agreement With Former Officer .... 2250.06
CREDITORS

■ Violation of Debt Agreement......... 3200.13;
........................................... 9410.13
CURRENT ASSETS

•
•
•
•
•
•

Classification—See Classification of Accounts
Definition.....................................2140.13
Inventories—See Inventories
Investments—See Investments
Receivables—See Receivables
Unclassified Balance Sheet............. 1100.03

CURRENT LIABILITIES

• Coal Production Royalties............. 6500.03
• Debt in Violation of Agreement.... 3200.13;
.......................................... 9410.13
• Deposits on Leased Equipment .... 3100.03
• Estimated Unemployment
Claims........................................ 3100.01
■ Expected Loss on Contract........... 5260.01
• Interest Payable Computation......... 5220.03
• Litigation Refunds.......................... 6300.03
• Medicare Fees of Physicians......... 6400.04
• Reporting Accrued Compensation
Cost.......................................... 3100.08
• Revolving Line of Credit................. 3200.12
• Unclassified Balance Sheets........... 1100.03
• Undelivered Payments.................... 2110.02
■ Unearned Revenue........................ 3600.01
CUSTODIANS

• Inventories in Public Warehouse .... 8320.06
• Parts Completed Not Shipped...... 5100.25
CUSTOMER ACCEPTANCE

• Software Revenue Recognition...... 5100.67
CUSTOMER FINANCING

• Software Revenue
Recognition........................ 5100.60-.66

D
DATE

■ Change in Fiscal Year................... 1800.03
■ Cover for Financial Statements....... 9900.03
• Different Fiscal Years.... 9430.02; 9900.21
DEBT—See Loans
DEFALCATIONS—See

Fraud and Irregularities

DEFERRALS

Debt Issuance Costs................... 3200.06
Depreciation—See Tax Allocation
Franchises................................... 6940.01
Interest Expense.......................... 5220.01
Investment Tax Credit—See Tax Allocation
Landfill Rights.............................. 6700.10
Loan Costs..................................4130.03
Mortgage Placement Fees............ 3200.06
Relocation Costs......................... 5290.04
Rental Expense Until Occupancy
Under Operating Lease.......... 5600.05
• Taxes—See Tax Allocation
•
•
•
•
•
•
•
•
■
■

DEF
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DEFICITS

DISCLOSURE

• Premium—See Premium Deficits
• Purchase of Treasury Stock........ 2210.18;
.................................................4120.03
DELIVERY TERMS

• Software Revenue Recognition...... 5100.69
State
and Local Governments

DEPARTMENT OF EDUCATION—See
DEPARTURES FROM ESTABLISHED
PRINCIPLES

• Break-Even Financial Statements ... 9900.02
• Prescribed Forms.......................... 9600.10
• Review of Financial Statements....... 9600.10
DEPOSITS

• Equipment to Be Purchased........... 2230.02
• Leased Equipment......................... 3100.03
DEPRECIATION

• Accumulated Depreciation in Purchase
Business Combination............. 7610.20
• Additional First Year Depreciation... 5210.08
• Allocation in Limited Partnership.... 7200.08
■ Building Held as Investment...........2120.05
■ Cattle Herd.................................... 2210.06
• Change in Asset Lives....................9210.03
• Change in Method........................ 1300.08
• Charter Airplanes........................... 2140.04
• Computation of Net Change in Fair
Value of Investments.................. 6935.03
• Definition...................... 2120.05; 5210.08
■ Depreciation Expense vs.
Depreciation Accrual....................5210.02
• Disclosure on Balance Sheet....... 5210.02;
................................................. 9410.03
• Golf Courses.................................5210.05
■ Included in Inventory Overhead...............
5210.02
• Log Pond Dredging Costs................ 2210.15
• Modified Cash Basis Statements.... 1500.05
• Real Estate Investment of Defined
Benefit Plan............................... 6935.02
• Rental Clothing...............................5210.04
• Restaurant’s Dishes....................... 2210.08
• Ski Slopes.................................... 2210.07
■ Statement of Cash Flows.............. 1300.08
DERIVATIVES

• Disclosure................................... 1800.04
■ Indirect Investments...................... 1800.04
DEVELOPMENT COSTS—See Research and
Development
DEVELOPMENT STAGE ENTERPRISES

• Auditor's Report........................... 9320.09
DISCLAIMERS OF OPINION

• GAAP Departures......................... 9530.10
• Income Statement Only.................. 9410.04
• Scope Limitations......... 9410.04; 9430.02;
............. 9530.01-.02; 9530.06-.08;
.......................................... 9530.10
■ Supplemental Financial
Information........................... 9410.14

DEF

• Accounting Policies...................... 5100.25
• Accrual of Preferred Dividends .... 4210.04
• Arrangements With Reorganized
Debtor............................... 9330.02
• Arrearage on Cumulative Preferred
Stock................................. 4210.04
• Benefits Payable to Terminated
Participants of Defined Contribution
Plans...................................... 6935.04
■ Bond Issuance for City Owned
Hospital............................. 6400.12
• Cash on Deposit in Excess of
FDIC-Insured Limits.................. 2110.06
• Change in Accounting Basis......... 9210.10
■ Change in Accounting Estimate.... 3400.06
• Change in Amortization Method.... 5220.05
• Changes in Film Impairment
Estimates......................... 6970.01-02
• Changes in Stockholders' Equity ... 9900.24
■ Combined or Consolidated Financial
Statements of Health Care
Organizations............. 6400.16; 6400.32
■ Commitments........................ 3500.01-.02
• Comparative Financial
Statements............................. 1100.07
• Compilation Reports.................... 9510.07
• Compilation When Disclosures
Are Omitted............... 9600.24; 9900.26
• Contingent Assets........................ 1400.21
• Control of Board of Directors....... 1400.07
■ Credit Risk Concentration............. 2110.06
• Cumulative Preferred Stock
Dividends................................. 4210.04
• Debt Covenant Violations/Subsequent
Bank Waivers...................... 3200.17
• Departures From GAAP............... 1300.17;
............................... 9600.01; 9600.10
• Depreciation................ 5210.02; 9410.03
• Derivatives................................. 1800.04
• Divorced Co-Owners.................... 9320.06
• Drawings in Excess of Capital....... 7200.01
• Employee Defalcation.................. 9330.03
• Exchange of Common Stock for
Preferred................................. 4230.02
• Expected Loss on Contract........... 5260.01
■ Fiscal Year Change...................... 1800.03
■ Five-Year Maturities on Long-Term
Debt................................. 3200.15
• GAAP Departures........................ 9530.10
• Goodwill Write-Off........................ 2250.05
■ Guarantee of Debt......... 1400.21; 2220.13
■ Imputed Interest on Demand
Loans.................................... 5220.06
• Interest Cost on Loan From
Parent.................................... 2210.25
• Inventory Cost Methods............... 2140.11
• Inventory Not Observed............... 9430.02
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DISCLOSURE—continued

•
•
•
•
•
■
•
•
■
•
•
•
•

•
•
•
•
■
•
■
•
•
•
•
•
•
■
•
■

•
■
■

Land, Future Transfer of Title......... 2210.13
Letters of Credit......................... 3500.05
LIFO Reserve....... .,....................... 2140.14
Lines of Credit Available................ 3500.07
Litigation...................... 3400.01; 9320.06
Loan Against Insurance................ 2240.01
Location of Auditor’s Report
Issuance............... :.................. 9900.22
Losses of Investees..................... 2220.12
Maintenance of Benefits
Provision................................. 6930.02
Maturities of Loans.......................6130.05
Merger of Related Companies...... 7620.07
Net Appreciation/Depreciation in
Fair Value of Investments...... 6935.03
Noncompetition Agreement With
Former Officers........................ 2250.06
Option to Acquire Control.............. 1400.07
Patent License Termination............. 5100.20
“Pay Any Day" Loans.................... 3200.09
Pensions...................................... 9410.03
Perpetual Care Trust.................... 7500.01
Premium Deficits......................... 6930.03
Prior Period Adjustment................ 1300.11
Purchase Commitment Losses....... 3500.04
Report on a Statement of Cash
Receipts and Disbursements......... 9510.07
Restrictive Covenants.................. 3500.06
Royalty Agreement........................ 6500.03
Sale of Research and Development
Technology.......................... 5240.10
Standard Cost Inventory
Valuation.............................. 2140.09
Stock Redemption Contract............. 4120.03
Stockholder Agreements............. 2240.02;
.............................................. 3400.02
Subsidiary-Only Financial
Statements.......................... 1400.27
Titles of Financial Statements....... 1500.04
Uncertainties........................ 9600.14-.15
Unremitted Taxes........................ 9330.01

DISCONTINUED OPERATIONS

■ Audit, Review, and Compilation Considerations
When Predecessor Accountant Ceases
Operations........... 8900.03-.10; 9900.14
DISCOUNTS

• Capital Stock................... 4110.02; 4230.02
• Consumer Loans............................6130.01
• More-Than-lnsignificant Discount and
Software Revenue Recognition ... 5100.50
• Notes Receivable.......................... 7400.06
• Prepaid Funeral Plans.................... 5100.04
• Present Value—See Present Value
■ Significant Incremental Discounts in
Software Revenue Recognition ... 5100.51
• Stock Exchanged in Merger........... 7630.02
• Trade-Ins.......................................5100.01
DIVESTITURE OF SUBSIDIARIES

• Abandoned Venture...................... 5400.01
• Spin-Off Prior to Merger................ 7620.10
AICPA Technical Practice Aids

DIVIDENDS

Cumulative Preferred Stock.............4210.04
In Arrears...................................... 4210.04
Liquidating.................................... 4210.01
Responsibility to Audit Dividend
Fund................................... 9520.02
• Restrictive Covenants.................... 3500.06
• Stock Dividends—See Stock Dividends
and Stock Splits
• Transfers From Subsidiary to Minority
Stockholder of Parent........... 6400.26
DIVISIONS—See Affiliated Companies
•
•
•
•

DONATIONS—See

Contributions

DRAWING ACCOUNTS

• Drawings in Excess of Capital........ 7200.01
Memberships

DUES—See

E
EARNINGS PER SHARE

■ Consolidated Financial
Statements.......................... 5500.02
■ Cumulative PreferredStock........... 4210.04
• Interim FinancialStatements........... 5500.03
• Stock Dividends........................... 5500.15
■ Stock Options............................ 5500.13
• Weighted Average Shares
Outstanding........................ 5500.03
EARNINGS PROCESS

■ Realization Criterion........................ 5100.25
EFFICIENCY

• Audit Sampling............................. 8220.05
EMPLOYEE BENEFIT PLANS

• Benefit Obligations................. 6930.01-03
• Benefits Payable to Terminated Participants
of Defined Contribution Plans .... 6935.04
• Experience Ratings Adjustments.... 6930.03
• Health and Welfare Benefit Plans—See Health
and Welfare Benefit Plans
• Maintenance of Benefits
Provision.............................. 6930.02
■ Obligation for Accumulated
Eligibility Credits................... 6930.01
• Premium Deficits—See Premium Deficits
■ Underwriting Gains and Deficits .... 6930.03
EMPLOYEES

• Compensated Absences.................. 3100.10
• Deferred Compensation Contract... 5230.06
• Taxable Expenses........................ 5290.02
EMPLOYERS

• “Excess of Loss" Medical Insurance
Expense for Employees..........3100.09
• Expenses Taxable to Employees.... 5290.02
■ Noncompetition Agreement With
Former Officer....................... 2250.06
ENTITY, ACCOUNTING

• Change in Reporting Entity............. 9210.09
■ Differing Fiscal Years for Tax and
Financial Reporting............... 9900.21

ENT
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ENTERTAINMENT INDUSTRY

■ Film Impairment Estimates During Quarters
Within a Fiscal Year........ 6970.01-.02
EQUIPMENT—See Fixed Assets
EQUITY METHOD

•
•
•
•
•

•
•
•
■
•
•
•
•
■
•

Change in Circumstances............... 2220.13
Change to Consolidation Basis....... 9210.12
Comparison With Consolidation .... 7600.06
Elimination of Material Variances ... 2220.03
GAAP Basis vs Tax Basis
Accounting............................... 2220.17
Guarantee of Debt........................ 2220.13
Indirect Investments...................... 7620.03
Intercompany Profits.................... 2220.08
Investee Using Completed Contract
Method..................................... 2220.03
Joint Operating Agreement............. 6400.33
Joint Ventures............. 2220.03; 2220.05;
................................. 2220.11; 2220.15
Method of Reporting...................... 2220.05
Ownership Less Than 20 Percent... 2220.01
Real Estate Ventures.................... 2220.12
Unrecorded Equity in Losses on
Additional Investment................ 2220.14

ERROR CORRECTION

•
•
•
•

Accounting and Review Services.... 9600.15
Change in Amortization Method .... 5220.05
Merger Costs Capitalized............... 7600.05
Premiums on Life Insurance........... 2240.04

ESCHEAT LAWS

• Unclaimed Refunds........................ 6300.03
ESCROW AGREEMENTS

• Confirmations............................... 8340.11
• Separate Financial Statements....... 7500.01
• Stock Held in Business
Combination........................ 7620.13
• Valuation of Capital Stock............... 4230.02
EVIDENTIAL MATTER

Audit Sampling....... 8220.01; 8220.03-.05
Confirmations—See Confirmations
Fixed Assets—See Fixed Assets
Insurance Claims......................... 8340.09
Inventories—See Inventories
Joint Ventures............................. 2220.11
Limited Partnerships...................... 2220.11
Planning and Supervision............... 8220.04
Receivables—See Confirmations
Representations—See Representation Letters
Sampling—See Statistical Sampling
Securities—See Securities
Special Audit of Sales......... ......... 9510.03
Unavailability of Working Papers of
Predecessor Auditor Who Has Ceased
Operations.......................... 8900.04
■ Unremitted Withholding Taxes......... 9330.01
• Violation of Debt Agreement............ 9410.13
• Working Papers........................... 8220.04

ENT

EXCHANGE

• Common Stock for Preferred
Stock...................................... 4230.02
• Realization Criterion.................... 5100.25
EXCISE TAXES

• Club Dues................................... 5100.11
EXECUTORY CONTRACTS—See

Contracts

EXPENDITURES

• Accounting for Expenses Taxable to
Employees.......................... 5290.02
• Contributions to Employee Benefit
Plans................................. 9410.03
■ Dredging Log Pond...................... 2210.15
• Joint Ventures............... 2220.03; 2220.05
■ Overhead Allocation of Colleges ... 6960.12
• Recoverable Costs...................... 2130.05
• Relocation Costs.......................... 5290.04
■ Research and Development........... 5240.10
EXPLANATORY LANGUAGE

■ Going Concern
Uncertainties...................... 9320.08-.09
• Limited Life Venture.................... 9410.02
EXPLORATION COSTS—See

Research and

Development
EXTENDED PAYMENT TERMS AND/OR
ARRANGEMENTS

• Software Revenue Recognition .... 5100.42;
............................... 5100.57; 5100.59
EXTINGUISHMENT OF DEBT—See

Noncurrent

Liabilities
EXTRACTIVE INDUSTRIES

ESTATES

•
•
•
■
•
•
•
•
•
•
•
•
•
•

EXCESS OF ACQUIRED NET ASSETS OVER
COST—See Negative Goodwill

■ Royalty Commitment.................... 6500.03
EXTRAORDINARY ITEMS

•
•
•
•
•

Abandoned Venture...................... 5400.01
Definition................................... 5400.04
Extinguishment of Debt................. 4160.02
Goodwill Write-Off........................ 2250.05
Life Insurance Proceeds of
Officer............................... 5400.04
• Sale of Cotton Futures................ 5400.02

F
FAIR VALUE

• Allocation of Capital Lease
Payments................................. 3200.10
• Bulk Purchase of Assets............... 7610.09;
.............................................. 7610.19
• Business Combination
Acquisitions..........................7610.19-20
■ Computation of Net Appreciation/
Depreciation of Investments....... 6935.03
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FAIR VALUE—continued

■
■
•
■

•

•
■
•
■

Nonreciprocal Transfers.............5100.36
Plan Investments in Real Estate .... 6935.02
Push-Down Accounting...................7610.19
Reduction of Restricted Security
Value in Business Combination ... 7610.21
Software Revenue
Recognition.... 5100.52-.55; 5100.68
Stock Dividends............. 2120.06; 4150.02
Stock Issuance............................. 4110.03
Subsequent Event Related to Vendor-Specific
Objective Evidence for Software Revenue
Recognition............................... 5100.38
Unregistered Stock...................... 2220.09

FEES

•
•
•
•
•

Accounting.....................4110.01; 4110.03
Accrual of Audit Fee...................... 5290.05
Franchises—See Franchises
Legal—See Legal Fees
Underwriting................................. 4110.03

FILM INDUSTRY—See

Entertainment Industry

FINANCE COMPANIES

•
•
•
•
•

Commissions on Loan Insurance ... 6130.04
Disclosure of Maturities of Loans... 6130.05
Discount Amortization.................... 6130.01
Revenue Recognition............. 6130.02-.03
Subordinated Debt Classification ... 6130.06

FINANCE INSTRUMENTS

• Derivatives—See Derivatives
FINANCIAL POSITION STATEMENTS—See

Balance Sheet
FINANCIAL STATEMENTS

•
•
•
•
•
•
•

•
■
•
•
•
■

•
•
•

Allowance for Doubtful Accounts ... 2130.07
Balance Sheet—See Balance Sheet
Balance Sheet Only...................... 1300.05
Basic Statements......... 9600.08; 9900.23
Basic vs Supplemental Information in
Auditor-Submitted Document.. 9900.23
Basis of Accounting Prescribed in an
Agreement............................ 9510.13
Benefits Payable to Terminated Participants
of Defined Contribution Plans .... 6935.04
Break-Even................................. 9900.02
Cash Basis—See Cash Basis
Cash Receipts and
Disbursements...................... 9510.07
Change From GAAP to Comprehensive
Basis of Accounting............... 9210.10
Change From Other Comprehensive
Basis to GAAP...................... 9210.10
Change in Estimated
Uncollectibles...................... 3400.06
Combined—See Combined Financial
Statements
Comparative Statements............. 1100.07;
............................... 1300.03; 9210.10;
............................... 9600.20; 9900.03
Compensated Absences.............. 3100.08

AICPA Technical Practice Aids

FINANCIAL STATEMENTS—continued

• Compilation—See Compilation of
Financial Statements
• Comprehensive Basis
of Accounting...... 1300.10; 2220.03;
............. 9210.10; 9320.08; 9600.12
• Computer Generated.................... 9600.11
• Condensed—See Condensed Financial
Statements
• Consolidated—See Consolidated Financial
Statements
• Dates on Cover............................ 9900.03
■ Departure From GAAP .. 1300.17; 5210.08;
........................... 9510.13; 9600.01
• Depreciation—See Depreciation
• Disclosure by Nonpublic Entities of
Lines of Credit Available........ 3500.07
• Exchange of Common Stock for
Preferred............................ 4230.02
• Health Care Organizations........... 6400.17;
................................... 6400.19-.20
• Income Statement—See Income Statement
• Income Taxes—See Taxes
• Interest Cost on Loan From
Parent...................................2210.25
• Interim—See Interim Financial Statements
■ Interim Prepared on Different Basis
Than Annual Statements........ 9600.12
■ Internal and General Use
Distinction............................ 9900.10
• Issuance of Audit Report on Previously
Reviewed or Compiled
Statements............................... 9600.19
Letters of Credit............................ 3500.05
Liquidation Basis of Accounting .... 9510.14
Litigation Settlements.... 2260.03; 9330.04
Modified Cash Basis—See Modified
Cash Basis
Notes—See Notes to Financial Statements
Order of Presentation...................... 9410.09
Out-of-Pocket Costs........................2130.05
“Pay Any Day” Loans.................... 3200.09
Period Covered............................ 9900.07
Personal—See Personal Financial Statements
Prescribed Forms—See Prescribed

Report Forms
Prior Period Adjustments....... 8900.07-.08
Prior Year Unaudited.................... 9900.03
Prospective Financial Statements—See
Prospective Financial Statements
Reference to Auditor’s Report......... 9410.06
Reference to Notes to Financial
Statements............................... 9600.16
Reported on by Chief Financial
Officer...................................... 9600.22
Reporting Bad Debt Losses for
Not-for-Profit Organizations......... 6140.09
Reproduction............................... 9900.02
Restatements........................ 8900.06-.10;
................................. 9210.02; 9430.02

FIN
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FINANCIAL STATEMENTS—continued

• Review—See Review of Financial Statements
• Single Period Statements.............. 1300.11
• Statement of Cash Flows
Omitted................. 1300.05; 1300.10
• Statement of Stockholders’
Equity................................. 9900.24
• Statutory Reporting
Requirements........................9510.08
• Subsidiary-Only............................. 1400.27
• Supplemental Information............. 9410.14;
........................... 9600.08; 9900.23
• Tax Basis Accounting—Use of Equity
Method............................... 2220.17
• Titles of Statements...................... 1500.04
• Trust Funds................................. 7500.01
• Unaudited—See Unaudited Financial
Statements
■ Unbound Statements.................... 9900.02
FINANCING

•
■
•
■
•
•
•
•
•

■

“Pay Any Day" Loans.................... 3200.09
Real Estate Title Verification......... 8330.01
Rental Assets Verification............. 8330.02
Rental Clothing........................... 5210.04
Rental Payments Rebated Against
Purchase Price................... 5100.33
Restaurant Dishes........................ 2210.08
Ski Slopes................................. 2210.07
Trade-Ins.................................... 5100.01
Valuation in Business
Combinations................. 7610.08-.10
Write-Ups.................................. 2210.18

FOOTNOTES—See

Notes to Financial

Statements
FOREIGN LOANS

■ Capitalizing Transaction Gains and
Losses as Cost of Asset...... 2210.27
FOREIGN OPERATIONS

• Charges............................... 6130.02-.03
■ Equipment Finance Note
Payments............................ 1300.19
• “Pay Any Day” Loans.................... 3200.09
• Purchase of Inventory.................... 1300.16
• Purchase of Real Estate................ 1300.21

• Translating Foreign Subsidiary’s Retained
Earnings for Consolidation.... 4200.01
FORMS

• Prescribed Reports—See Prescribed
Report Forms
FRANCHISES

FIRM NAME

• Successor Firm's Signature........... 9430.01
FIRST-IN, FIRST-OUT

• Inventory Method......................... 1400.23
FISCAL YEARS

■
•
•
•

Cable TV Systems........................
Revenue Recognition....................
Sales of Area Franchises..............
Substantial Performance..............

2250.04
6940.02
6940.01
6940.01

FRAUD AND IRREGULARITIES

• Consolidation With Differing
Year-Ends............................ 1400.22
• Consolidation With Differing
Years................................. 9430.02
■ Differing for Tax and Financial
Reporting............................ 9900.21
• Disclosure of Change.................... 1800.03
■ Longer Than Twelve Months........... 9900.07
FIXED ASSETS

• Building Held as Investment........... 2120.05
• Bulk Purchase of Assets.................. 7610.09
• Capitalizing Foreign Currency
Transaction Gains and Losses
as Cost of Asset.................... 2210.27
• Cattle Herd.................................... 2210.06
• Charter Airplanes........................... 2140.04
• Commission Received by
Purchaser............................. 2210.02
• Deposit on Equipment to Be
Purchased............................ 2230.02
• Depreciation—See Depreciation
• Equipment Leasing Company......... 5220.05
• Golf Course.................................. 5210.05
• Involuntary Conversion.................... 5100.35
• Land, Future Transfer of Title......... 2210.13
• Log Pond Dredging Costs.............. 2210.15

FIN

FIXED ASSETS—continued

• Subsequently Discovered
Defalcation........................ 9330.03
FUND ACCOUNTING

• Employee Benefit Plans—See Employee
Benefit Plans
■ Health Care Organizations, Agency
Relationships...................... 6400.04
• Overhead Allocation of Colleges ... 6960.12
■ Responsibility to Audit Dividend
Fund................................. 9520.02
• Trust Funds................................ 7500.01
FUNERAL DIRECTORS

• Prepaid Funeral Plans.................

5100.04

G
GAINS

• Cotton Futures Contracts............. 5400.02
• Exchange of Real Estate............... 6600.07
• Foreign Currency TransactionCapitalizing as Cost of Asset.... 2210.27
• Involuntary Conversion................. 5100.35
• Litigation Settlement in Subsequent
Period............................... 9330.04
• Sale of Investment to Minority
Stockholder........................ 5100.36
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GENERALLY ACCEPTED ACCOUNTING
PRINCIPLES

■
■
•
■

•
•
■

•
•

•
■
■

•
•
■
•
•
•

•

Basic Financial Statements........... 1300.10
Break-Even Financial Statements ... 9900.02
Bulk Purchase of Assets.............. 7610.09
Change From Other Comprehensive
Basis................................... 9210.10
Change to Comprehensive Basis of
Accounting............................ 9210.10
Changes—See Accounting Changes
Comprehensive Basis of
Accounting................ 1300.10; 2220.03
Construction Contracts................ 6700.01
Departures.................. 1300.17; 1500.05;
................ 2210.18; 2220.17; 5210.08;
................ 9410.13; 9530.10; 9600.01;
...........................
9600.10;9900.02
Depreciation................ 5210.08; 7200.08
Hierarchy of GAAP............ 2140.14
Imputed Interest on Demand
Loans................... 5220.06
Inquiries of Predecessor Auditor ... 8900.01
Modified Cash Basis Statements ... 8340.11
Interim Prepared on Different Basis
Than Annual Statements............ 9600.12
Modified Cash Basis Statements ... 8340.11
Overhead Allocation of Colleges.... 6960.12
Requirements for Doubtful Accounts
Allowance.............................. 2130.07
Versus Tax Basis Accounting—Use
of Equity Method................. 2220.17

GENERALLY ACCEPTED AUDITING
STANDARDS

■
■
•
•
•

Confirmation Procedures..............
Inquiries of Predecessor Auditor ...
Inquiries to Client’s Attorneys.........
Reliance on State Inspectors.........
State Prescribed Standards...........

GIFTS—See

8340.11
8900.01
8340.10
9520.04
6950.21

Contributions

GOING CONCERN

■ Accounting and Review
Services...................... 9600.14- 15
• Development Stage Enterprises.... 9320.09
• Financial Statements Prepared on
Other Comprehensive Basis of
Accounting............................... 9320.08
• Limited Life Ventures...................... 9410.02
GOLD—See

Precious Metals

GOLF COURSES

• Depreciation................................. 5210.05
GOOD FAITH

• Investment in Real Estate.............. 6910.03
AICPA Technical Practice Aids

GOODWILL

• Bulk Purchase of Assets.................. 7610.09
• Change in Estimated Life............. 2250.02;
.......................................... 2250.05
• Contingent Consideration............... 2250.02
• Definition.................................... 2250.07
• Disputed Acquisition Price...............7610.14
• Issuance of Capital Stock................ 4110.02
• Negative—See Negative Goodwill
• Subsidiary With Negative Worth .... 7610.06
• Write-Off on Date of Purchase......... 2250.07
GOVERNMENTAL ACCOUNTING—See

State

and Local Governments
GRAIN

• Inventory Classification.................... 1100.12
• Inventory Measurement................. 9520.04
GUARANTEES

•
■
•
•

Debt of Investees........... 1400.21; 2220.13
Disclosure Requirements............... 1400.21
Losses of Investees...................... 2220.12
Minority Interest Guarantee of
Debt................................... 1400.21

H
HEALTH AND WELFARE BENEFIT PLANS

• Current Price of Annuity
Contract.............................. 6930.04
■ Maintenance of Benefits
Provision.............................. 6930.02
• Obligation for Accumulated
Eligibility Credits................... 6930.01
• Premium Deficits.......................... 6930.03
HEALTH CARE ORGANIZATIONS

•
■
•
•

•
•
■

•
•
•
•

Agency Relationships.................... 6400.04
Business Combinations................. 6400.32
City Owned.................................. 6400.12
Combined or Consolidated Financial
Statements.... 6400.17; 6400.19-.20
Elimination of Profit on Intercompany
Sales................................. 6400.17
Inventory Accounting Policy Changes
of Health Care Organizations.. 2140.16
Issuance of General Obligation
Bonds................................. 6400.12
Joint Operating Agreement............. 6400.33
Medicare Fees of Physicians......... 6400.04
Pooling of Interests...................... 6400.32
Voluntary Contributions or Taxation
Programs........................... 6400.30

HISTORICAL COST

• Basis for Asset Valuation............. 2210.18;
........................... 7600.06; 7600.09
• Exchanges of Stock...................... 7600.06
• Transfers to Entities Under
Common Control........... 7600.08-09

HIS
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HOLDING COMPANIES

INSURANCE COMPANIES

• Business Combinations............... 7620.03;
................................................ 7620.05

I
IMPAIRMENT

Film Impairment................... 6970.01-.02
■ Legal Capital.................. 2210.18; 4120.03
•

IMPUTED INTEREST

• Notes Payable Exchanged For
Cash................................... 5220.07
■ Shareholder Loans........................ 5220.06
INCOME STATEMENT

• Commissions Income
Presentation............................. 1200.01
• Disclaimer of Opinion......................9410.04
• Goodwill Write-Off.......................... 2250.05
• Joint Ventures............... 2220.03; 2220.05
• Life Insurance Proceeds of
Officer...................................... 5400.04
• Notes—See Notes to Financial Statements
• Partners' Income Taxes................ 7200.02
• Purchase Commitment Losses....... 3500.04
• Supplemental Information............... 9600.08
• Supporting Schedules.................. 9600.08
• Title............................................ 1200.04
• Translating Foreign Subsidiary’s Retained
Earnings for Consolidation...... 4200.01
INCOME TAXES—See Taxes
INDEPENDENCE

■ Review Report Reissuance........... 9600.20
■ Title of Auditor’s Report............... 9900.08
• Work of Other Auditors.................. 9520.06
INDUSTRIAL REVENUE BONDS—See
Noncurrent Liabilities
INQUIRIES

■
•
•
•

Insurance Companies.................. 8340.09
Legal Counsel............... 8340.10; 9530.09
Predecessor Auditor...................... 8900.01
Review Engagements.................... 9600.02

INSTALLMENT METHOD

• Disclosure Installment Amounts .... 6130.05
INSURANCE

• Cash Value of Officers' Life
Insurance................................. 1300.13
• Commissions on Loan Insurance ... 6130.04
• Credit Life................................... 6300.02
• Employer's “Excess of Loss” Medical
Coverage for Employees........3100.09
• Estimated Unemployment Claims ... 3100.01
• Loan Against Insurance................. 2240.01
• Offsetting Cash Surrender Value of
Life Insurance........................... 5230.09
■ Policy on Debtor........................... 2240.04
• Proceeds From Officer's Death....... 5400.04
• Revenue Recognition by Brokers and
Agents.................................... 6300.01
• Surrender Value—SeeCash Surrender Value

HOL

•
■
•
•

Commission Income....................
Inquiry on Insurance Claims...........
Reserve for Future Claims.............
Unclaimed Refunds......................

6130.04
8340.09
6300.04
6300.03

INTANGIBLE ASSETS

•
•
•
•
•
•
■
•
•

Appraisal Value..........................
Bulk Purchase of Assets.............
Cable TV Subscriptions...............
Change in Amortization Life..........
.............................................
Goodwill—See Goodwill
Landfill Rights............................
Mortgage Placement Fee............
Noncompetition Agreement..........
Patents—See Patents

2250.04
7610.09
2250.04
2250.02;
2250.05
6700.10
3200.06
2250.06

INTERCOMPANY TRANSACTIONS—See

Affiliated Companies
INTEREST EXPENSE

•
•
•
•
•
•
•
•
•
■

Capitalization—See Capitalization
Contract to Repurchase Stock .... 4120.03
Deferred Interest......................... 5220.01
Demand Loans to Shareholders ... 5220.06
Imputed Interest........... 5220.06; 5220.07
Interest Credit Received on Mortgage
Loan Between Interest Dates .... 2210.01
Notes Payable Exchanged For Cash
Only................................... 5220.07
“Pay Any Day” Loans.................... 3200.09
Rate Changes............................. 5220.03
Zero Coupon Bonds.................... 6950.18

INTEREST METHOD

■ Allocation of Capital Lease
Payments............................ 3200.10
• Amortization of Prepaid Interest ... 5220.05
• Consumer Loan Discounts........... 6130.01
■ Revenue Recognition From Finance
Charges.............................. 6130.02
• Service Charges......................... 6130.03
• Zero Coupon Bonds.................... 5100.31
INTEREST REVENUE

• Confirmation of Receivables......... 8340.03
• Zero Coupon Bonds.................... 5100.31
INTERIM FINANCIAL STATEMENTS

• Earnings Per Share...................... 5500.03
• Restatement for Consolidation .... 9430.02
INTERNAL CONTROL

• Audit Sampling........................... 8220.01
• Cash Control of Vending
Machines........................... 8200.02
• Inadequate................................ 9530.07
• Inventories in Public Warehouse ... 8320.06
■ Reliability.................................. 8220.01
INTERNAL CONTROL REPORTS

• Broker-Dealers.......................... 6980.01
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INVENTORIES

INVESTMENTS

• Average Cost Method for
Subsidiary............................2140.11
• Base Stock Method........................ 2210.08
• Beginning Inventory Not
Observed............. 9410.04; 9430.02
• Break-Even Financial Statements ... 9900.06
• Bulk Purchase of Assets.............. 7610.09
• Cattle
2210.06
• Charter Airplanes........................... 2140.04
• Classification of Slow-Moving
Inventory
2140.13
• Coal Pile Quantity.......................... 8320.04
• Contributed...................................6140.06
• Depreciation Included in
Overhead.............................. 5210.02
• Different Pricing Methods for Parent
and Subsidiary.................... 1400.23
• Direct Financing........................... 1300.16
• FIFO—See First-In, First-Out
• GAAP Departures.......................... 9530.10
• Grain........................... 1100.12; 9520.04
• LIFO—See Last-In, First-Out
• Materiality.................................. 9530.01
• Meat Packer................................ 2140.06
• Not-for-Profit Organizations
6140.01
• Observation Before
Year-End............... 8320.01; 8320.05
• Obsolescence...................... 2140.02-.03;
............................... 2140.12; 8320.02
• Overhead—See Overhead
• Parts Inventories......................... 8320.02
• Perpetual Records......... 8320.01; 8320.05
• Precious Metals Used in
Manufacturing............................. 2140.08
• Purchase Commitment Losses...... 3500.04
• Purchase From Stockholder.......... 8320.03
• Reliance on State Inspectors........ 9520.04
• Replacement Parts....................... 2140.12
• Restaurant Dishes
2210.08
• Scope Limitations..................... 9410.04;
............................... 9530.06; 9530.10
• Silver...................
8320.06
• Standard Cost
2140.09
• Statements Using Differing
Methods............................... 9510.01
• Stored in PublicWarehouse............ 8320.06
• Trade-Ins.......................................5100.01
• Transfer Prices........................... 5240.01
• Valuation for a Not-for-Profit Scientific
Organization.......................... 6140.01
• Valuation in Business
Combinations
7610.08-.10
• Warehousing Costs........................ 2140.01

• Audit Evidence—See Securities
• Common Stock Dividends Received
in Form of Preferred Stock.... 2120.06
• Computation of Net Appreciation/
Depreciation........................ 6935.03
• Consolidated Statements—See Consolidated
Financial Statements
• Control of Investee........................ 2220.01
• Depreciation of Building.................. 2120.05
• Derivatives, Indirect...................... 1800.04
• Distribution From Investees With
Operating Losses................. 1300.18
• Equity Method—See Equity Method
• Insurance on Debtor
2240.04
• Intercompany Profits.................... 2220.08
• Joint Operating Agreement............. 6400.33
• Joint Ventures—See Joint Ventures
• Limited Partnership...................... 2220.11
• Losses in Excess of Investment.... 2220.12
• Minority Interest—See Minority Interest
• Not-for-Profit Entity's Additional Investment
in For-Profit Entity................. 6400.25
• Real Estate Valuation...................... 6910.03
• Sale to Minority Stockholder........... 5100.36
• Tax Basis Accounting-Use of Equity
Method................................ 2220.17
• Unregistered Stock...................... 2220.09
IRREGULARITIES—See Fraud and Irregularities

INVESTMENT COMPANIES

• Withdrawn Public Offering

4110.07

J
JOINT VENTURES

• Cash Distribution........................ 2220.15
• Combined Financial Statements .... 2220.11
• Equity Method............. 2220.03; 2220.05;
................................. 2220.11; 2220.15
• Health Care Organizations............. 6400.33
• Joint Operating Agreement............. 6400.33
• Limited Life Venture........................ 9410.02
• Real Estate................................... 2220.12
• Unclassified Balance Sheet............. 1100.03
JUDGMENT
• Sample Size...................................... 8220.03

• Use of Other Auditors’ Work When
They are Not Independent...... 9520.06

L
LAND

• Development Companies—See Retail
Land Sales
• Future Transfer of Title.................. 2210.13
• Golf Course Depreciation............... 5210.05
• Ski Slopes
2210.07
LANDFILL RIGHTS

• Responsibility to Audit Dividend
Fund................................... 9520.02
• Valuation of Real Estate.................. 6910.03
INVESTMENT TAX CREDIT—See

ISSUE COST

Taxes

AICPA Technical Practice Aids

• Classification in Balance Sheets .... 6700.10
LAST-IN, FIRST-OUT

• Disclosure of LIFO Reserve............. 2140.14
• Inventory Method........... 1400.23; 2140.11

LAS
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LIABILITIES—continued

LAUNDROMATS

• Control of Cash Receipts.............. 8200.02
LAWYERS

•
•
•
•
•

Audit Inquiry Not Sent.... 8340.10; 9530.09
Inquiry on Insurance Claims........... 8340.09
Issuance of Capital Stock.............. 4110.02
Legal Fees—See Legal Fees
Out-of-Pocket Costs...................... 2130.05

LEASEHOLD IMPROVEMENTS

• Accounting for............................. 5210.09
• Definition.................................... 5210.09
LEASES

■ Accounting for a Trial Period......... 5290.06
• Accounting for Subleases.............. 5600.04
■ Acquisition in Business
Combination............................. 7610.16
• Asset Ownership Verification......... 8330.02
• Capital—See Capital Leases
• Classification of Rental Revenue.... 5100.16
• Deposits on Equipment.................. 3100.03
• Effect of Sales Taxes on Minimum
Lease Payments........................ 3200.11
• Operating—See Operating Leases
■ Percentage of Sales Leases........... 9510.03
• Related Marketing Expense........... 5600.06
LEGAL FEES

•
•
•
•
•

LIFE INSURANCE—See

Insurance

LIMITED ASSURANCE

• Review of Financial Statements.... 9600.10
LIMITED PARTNERSHIPS

Consolidations........................... 1400.19
Contributed Capital...................... 7200.07
Equity Method............................. 2220.11
Income Allocation........................ 7200.08
Syndication Costs........................ 7200.07
LIMITED SCOPE—See Scope Limitations
■
•
■
•
•

LIQUIDATION

Business Combinations................
Defense Costs.............................
Employee Defalcation....................
Stock Issuance Costs.... 4110.01;
Treasury Stock Acquisition Costs...

7600.05
2260.03
9330.03
4110.03
4110.09

LEGAL REQUIREMENTS

• Exchange of Common Stock for
Preferred............................ 4230.02
• Impairment of Legal Capital........ 2210.18;
............................................... 4120.03
• Stock Dividends, Closely-Held
Companies.......................... 4150.01
LETTERS OF CREDIT

• Disclosure Requirement................ 3500.05
• Payment Guarantees .... 1400.21; 3500.02
LIABILITIES

• Amortization of Premium or Discount on
Investment Securities With an Early
Call Date............................. 3200.16
• Classification of Convertible Debt... 1100.14
• Contingent—See Contingent Liabilities
• Current—See Current Liabilities
• Debt in Violation of Agreement....... 3200.13
• Deferred Compensation Contract... 5230.06
■ Disclosure of Covenant Violation and
Subsequent Bank Waiver............. 3200.17
• “Excess of Loss” Medical Insurance
for Employees...................... 3100.09
• Loan Against Insurance................ 2240.01
• Losses of Investees...................... 2220.12
• Minority Interest........................... 1400.24

LAU

• Negative Amortization in Cash Flows
Statement.......................... 1300.22
• Noncurrent—See Noncurrent Liabilities
■ Offsetting Against Cash Surrender
Value of Life Insurance.......... 5230.09
• Offsetting Limited Use Assets Against
Related Liabilities................. 6400.19
• "Pay Any Day” Loans.................... 3200.09
• Revolving Line of Credit............... 3200.12
• Timber Purchase Contracts........... 3500.01
• Unclassified Balance Sheet........... 1100.03
• Unremitted Withholding Taxes....... 9330.01
• Disclosure of Covenant Violation and
Subsequent Bank Waiver...... 3200.17
LIFE ESTATES—See Estates

• Basis of Accounting.................... 9510.14
• Financial Statement Format........... 9510.14
LITIGATION

•
•
•
•
•
•

Co-Owners in Divorce Suit.............
Defense Costs...........................
Disclosure of Possible Suit...........
Inquiry Not Sent........... 8340.10;
Patent Infringement......................
Settlement in Subsequent Period...

9320.06
2260.03
3400.01
9530.09
2260.03
9330.04

LOANS

• Amortization of Premium or Discount
on Investment Securities With an
Early Call Date.................... 3200.16
■ Classification of Convertible Debt .. 1100.14
• Consumer Loan Discounts........... 6130.01
• Demand Loans to Shareholders ... 5220.06
■ Disclosure of Contractual
Maturities............................... 6130.05
■ Disclosure of Five-Year Maturities
on Long-Term Debt............. 3200.15
• Disclosure of Restrictive
Covenants.......................... 3500.06
• Finance Companies...................... 6130.02
• Foreign—See Foreign Loans
■ Guarantees................................. 1400.21
• Interest Costs on Loans From
Parent............................... 2210.25
• Revolving Line of Credit............... 3200.12
• Service Charges.......................... 6130.03
■ Stockholder’s Assets Used to
Repay Corporate Loan......... 4230.03
• Violation of Agreement ................. 3200.13;
............................... 3200.17; 9410.13
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LOGGING—See

Timber

LOSSES

• Abandoned Venture...................... 5400.01
• Allowances for Estimated Losses... 5100.04
■ Contracts
•• Expected Losses...................... 5260.01
• Effect on Income Statement Title... 1200.04
• Foreign Currency Transaction—Capitalizing
as Cost of Asset.................. 2210.27
• Investor's Statement of Cash Flows of
Distribution From Investees With
Operating Losses................ 1300.18
■ Marketing Expense Related to
Leases............................... 5600.06
■ Purchase Commitments............... 3500.04
• Real Estate Venture.................... 2220.12
• Uncollectible Accounts—See Uncollectible
Accounts
■ Unrecorded Equity in Losses on
Additional Investment........... 2220.14

M
MAINTENANCE COSTS

• Ski Slope.................................... 2210.07
MANAGEMENT

• Disagreement With Auditor.............9410.03
■ Financial Statements Reported on by
Chief Financial Officer........... 9600.22
■ Responsibility for Financial
Statements........... 9410.06; 9600.22
MARKET VALUE

• Revaluation of Assets.................. 2210.18
MARKETING EXPENSE

■ Related to Leases....................... 5600.06

MEMBERSHIPS

•
•
•
•
•

Assessment for Debt Retirement ... 5100.10
Excise Tax on Dues...................... 5100.11
Life Membership Fees.................. 5100.08
Revenue Recognition.................... 6140.02
Unearned Revenue Classification ... 3600.01

MERGERS—See

Business Combinations

MINORITY INTEREST

• Acquisition in Business
Combination......... 7600.09; 7620.06
■ Balance Sheet Classification........... 1400.24
• Debt Guarantees.......................... 1400.21
• Downstream Mergers.......................7610.01
• Intercompany Transfer of
Ownership............................ 7620.03
• Nonreciprocal Transfers.................. 5100.36
• Presentation on Consolidated
Statements.......................... 1400.02
• Purchase by Parent orSubsidiary... 7610.24
• Sale of Parent Stock in Subsidiary to
Minority Interest.....................7610.23
MISSTATEMENTS

• Audit Sampling...................... 8220.03-.05
• Tolerable Error.............................. 8220.03
also
Comprehensive Basis of Accounting
• Confirmations............................... 8340.11
• Income Tax Expense.................... 1500.05
• Support for Modifications............... 1500.05

MODIFIED CASH BASIS—See

MORTGAGES—See

Noncurrent Liabilities

MORTUARIES—See

Funeral Directors

MUNICIPALITIES—See

State and Local

Governments
MUTUAL FUNDS—See

Investment Companies

MATERIALITY

•
•
•
•
•

Bulk Purchase of Assets.............. 7610.09
Change in Amortization Method .... 5220.05
Inventories in Public Warehouse.... 8320.06
Inventory Not Observed................ 9530.01
Purchase Commitment Losses....... 3500.04

• Write-Off of Unamortized Goodwill .. 2250.05

MEASUREMENT

■ Departures From GAAP................ 9600.10
• Grain Inventory........................... 9520.04
• Purchase Commitment Losses....... 3500.04
MEAT PACKERS

■ Inventory.................................... 2140.06
MEDICAID

• Voluntary Contribution or Taxation
Programs............................ 6400.30
MEDICARE

■ Fees of Hospital-Based
Physicians.......................... 6400.04
AICPA Technical Practice Aids

N
NAME OF FIRM—See

Firm Name

NEGATIVE GOODWILL

* Business Combination...................7610.22
■ Presentation in Unclassified Balance
Sheet................................................. 7610.22

NET REALIZED VALUE

• Current Assets in Business
Combination...................... 7610.08-.09
• Trade-Ins...................................... 5100.01
NONCASH TRANSACTIONS

• Classifications of Payments on
Equipment Finance Note............. 1300.19
NONCURRENT ASSETS

• Deposit on Equipment to Be
Purchased............................ 2230.02
• Slow-Moving Inventory.................... 2140.13
• Valuation in Business
Combination............................... 7610.22

NON
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NOT-FOR-PROFIT ORGANIZATIONS

NONCURRENT LIABILITIES

• Amortization of Placement Fee........ 3200.06
■ Classification of Convertible
Debt........................................ 1100.14
• Classification of Subordinate Debt .. 6130.06
• Debt Assumed by Stockholders .... 4160.01
■ Disclosure of Five-Year Maturities
on Long-Term Debt.................... 3200.15
■ Extinguishment of Debt............... 3200.06;
................................................. 4160.02
• Interest—See Interest Expense
• Interest Credit Received on Mortgage
Loan Between Interest Dates.. 2210.01
■ Members' Debt Retirement
Assessment............................... 5100.10
• Minority Interest........................... 1400.24
• Mortgage Placement Fees........... 3200.06;
................................................. 5100.14
• Notes Payable Exchanged For
Cash................................... 5220.07
• “Pay Any Day” Loans.................... 3200.09
• Placement Fee on Extinguished
Debt................................... 3200.06
• Refinanced Debt.......................... 3200.06
• Subordinated Note With
Warrants.................................... 4130.03
NONMONETARY TRANSACTIONS

• Common Stock Dividends Received
in Form of Preferred Stock......... 2120.06
• Exchange of Real Estate................. 6600.07
• Exchanges of Software........... 5100.46-.47
■ Transfer of Investment to Minority
Stockholder to Common Stock ... 5100.36
NONPUBLIC ENTERPRISES

• Bad Debt Losses...................... 6140.09
• Contributions—See Contributions
• Direct Donor Benefit, Costs........... 6140.08
• Fundraising Costs.....6140.07-.08

•
•
•
•
•
•
•
•
•
•
•
■

•

............................................. 6140.11
Funds—See Fund Accounting
Interest Free Loans of Cash. 6140.05
Inventory Pricing.................. 6140.01
Land, Future Transfer of Title. 2210.13
Membership Dues................ 6140.02
Overhead Allocation............ 6960.12
Political Action Committees,
Consolidation.............. 6140.10
Reporting Bad Debt Losses for
Not-for-Profit Organizations. 6140.09
Reporting of Fund-Raising Costs... 6140.07
Restrictions on Receivables....6140.03-04
Soliciting Contributed Services and
Time, Costs..................... 6140.11
Transfer of Assets as Additional
Investment in For-Profit Entity.... 6400.25
Transfers From Subsidiary to Minority
Stockholder of Parent.. 6400.26

NOTES PAYABLE—See
NOTES RECEIVABLE

■ Interest Bearing Exchanged for
Non-Interest Bearing................
• Interest on Discounted Notes.......
• Mortgage Placement Fees.............
■ Note From Reorganized Debtor....
■ Officer/Shareholder....................
• Sales of Area Franchises...............

NONRECIPROCAL TRANSFERS

• Common Stock Dividend Received in
Form of Preferred Stock............. 2120.06
■ Investment in Exchange for Common
Stock...................................5100.36

■ Comparative Statements............... 1100.07
• Contingent Assets........................ 1400.21
■ Disclosure by Nonpublic Entities of
Lines of Credit Available............. 3500.07
• Inclusion of Auditor’s Opinion....... 9410.06
• Losses of Investees.................... 2220.12
■ Noncompetition Agreement With
Former Officer......................... 2250.06
• Premium Deficits......................... 6930.03
• Prior Period Adjustments............... 1300.11
• Reference to Compilation or Review
Report.................................... 9600.16
■ Relation to Financial Statements ... 9600.08
■ Stockholder Agreements............... 2240.02;
....................................... 3400.02
• Uncertainties............................... 9600.14

NONSTATISTICAL SAMPLING

Audit Risk.....................................
Size of Sample.............................
Substantive Tests..........................
Tolerable Error.............................

NON

7400.06
5220.05
5100.14
9330.02
7400.06
6940.01

NOTES TO FINANCIAL STATEMENTS

• Condensed Financial Statements ... 9410.15
■ Disclosure of Lines of Credit
Available.............................. 3500.07
• Prescribed Forms.................. 9600.09-.10
• Prior Period Financial Statements
Compiled or Reviewed by
Predecessor Who Has Ceased
Operations............................... 8900.08
• Review of Financial Statements....... 9600.10
■ Unaudited Financial
Statements................ 9600.04; 9600.09

•
•
•
•

Noncurrent Liabilities

8220.03
8220.03
8220.03
8220.03

O
OFFSET RIGHTS

• Loan Against Insurance................
OIL COMPANIES—See

2240.01

Extractive Industries
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PENSIONS AND RETIREMENT PLANS

OPERATING LEASES

• Accounting for Subleases........... 5600.04
• Deferral of Rental Expense Until
Occupancy............................... 5600.05
■ Rental Payments Rebated Against
Purchase Price........................... 5100.33
OPINIONS, AUDITORS’—See

Auditors' Reports

PERCENTAGE OF COMPLETION METHOD

OPTIONS

• Acquisition of Control.................... 1400.07
• Sale With Repurchase Option......... 6600.03
ORGANIZATION COSTS

OTHER AUDITORS—See

Reliance on Other

Auditors’ Reports

• Special Audit of Sales...................... 9510.03
PERMANENT DIFFERENCES

• Imputed Interest on Demand
Loans...................................... 5220.06

OVERHEAD

• Coal Production Royalties........... 6500.03
■ College’s Overhead Allocation..... 6960.12
• Depreciation Included in
Inventory...................................5210.02
• Standard Cost Inventory
Valuation.............................. 2140.09
• Warehousing Costs.......................2140.01

PAID-IN CAPITAL—See

Contributed Capital

PARENT COMPANY

• Acquisition of Minority Interest....... 7610.24
■ Differing Fiscal Year From
Subsidiary.......................... 1400.22
■ Exchanges of Stock..................... 7600.06
• Inventory Cost Method................. 1400.23
■ Issuance of Financial Statements... 1400.25
■ Sale of Parent Stock in Subsidiary to
Minority Interest.................... 7610.23
■ Subsidiaries' Interest Cost on
Loans................................... 2210.25
■ Translating Foreign Subsidiary’s Retained
Earnings for Consolidation.... 4200.01
PARTNERSHIPS

Consolidations............................
Control by General Partners..........
Drawings in Excess of Capital......
Joint Ventures—See Joint Ventures
Limited—See Limited Partnerships
Provision for Income Taxes...........

1400.19
1400.19
7200.01

7200.02

PARTS INVENTORIES

• Observation of Inventory.............. 8320.02
PATENTS

• Infringement Suit Legal Expenses .. 2260.03
• License Termination Fee...............5100.20
“PAY ANY DAY” LOANS

• Financial Statement Presentation... 3200.09
Current Liabilities

AICPA Technical Practice Aids

PERSONAL FINANCIAL STATEMENTS

• Social Security Benefits................. 1600.03
PLANNING

• Documentation Requirements....... 8220.04
POLITICAL CONTRIBUTIONS—See

Contributions
POOLING OF INTERESTS METHOD

P

PAYABLES—See

• Investment on Equity Method......... 2220.03
• Long-Term Contracts.................... 6700.01
• Short-Term Contracts.................... 6700.01
PERCENTAGE OF SALE LEASES

• Paid With Capital Stock.............. 4110.03

■
•
•
•
•
•

• “Current Price” of Annuity
Contract.............................. 6930.04
• Depreciation of Real Estate
Investment.......................... 6935.02
• Disclosure.................................... 9410.03
• Securities Held in Street Name....... 8310.02

•
•
•
•
•
•
•
•
•
•

Abandoned Merger........................ 7620.09
Acquisition of Division.................... 7620.08
Assumption of Debt Securities........ 7620.14
Contingent Bailout Provisions......... 7620.15
Contingently Issued Stock............. 7620.13
Discount on Exchanged Stock....... 7630.02
Exchanges of Stock...................... 7600.06
Health Care Organizations............. 6400.32
Nonvoting Stock Outstanding......... 7620.12
Related Companies.................... 7600.06;
......................... 7620.03-.07; 7620.12
• Spin-Off of Subsidiaries................. 7620.10
• Treasury Stock............................. 7620.11
PRECIOUS METALS

• Inventory Valuation in Manufacturing
Applications................
2140.08
PREDECESSOR AUDITOR

• Discontinued Operations
• • Communication With Successor... 8900.03
• • Material Misstatements in Financial
Statements Reported on........ 8900.06;
............................................... 8900.10
• • Prior Period Financial
Statements............ 8900.07-.10
■• Significant Procedures
Performed............... 8900.05; 9900.14
•• Working Papers Unavailable......... 8900.04
• Inquiries From Successor....... 8900.01-.02
PREFERRED STOCK—See

Capital Stock

PREMIUM DEFICITS

• Employee Benefit Plans................. 6930.03

PRE
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PREPAID EXPENSES

PURCHASE METHOD

• Interest on Discounted Notes......... 5220.05
• Shelf Registration Costs.................. 4110.10
PREPAID REVENUE—See

Unearned Revenue

■
•
•
•

PREPAYMENTS

• Software Revenue Recognition .... 5100.41;
........................... 5100.58; 5100.61
PRESCRIBED REPORT FORMS

• Auditors’ Opinions........................ 6950.21
• Brokers or Dealers in Securities.... 9600.09
• Departures From Established
Principles............................ 9600.10
• Report of Comments/
Recommendations................. 6950.21
• Review of Financial Statements...... 9600.10
PRESENT VALUE

■ Deferred Compensation
Contract.............................. 5230.06
• Determination of Capital Lease
Payments........................... 3200.10
■ Imputed Interest Rates................. 3200.10
PRINCIPAL AUDITORS

• Definition.................................... 9520.01
■ Reference to Other Auditors in
Accompanying Information
Report................................. 9520.07
PRIOR PERIOD ADJUSTMENTS

• Accounting and Review Services.... 9600.15
■ Changes in Film Impairment
Estimates.......................... 6970.01-02
• Correction of Error—See Error Correction
• Financial Statements Audited by Predecessor
Who Has Ceased
Operations................ 8900.07; 8900.09
• Financial Statements Compiled or Reviewed
by Predecessor Who Has Ceased
Operations................... 8900.08-.09
• Inventory Accounting Policy Changes
of Health Care Organizations... 2140.16
• Statement of Cash Flows............... 1300.11
PRO FORMA FINANCIAL INFORMATION

• Compilation Engagement............... 9900.09
PROGRAMS, AUDIT—See

Audit Programs

PROPRIETORSHIPS

PROSPECTIVE FINANCIAL STATEMENTS

• Internal and General Use
Distinction............................ 9900.10
Warehouses

PUBLICLY TRADED COMPANIES

• Interim Prepared on Different Basis
Than Annual Statements........ 9600.12
• Unaudited Financial Statements .... 9600.04

PRE

•
•

PURCHASES, BULK—See

Bulk Purchases

Q
QUALIFIED OPINIONS

■ Change in Estimate.................... 9210.03
• Departure From GAAP... 2210.18; 9410.13
• Scope Limitations... 9410.04; 9530.07-.08
QUASI-REORGANIZATIONS

■ Write-Up of Assets.................... 2210.18

R
RADIO

■ Broadcast Time........................ 5100.02
REAL ESTATE

• Commission Received by
Purchaser.......................... 2210.02
• Common Interest Realty Associations—See
Common Interest Realty Associations
• Exchange of Property.................. 6600.07
• Full Accrual Method...................... 6600.04
■ Golf Course Depreciation............. 5210.05
• Investments................ 1400.19; 6935.02
• Joint Ventures............................. 2220.05
• Losses in Excess of Investment ... 2220.12
• Recognition of Revenue................. 6600.04
• Release Provisions...................... 6600.04
• Sale With Repurchase Option....... 6600.03
• Temporary Investments................ 6910.03
• Title Verification.......................... 8330.01
REAL ESTATE COMPANIES

• Brokerage Commissions............. 6600.01
Net Realizable Value

REALIZABLE VALUE—See

REALIZATION

• Criteria..................................... 5100.25

• Consolidation With Corporation..... 1400.02

PUBLIC WAREHOUSES—See

•
■

Accumulated Depreciation........... 7610.20
Acquisition of Division................. 7620.08
Goodwill—See Goodwill
Initiation, Consummation, and
Resolution............................... 7600.04
Minority Interest Acquisition......... 7610.24
Sale of Parent Stock in Subsidiary to
Minority Interest........................ 7610.23
Spin-Off of Subsidiaries................ 7620.10
Valuation of Acquisition................ 7600.09;
......................... 7610.06; 7610.08-.10

RECEIVABLES

• Change in Estimated
Uncollectibles.................... 3400.06
• Commission Income.................... 6300.01
• Commitment Letters.................... 5100.14
• Confirmations—See Confirmations
• Disclosure of Loan Maturities....... 6130.05
• Disputed Acquisition Price............. 7610.14
• Loans to Officers and Directors ... 7400.06
• Modified Cash Basis Statements... 8340.11
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RECEIVABLES—continued

■
•
■
■

Notes......................... 5100.14; 9330.02
Out-of-Pocket Costs...................... 2130.05’
Scope Limitations......... 9530.01; 9530.06
Uncollectible Accounts—See
Uncollectible Accounts

RECORDS

REPORTS, AUDITORS'—See

REPRESENTATION LETTERS

■ Insurance Claims........................ 8340.09
• Responsibility for Financial
Statements............................... 9600.22
RESEARCH AND DEVELOPMENT

• Sale of Technology...................... 5240.10
• Ski Slopes.................................... 2210.07

■ Audit Sampling............................. 8220.04

Client Records
■ Audit Sampling............................. 8220.04

RECORDS, CLIENT—See

RESERVES

• Employee Benefit Plans............... 6930.02
• Future Insurance Claims................. 6300.04
• Uncollectible Accounts—See Uncollectible
Accounts

REFUNDS

• Deposits on LeasedEquipment.... 3100.03
• Sales of Area Franchises............... 6940.01
• Unclaimed................................... 6300.03
REGULATORY AGENCIES

RESTATEMENTS

• Condensed Financial Statements ... 9410.15
• Internal Control Reports for
Broker-Dealers.................... 6980.01
■ Statutory Reporting
Requirements.. 6950.21-.22; 9510.08

• Change From GAAP to Comprehensive
Basis of Accounting.................... 9210.10
• Change From Indirect Cash Flow
Statement in Prior Year......... 1300.20
• Change From Other Comprehensive
Basis to GAAP........................ 9210.10
■ Communication Between Predecessor
and Successor Auditors........ 8900.02

RELATED PARTIES

• Capitalization of Interest Costs Incurred
by Subsidiary........................ 2210.25
• Demand Loans to Shareholders.... 5220.06
• Extinguishment of Debt.................. 4160.02
• Not-For-Profit Entity’s Additional Investment in
For-Profit Entity.................... 6400.25
■ Timing of Recording Transfers Between
Related Entities.................... 6400.29
■ Transfers to Entities Under
Common Control.............. 6400.28-.29;
............................................ 7600.08
RELIABILITY

• Internal Control.......................... 8220.01
RELIANCE ON OTHER AUDITORS’ REPORTS

• Audit Procedures Performed By
Predecessor Audit Who Has
Ceased Operations.... 8900.06; 9900.14
• Definition of Principal Auditor........ 9520.01
• Equity Method for Investments....... 2220.11
• Lack of Independence of Other
Auditors............................. 9520.06
• Reference to Other Auditors in
Accompanying Information
Report............................... 9520.07
■ Responsibility to Audit Dividend
Fund................................... 9520.02
• Special Audit of Sales.................... 9510.03
RENTAL EXPENSE

• Deferral Until Occupancy Under
Operating Lease................... 5600.05
REPLACEMENT COST

• Business Combinations .. 7610.09; 7610.20
• Inventory Purchased From
Stockholder........................ 8320.03
• LIFO Inventory............................... 2140.14
AICPA Technical Practice Aids

Auditors’ Reports

RESTAURANTS

• One-Cent Sales..............................5100.07
• Valuation of Dishes..........................2210.08
RESTRICTED SECURITIES

• Method of Valuation.................... 2220.09
■ Reduction of Carrying Value in Business
Combination Below Fair Value .... 7610.21
RETAIL LAND SALES

• Loss on Abandoned Project......... 5400.01
RETAIL STORES

• Observation of Inventories........... 8320.05
• Supermarket Leases Space to Liquor
Store........................................ 5100.16
RETAINED EARNINGS

•
•
•
•
•
•
•
■
•
•

Deficits—See Deficits
Dividends—See Dividends
Exchanges of Stock...................... 7600.06
Foreign Currency Translation for
Consolidation ..... ................. 4200.01
Liquidating Dividends Written Off... 4210.01
Pooling of Interests Method. 7600.06;
.......................................... 7630.02
Prior Period Adjustments............... 1300.11
Restriction on Dividend Payments... 3500.06
Stock Dividends, Closely-Held
Companies.................................4150.01
Stock Warrants Reacquired............ 4130.03

RETIREMENT PLANS—See

Pensions and

Retirement Plans

RET
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REVIEW OF FINANCIAL STATEMENTS

REVENUE

•
•
•
•
•
•
•

•
•
•
•
•
•
•

•
•

Broadcast Time............................. 5100.02
Cents Off Coupons........................ 3400.04
City Owned Hospital...................... 6400.12
Commissions—See Commissions
Contingent Commissions............... 6300.01
Discounts—See Discounts
Effect of Prepayments on Software
Revenue Recognition.................... 5100.41
Excise Tax on Club Dues...............5100.11
Extended Payment Terms and
Software Revenue Recognition ... 5100.42
Financing Charges—See Financing
Franchise Fees—See Franchises
Interest—See Interest Revenue
Joint Ventures............... 2220.03; 2220.05
Life Insurance Proceeds of
Officer...................................... 5400.04
Medicare Fees of Physicians.......... 6400.04
Members’ Debt Retirement
Assessment...............................5100.10

■ Basic Statements...................... 9600.08
■ Communication With Successor
Auditor.................................... 8900.01
■ Departures From Established
Principles................................. 9600.10
• Inquiries.................................... 9600.02
• Limited Assurance...................... 9600.10
• Marking of Pages........................ 9600.04
• Predecessor Accountant Who Has
CeasedOperations........ 8900.08-.10
• Prescribed Forms........................ 9600.10
• Subsequent Auditing of Financial
Statements........................ 9600.19
• Supplemental Information............. 9600.08
REVIEW REPORTS

•
•
■
•
■

. Membership Fees ........3600.01; 5100.08

•
■
•
•
■
•
•
•

•
■
•
•
■
•
•
•

•

•
•
•
■
•
•

............. 5100.10-.11; 6140.02
Mortgage Placement Fee................ 5100.14
One-Cent Sales............................... 5100.07
Overhead Allocation of Colleges.... 6960.12
Parts Completed Not Shipped...........5100.25
Prepaid Funeral Plans......................5100.04
Private Label Sales......................... 5100.28
Real Estate Sales.......................... 6600.04
Recognition From Finance
Charges............................... 6130.02
Recognition of Franchise Fees....... 6940.02
Recognition of Litigation
Settlement.......................... 9330.04
Rent............................................. 5100.16
Rental Payments Rebated Against
Purchase Price...................... 5100.33
Reserve for Insurance Claims......... 6300.04
Sales Price Based on Percentage of
Future Revenue...................... 5100.37
Service Charges............................. 6130.03
Software Revenue Recognition—See
Software Revenue Recognition
Software Revenue Recognition
for Multiple-Element
Arrangements.............................5100.39
Subsequent Event Related to VendorSpecific Objective Evidence for
Software Revenue Recognition ... 5100.38
Software Revenue Recognition
Related to Year 2000 Compliant
Software............................... 5100.40
Termination of Patent License....... 5100.20
Trade-Ins...................................... 5100.01
Unclaimed Refunds........................ 6300.03
Unearned Revenue Classification ... 3600.01

•
•
•

RISK

• Cash on Deposit in Excess of
FDIC- Insured Limits......... 2110.06
• Credit Risk Concentration... 2110.06
• Financial Instruments......... 2110.06
■ Sampling............................. 8220.03-.05
ROYALTY AGREEMENTS

• Coal Production Royalties.. 6500.03
• Patent License Termination Fee.... 5100.20

s
SALARY EXPENSE—See

REV

Compensation

SALES
■ Auto Sales Commissions................

•
•
•
•
•
■
•
•
•
•
•
•
•
•

REVIEW ENGAGEMENTS

• Illustrative Inquiries........................ 9600.02
• Supplemental Information.............. 9600.08

Emphasis of a Matter........... 9600.14-.15
Inconsistencies.................... 9600.14-.15
Omission of Disclosures............... 9600.14
Reference to Report in Financial
Statement Notes...................... 9600.16
Reissuance When Not
Independent............................. 9600.20
Statement of Cash Receipts and
Disbursements.................... 9510.07
Subsequent Issuance of Audit
Report............................... 9600.19
Uncertainties......................... 9600.14-.15

•
•

1200.01

Bargain—See Bargain Sales
Classification of Rental Revenue ... 5100.16
Discounts—See Discounts
Franchises................................. 6940.01
Not-for-Profit Scientific
Organization...................... 6140.01
One-Cent Sales........................... 5100.07
Option to Repurchase.................. 6600.03
Parts Completed Not Shipped....... 5100.25
Percentage-of-Sales Rent............. 9510.03
Price Based on Future Revenue.... 5100.37
Private Label Sales...................... 5100.37
Real Estate................................. 6600.04
Release Provisions...................... 6600.04
Rental Payments Rebated Against
Purchase Price................... 5100.33
Sale and Leaseback—See Leases
Special Audit of Sales.................. 9510.03
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SOFTWARE REVENUE RECOGNITION—continued

SAMPLING

• Audit—See Audit Sampling
• Nonstatistical—See Nonstatistical Sampling
• Statistical—See Statistical Sampling
SCHOOLS

• Colleges—See Colleges and Universities
SCOPE LIMITATIONS

■ Distinction Between Scope
Limitations..........................
9530.06
• Effects on Auditor's Opinion........... 9530.10
■ Failure to Send Inquiry.................. 9530.09
• Inadequate Internal Control........... 9530.07
• Inventories Not Observed............. 9410.04:
........................... 9530.01-.02; 9530.06
• Receivables Not Confirmed........... 9530.06
SECURITIES

• Amortization of Premium or Discount on
Investment Securities With an Early
Call Date............................ 3200.16
• Early Call Date on Investment
Securities........................... 3200.16
■ Held in Street Name.....................8310.02
• Restricted—See Restricted Securities
SECURITIES AND EXCHANGE COMMISSION

• Fair Value of Capital Stock............. 4110.03
• Internal Control Reports for
Broker-Dealers.................... 6980.01
• Mandatory Redeemable Preferred
Stock................................. 4110.08
• Prior Period Financial Statements
Audited By Predecessor
Auditor............................... 8900.07
• Shelf Registration Costs.............. 4110.10
SECURITIES DEALERS—See

Brokerage Firms

SELLING EXPENSES

•
•
•
•
•
•
•

Coal Production Royalties............. 6500.03
Cost Allocation........................... 5240.01
Franchisors................................. 6940.01
One-Cent Sales........................... 5100.07
Prepaid Funeral Plans.............. . . 5100.04
Real Estate Broker........................ 6600.01
Warehousing Costs...................... 2140.01

SKI SLOPE

• Development Costs...................... 2210.07
SOCIAL SECURITY BENEFITS

• Assets........................................ 1600.03
■ Personal Financial Statements....... 1600.03
SOFTWARE REVENUE RECOGNITION

• Accounting for Significant Incremental
Discounts............................5100.51
• Concessions............................... 5100.56
■ Consideration of Other TPAs on Customer
Borrowing When Customer is a
Reseller..............................5100.66
AICPA Technical Practice Aids

• Contract Accounting in Software
Arrangements, Application
of............................... 5100.48-.49
• Correction of Errors in Software.... 5100.43
■ Customer Acceptance.................... 5100.67
• Customer Financing With No Software
Vendor Participation............... 5100.60
• Delivery Terms............................... 5100.69
• Effect of Change in License Mix .... 5100.45
• Effect of Prepayments.................... 5100.58
• Effect of Prepayments—When Vendor
Participates in Customer
Financing............................. 5100.61
• Extended Payment Term
Arrangement—Subsequent Cash
Receipt................................. 5100.59
• Extended Payment Terms..............5100.42
• Fair Value of PCS in a Perpetual
License................................. 5100.52
• Fair Value of PCS in a Short-Term
Time-Based License............... 5100.53
• Fair Value of PCS in a Multi-Year
Time-Based License............... 5100.54
• Fair Value of PCS With a Consistent
Renewal Percentage (But Varying
Renewal Dollar Amounts)........ 5100.55
• Fair Value of PCS in Perpetual and
Multi-Year Time-Based Licenses... 5100.68
• Indicators of Incremental Risk and
Their Effect on the Evaluation of
Whether a Fee is Fixed or
Determinable.......................... 5100.62
* Indicators of Vendor Participation in
Customer Financing That Do Not
Result In Incremental Risk...... 5100.64
• More-Than-lnsignificant Discount,
Definition of............................5100.50
■ Multiple-Element Arrangements....... 5100.39
• Nonmonetary Exchanges of
Software...................... 5100.46-.47
■ Overcoming Presumption of Concessions
in Extended Payment Term
Arrangements........................ 5100.57
• Overcoming Presumption That a Fee
is Not Fixed or Determinable When
Vendor Participates in Customer
Financing..............................5100.63
• Postcontract Customer Support.... 5100.44
• Prepayments, Effect of.................... 5100.41
■ Software Vendor Interest Rate Buy
Downs on Customer Financing.... 5100.65
■ Subsequent Event Related to
Vendor-Specific Objective
Evidence............................... 5100.38
• Vendor-Specific Objective
Evidence............... 5100.38;5100.44
• Year 2000 Compliant Software....... 5100.40

SOF
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SPECIAL REPORTS

• Brokers or Dealers in Securities.... 9600.09
• Cash Basis—See Cash Basis
■ Cash Receipts and
Disbursements...................... 9510.07
■ Comments and Recommendations
Reports............................... 6950.21
■ Comprehensive Basis of
Accounting.......................... 1300.10
• Distribution Limitations.................... 9510.13
• Interim Prepared on Different Basis
Than Annual Statements........ 9600.12
■ Liquidation Basis Financial
Statements........................... 9510.14
• Modified Cash Basis...................... 1500.05
• Prescribed Forms........................... 9510.13
• Sales Audit.................................... 9510.03
• Statutory Reporting
Requirements........ 6950.22; 9510.08
SPIN-OFF

■ Business Combination Following a
Spin-Off............................... 7620.10
STANDARD COSTS

• Inventory Valuation....................... 2140.09
STATE AND LOCAL GOVERNMENTS

■ Bond Issuance for City Owned
Hospital.............................. 6400.12
• Compliance Reports—See Compliance
Reports
• Inventory Observed by State
Inspectors............................ 9520.04
• Issuance of Zero Coupon Bonds and
Other Deep Discount Debt...... 6950.18
• Prescribed Forms—See Prescribed
Report Forms
• Statutory Reporting
Requirements .... 6950.21-22; 9510.08
• Voluntary Contributions or Taxation
Programs............................ 6400.30
STATEMENT OF CASH FLOWS

• Cash Overdraft Presentation......... 1300.15
• Cash Value of Officer’s Life
Insurance................................. 1300.13
• Change From Indirect Presentation in
Prior Year............................ 1300.20
• Change in Depreciation Method .... 1300.08
• Comparative Statements.............. 1300.03
• Direct Financing Transaction........ 1300.16;
................................................ 1300.21
• Direct Method............................ 1300.17
• Disclaimer of Opinion.....................9410.04
■ Distribution From Investees With
Operating Losses...................... 1300.18
• Equipment Finance Note Payments.. 1300.19
• Negative Amortization of Long-Term
Debt........................................ 1300.22
• Omitted From Financial
Statement................ 1300.05; 1300.10;
................................................ 1300.17
• Prior Period Adjustments.............. 1300.11
• Purchase of Inventory.................... 1300.16

SPE

STATEMENT OF FINANCIAL POSITION—See

Balance Sheet
STATEMENT OF INCOME—See

Income

Statement
STATEMENT OF RETAINED EARNINGS

• Basic Financial Statement........... 9600.08
STATEMENT OF STOCKHOLDERS' EQUITY

• Basic Financial Statement........... 9600.08
■ Disclosure of Changes............... 9900.24
STATISTICAL SAMPLING

■ Rental Assets Verification........... 8330.02
STATUTORY REPORTING REQUIREMENTS

• Auditor’s Report.........

6950.22; 9510.08

STOCK DIVIDENDS AND STOCK SPLITS

• Closely Held Corporations........... 4150.01
• Common Stock Dividend Received in
Form of Preferred Stock...... 2120.06
• Dividend Decreases Market
Price................................. 4150.02
■ Earnings Per Share...................... 5500.15
STOCK OPTIONS AND STOCK
PURCHASE PLANS

• Earnings Per Share................ 5500.13- 14
■ Stockholder Agreements.............. 2240.02;
....................................... 3400.02
• Treasury Stock Acquisition........... 7620.11
STOCKHOLDERS' EQUITY

•
■
•
■
•
•
■
■
■
•

Capital Appropriations................. 5100.10
Characteristics........................... 4110.08
Contributed Capital—See Contributed Capital
Default on Stock Subscription
Agreement.......................... 4110.11
Deficit from Purchase of Treasury
Stock................................. 2210.18
Exchange of Common Stock for
Preferred............................ 4230.02
Exchanges Between Commonly
Controlled Companies......... 7600.06
Mandatory Redeemable Preferred
Stock................................. 4110.08
Minority Interest—See Minority Interest
Subordinated Debt....... 4130.03; 6130.06

STOCKHOLDERS/OWNERS

• Agreements With Corporation...... 2240.02;
...................................... 3400.02
■ Exchange of Common Stock for
Preferred............................ 4230.02
• Spin-Offs..................................... 7620.10
SUBSEQUENT EVENTS

•
■
•
•
•
•

Defalcation Discovery... 9330.03
Note From Reorganized Debtor.... 9330.02
Settlement of Pending Litigation ... 9330.04
Tax Penalties.............. 3100.04
Unremitted Withholding Taxes. 9330.01
Vendor-Specific Evidence for Software
Revenue Recognition.. 5100.38
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SUBSIDIARIES—See Affiliated

Companies

SUBSTANTIAL AUTHORITATIVE SUPPORT

• Modified Cash Basis Financial
. Statements........................... 1500.05
SUBSTANTIVE TESTS

•
•
•
•
■

Audit Sampling.............................
Nonstatistical Sampling................
Risk of Misstatements..................
Sampling Risk.............................
Tests of Details...........................

8220.01
8220.03
8220.03
8220.03
8220.01

SUCCESSOR AUDITOR

• Communication With Predecessor
Auditor Who Has Ceased
Operations.......................... 8900.03
• Inquiries of Predecessor....... 8900.02-.10;
....................................... 9900.14
• Material Misstatements in Financial
Statements Reported on
by Predecessor.... 8900.06; 8900.10
• Prior Period Financial Statements
Reported on by
Predecessor.... 8900.07-.10; 9900.26
• Responsibilities....... 8900.03-.10; 9900.14
• Significant Procedures Performed by
Predecessor............... 8900.05; 9900.14
• Unavailability of Predecessor Auditor’s
Working Papers................... 8900.04
SUPERVISION

• Documentation Requirements....... 8220.04
SUPPLEMENTAL FINANCIAL INFORMATION

• Auditors’Reports........................... 9410.14
• Compilation Engagement............... 9600.08
• Reference to Other Auditors in
Report............................... 9520.07
• Review Engagement...................... 9600.08
• Versus Basic Information in AuditorSubmitted Document........... 9900.23
SYNDICATION COSTS

TAXES—continued

■ Partners' Income Taxes............... 7200.02
■ Penalties...................................... 3100.04
• Proprietorship-Corporation
Consolidated Statements...... 1400.02
• Sales Tax on Minimum Lease
Payments................................. 3200.11
• Unremitted Withholding Taxes....... 9330.01
■ Valuation of Capital Stock............... 4230.02
TELEVISION

• Broadcast Time............................ 5100.02
• Cable TV Subscriptions............... 2250.04
TERMINOLOGY

• Audit Sampling............................ 8220.01
• Block Sampling........................... 8220.05
• Current Assets.............................. 2140.13
• Depreciation..................................5210.08
• Extraordinary Items..................... 5400.04
• Goodwill..................................... 2250.07
• Haphazard Sampling................... 8220.05
• Joint Operating Agreement............ 6400.33
• Leasehold Improvements..............5210.09
• More-Than-lnsignificant Discount and
Software Revenue Recognition ... 5100.50
• Random-Number Sampling............. 8220.05
• Singular vs. Plural........................ 9900.25
■ Systematic Sampling.................... 8220.05
TIMBER

■
•
■
•

Depreciation of Golf Course......... 5210.05
Log Pond Dredging Costs........... 2210.15
Ski Slope Development.................. 2210.07
Uncertain Timber Commitment....... 3500.01

TIRE DEALER

• Observation of Inventory by
Auditor..................................... 8320.05
TRADE-INS

■ Sales Discounts........................... 5100.01

■ Limited Partnerships.................... 7200.07
SYSTEMATIC AND RATIONAL ALLOCATION

• Expense Recognition Principle....... 2210.15

T
TAX ALLOCATION

• Expected Loss on Contract........... 5260.01
TAX-EXEMPT ORGANIZATIONS—See

Not-For-Profit Organizations
TAXES

• Capitalized During Construction.... 2210.07
• Cash Basis Financial Statements ... 1500.05
• Different Fiscal Year for Financial
Reporting................................. 9900.21
• Excise Tax on Club Dues.............. 5100.11
• Medicaid Taxation Programs......... 6400.30
• Modified Cash Basis.................... 1500.05
AICPA Technical Practice Aids

TRANSACTIONS

• Audit Tests.......................... 8220.01-02
TRANSFER PRICING
• Methods of Pricing........................... 5240.01

TREASURY STOCK

• Acquisition Costs......... 4110.09; 4120.05
• Acquisition Prior to Merger........... 7620.11
• Impairment of Legal Capital......... 2210.18;
............................................4120.03
• Major Stockholder Bought Out.... 4120.03;
............................................4120.05
• Valuation in Excess of Market
Price.....................................4120.05
TRUSTS

• Cemetery Perpetual Care............. 7500.01
• Income Trust Corpus as Assets .... 7500.01
• Prepaid Funeral Plans.................... 5100.04

TRU
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VALUATION—continued

TUXEDO RENTALS

• Depreciation.................................5210.04

U
UNAUDITED FINANCIAL STATEMENTS

• Compiled—See Compilation of Financial
Statements
• Dates on Cover............................ 9900.03
• Disclaimers—See Disclaimers of Opinion
• Marking of Pages.......................... 9600.04
■ Nonpublic Entities.......................... 9600.10
• Prescribed Forms.................. 9600.09-.10
• Reviewed—See Review of Financial
Statements
UNCERTAINTIES

• CoOwners in DivorceSuit............ 9320.06
• Disclosure............................ 9600.14-.15
• Going Concern...................... 9320.08-.09;
9410.02; 9600.14-.15
• Unremitted WithholdingTaxes.......... 9330.01

• Notes Payable Exchanged For
Cash................................. 5220.07
• Obsolete Inventory................. 2140.02-.03
• Push-Down Accounting................ 7610.19
• Quasi-Reorganizations.................. 2210.18
• Step Up in Basis of Assets........... 7600.09;
............................................. 7610.19
• Stock Dividends—See Stock Dividends
and Stock Splits
• Trade-Ins.................................... 5100.01
• Treasury Stock Purchased in Excess
of Market Price................... 4120.05
■ Unregistered Stock...................... 2220.09
• Write-Ups—See Write-Ups
VENDING MACHINES

• Control of Cash Receipts........... 8200.02
Joint Ventures

VENTURES—See

VOLUNTARY HEALTH AND WELFARE
ORGANIZATIONS—See Not-for-Profit

UNCOLLECTIBLE ACCOUNTS

• Bad Debt Losses of Not-for-Profit
Organizations.................. 6140.09
• Change in Accounting Estimate .... 3400.06
• Out-of-Pocket Costs....................... 2130.05
• Requirements for Doubtful Accounts
Allowance............................. 2130.07
• Subsequent Events........................ 9330.02
UNDERWRITING DEFICITS—See Premium
Deficits
UNEARNED REVENUE

•
•
•
•

Classification.............................. 3600.01
Franchise Fees............................. 6940.01
Funeral Plans.................................5100.04
Reserve for Insurance Claims......... 6300.04

UNEMPLOYMENT INSURANCE

• Estimated Claims......................... 3100.01

V
VALUATION

• Appraisal—See Appraisal Value
• Asset Write-Up in
Quasi-Reorganization........................ 2210.18

• Assets Transferred Between Related
Entities Under Common Control... 6400.28
• Bulk Purchases............. 7610.09; 7610.19
• Business Combinations—See Business
Combinations
• Exchange of Real Estate............... 6600.07
• Fair Value—See Fair Value
• Good Faith Value........................... 6910.03
• Goodwill...................................... 2250.07
• Inventories—See Inventories
• Investment in Real Estate............... 6910.03
• Market—See Market Value
• Meat Packers'Inventories............... 2140.06

TUX

Organizations

w
WAREHOUSES

• Grain Elevator........................... 1100.12
■ Inventories in Public
Warehouse................ 1100.12; 8320.06
■ Warehousing Costs in Inventory.... 2140.01
WARRANTS
•

Reacquired............................... 4130.03

WEIGHTED AVERAGE SHARES

• Interim Periods........................... 5500.03
WORKING CAPITAL

• Prior Period Adjustments............... 1300.11
• Restrictive Covenants.................. 3500.06
WORKING PAPERS

• Documentation Requirements..... 8220.04
• Unavailability From Predecessor
Auditor Who Has Ceased
Operations............................... 8900.04
WRITE-OFFS
■ Film Impairment...................... 6970.01-.02

•
•
•
•

Goodwill....................................
Landfill Rights.............................
Unamortized Goodwill..................
Uncollectible Accounts.................

2250.07
6700.10
2250.05
2130.05

WRITE-UPS

• Asset Revaluation...................... 2210.18

Z
ZERO COUPON BONDS

■ Accounting Treatment................. 5100.31
• Amortization of Interest Income.... 5100.31
• Issuance by Governmental Entity... 6950.18
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STATEMENTS OF POSITION
ACCOUNTING
Introduction
Statements of Position of the Accounting Standards Division present the
conclusions of the Accounting Standards Executive Committee, which is the
senior technical body of the AICPA authorized to speak for the Institute in the
areas of financial accounting and reporting. Statement on Auditing Standards
(SAS) No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, identifies AICPA Statements of Position as
sources of established accounting principles that an AICPA member should
consider if the accounting treatment of a transaction or event is not specified
by a pronouncement covered by Rule 203 of the AICPA Code of Professional
Conduct. SAS No. 69 is effective for audits of financial statements for periods
ending after March 15, 1992. An entity following an accounting treatment as
of March 15, 1992, need not change to an accounting treatment specified in a
Statement of Position whose effective date is before March 15, 1992. For
Statements of Position whose effective date is subsequent to March 15, 1992,
and for entities initially applying an accounting principle after March 15,1992,
the accounting treatment specified by that Statement of Position should be used
or the member should be prepared to justify a conclusion that another treat
ment better presents the substance of the transaction in the circumstances.

[The next page is 16,501.]

AICPA Technical Practice Aids

Introduction
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ACC Section 10,000
STATEMENTS OF POSITION—ACCOUNTING

TABLE OF CONTENTS
Paragraph

Section
[ 10,010]

Recognition of Profit on Sales of Receivables With Recourse (SOP 74-6)

[Withdrawn in August 1985, by the issuance of Statement of
Financial Accounting Standards No. 77, Reporting by
Transferors for Transfers of Receivables with Recourse]
[10,020]

Financial Accounting and Reporting by Colleges and Universities (SOP
74-8) [Superseded by the AICPA Audit and Accounting Guide
Not-for-Profit Organizations, 1996]

[10,030]

Financial Accounting and Reporting by Face-Amount Certificate
Companies (SOP 74-11) [Superseded by the AICPA Audit and
Accounting Guide, Audits of Investment Companies, 1987]

[10,040]

Accounting Practices in the Mortgage Banking Industry (SOP 74-12)
[Withdrawn in August 1985, by the issuance of Statement of
Financial Accounting Standards No. 65, Accounting for Certain
Mortgage Banking Activities]

[10,050]

Revenue Recognition When Right of Return Exists (SOP 75-1)
[Withdrawn in July 1981, by the issuance of Statement of
Financial Accounting Standards No. 48, Revenue Recognition
When Right of Return Exists]

10,060

Accounting Practices of Real Estate Investment Trusts (SOP 75-2)
Letter to Chairman, Financial Accounting Standards Board,
dated June 27, 1975

Introduction......................................................................................

.01-.07

Losses From Loans..................................................................................... 08-.29

Assets Affected by Troubled Debt Restructurings................................29A-.29C
Discontinuance of Interest Revenue Recognition...........................

.30-.38

Commitment Fees.............................................................................

.39-,46

Operating Support of the REIT by the Adviser........................................ 4
. 7-.52
Appendixes:

A: Illustration of accounting by a REIT for a loan on a
project in the development stage............................
AICPA Technical Practice Aids

.53

Contents
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Section
10,060

Paragraph

Accounting Practices of Real Estate Investment Trusts (SOP
75-2)—continued
B: Illustration of accounting by a REIT on a completed
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Section 10,060
Statement of Position 75-2
Accounting Practices of Real Estate
Investment Trusts
[Recommendation to Financial Accounting Standards Board]

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

June 27,1975
Marshall S. Armstrong, CPA .
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905

Dear Mr. Armstrong:
The accompanying Statement of Position presents recommendations of the
Accounting Standards Division on Accounting Practices of Real Estate Invest
ment Trusts. It was prepared on behalf of the Division by the Accounting
Standards Executive Committee for consideration by the Financial Accounting
Standards Board and for such action as the Board deems appropriate. The scope
of the Statement is restricted to REITs, although it is acknowledged that the
conclusions therein may also be appropriate for companies which are not
REITs.

The Statement takes the position that the allowance for losses on loans and
foreclosed properties should now be determined based on an evaluation of the
recoverability of individual loans and properties and, in this evaluation, the
principle of providing for all losses when they become evident should now
require the inclusion of all holding costs, including interest, in determining
such losses.
The individual evaluation of the loans and foreclosed properties should be
made, according to the Statement, as of the close of all annual and interim
stockholder reporting periods. This may well result in a need to increase or
decrease the allowance for losses with a corresponding charge or credit to
income. However, in the case of foreclosed property which the REIT elects to
hold as a long-term investment, the Statement concludes that the net realizable
value of such property at the date of foreclosure becomes its new basis, and sub
AICPA Technical Practice Aids
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sequent increases in market values of such properties should generally not be
recorded until the time of a later exchange transaction which confirms the
amount of any increase.
The Statement also takes the position that recognition of interest revenue
should be discontinued when it is not reasonable to expect that the revenue will
be received and enumerates conditions which should now be regarded as
establishing a presumption that the recording of interest should be discontin
ued.
Finally, the Statement concludes that commitment fees should be amortized
over the combined commitment and loan period, and provides guidance with
respect to appropriate accounting by a REIT for operating support from its
adviser.

The Division would appreciate being advised as to the Board’s proposed action
on the recommendations set forth in this Statement of Position.

Sincerely yours,
STANLEY J. SCOTT
Chairman
Accounting Standards Division
cc: Securities and Exchange Commission

AICPA Letter
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Accounting Practices of Real Estate Investments Trusts

NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the AICPA authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity with
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances. However, an entity need not change an
accounting treatment followed as of March 15,1992 to the accounting treatment
specified in this Statement of Position.

ACCOUNTING PRACTICES OF REAL ESTATE
INVESTMENT TRUSTS[*]
INTRODUCTION
.01 Real estate investment trusts (REITs) have in recent years assumed
an increasingly important role in the real estate industry. REITs are business
trusts and are generally publicly-held. They employ equity capital, coupled
with substantial amounts of debt financing, in making real estate loans and
investments.

.02 A REIT, if it so elects, will not be required to pay Federal corporate
income taxes (other than that on “tax preference” items) if, among other things,
at least 90% of its taxable income, as defined, is distributed to its shareholders.
This Statement, however, is not restricted to those REITs which have elected
such tax treatment.

.03 The accounting problems discussed in this Statement of Position may
also be encountered by other companies which are not REITs but which are
engaged in the business of making loans on or investing in real estate. The
conclusions in this Statement of Position may, therefore, also be appropriate
for those companies. However, the accounting practices of companies which are
not REITs are beyond the scope of this Statement of Position.
.04 REITs have engaged in a variety of lending and investing activities,
some of which are listed below.
Construction loans are generally short-term first mortgage loans to finance
the construction of residential, commercial or industrial properties.
Interest revenue on such loans is usually accrued and added to the
loan balance, which is paid from the proceeds of permanent financing.
Development loans are short-term first mortgage loans to finance site de
velopment costs. They are usually paid from proceeds of a construc
tion loan.
Land acquisition loans are first mortgage loans to finance the acquisition
(not the development) of sites.
[*] [Footnote deleted.]
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Long and intermediate term loans are generally conventional mortgage
loans to finance completed properties.
Purchase leasebacks consist of the simultaneous purchase and leaseback
to the seller of real estate properties.

Equity investments in real estate are direct ownership interests, under a
variety of forms, in improved or unimproved real estate.
Junior mortgage loans are real estate loans subject to the lien of a prior
mortgage.

Wrap-around loans are junior mortgage loans to provide an owner with
funds without disturbing a prior first mortgage loan which, for various
reasons, is not liquidated.

Gap loans are junior mortgage loans to finance a temporary spread be
tween amounts advanced and amounts committed under a prior first
mortgage loan.
Warehousing loans are short-term loans secured by the pledge of mortgage
loans.

.05 In connection with real estate loans, a REIT may issue a commitment,
which is an agreement to make a mortgage loan in the future at specified
terms.
.06 A REIT’s financial success is often dependent upon external factors,
among which are the operations of its contractor-borrowers, the availability to
those contractors of long-term mortgage funds when projects are completed,
and the general condition of the real estate industry. The success of the REIT
is also dependent upon its ability to obtain financing at rates less than that
earned on its portfolio of investments.

.07 Considerable attention has recently been given to the accounting
practices of REITs, particularly those which relate to loans which are in default
or may become in default. This Statement of Position addresses certain of those
practices.
LOSSES FROM LOANS
[.08-.29] [Effectively superseded by FASB Statement No. 114, Account
ing by Creditors for Impairment of a Loan, and FASB Statement No. 121,
Accounting for the Impairment ofLong-Lived Assets and for Long-Lived Assets
to Be Disposed Of.][1], [2]

ASSETS AFFECTED BY TROUBLED DEBT RESTRUCTURINGS

[.29A-.29C] [Effectively superseded by FASB Statement No. 114, Ac
counting by Creditors for Impairment of a Loan, and FASB Statement No. 121,
Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets
to Be Disposed Of.]

DISCONTINUANCE OF INTEREST REVENUE RECOGNITION
.30 While some REITs argue that recognition of interest revenue should
never be discontinued, it seems clear that there is no sound basis in theory or
[1] [Footnote deleted.]
[2] [Footnote deleted.]
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practice for such a position, since it is well established in accounting that if
sufficient doubt or uncertainty exists as to realization, recognition may not be
appropriate.
.31 In practice, the recognition of interest revenue has usually been
discontinued at one of the following points:
(1) When the amount of any final loss can be determined with a high
degree of precision (e.g., upon final settlement).
(2) Upon the occurrence of certain specified events (e.g., interest or
principal is a certain number of days past due, cost overruns are at
a certain percentage, foreclosure proceedings are being initiated,
etc.)

(3) When judgment—often involving an evaluation of total loan recov
erability, including estimated recoverability from foreclosure and
sale—indicates that any additional interest would not be realized.

.32 Postponing the discontinuance of interest recognition until a loss can
be determined with a high degree of precision is in conflict with general
practice and theory.
.33 A common practice is to discontinue the recognition of interest upon
the occurrence of certain specified events. Its attractiveness lies in the ability
to determine objectively if the criteria have been met and, as a result, it is
presumed there would be a greater uniformity in the reported results of REITs
following this practice.

.34 Opponents of this practice acknowledge that specific criteria may be
useful in identifying potential problem loans but believe that arbitrary rules
cannot be a substitute for management’s judgment. It is argued that even
though a loan may meet an established criterion for the discontinuance of
interest recognition, it is still possible that the loan and the interest will
ultimately be collected; thus, to discontinue recognition in such a situation is
as incorrect as recognizing interest when it is clear it will not be collected.

.35 The Division believes that the recognition of interest revenue should
be discontinued when it is not reasonable to expect that the revenue will be
received. The Division also believes that certain conditions, such as any one of
the following, should now be regarded as establishing a presumption (which
may be overcome if other facts clearly refute the presumption) that the record
ing of interest should be discontinued.
(1) Payments of principal or interest are past due.

(2) The borrower is in default under the terms of the loan agreement.
(3) Foreclosure proceedings have been or are expected to be initiated.

(4) The credit-worthiness of the borrower is in doubt because of pending
or actual bankruptcy proceedings, the filing of liens against his
assets, etc.
(5) Cost overruns and/or delays in construction cast doubt on the eco
nomic viability of the project.
(6) The loan has been renegotiated.
These conditions may also be an indication that an allowance for losses should
be provided.

.36 The Division supports the view that the discontinuance of interest
revenue recognition is related to the question of realization and, consequently,
AICPA Technical Practice Aids
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such recognition should not be resumed, nor should unrecorded interest be
recognized, until it is evident that the principal and interest will be collected.

.37 Some believe that even though the recognition of interest is discontin
ued, interest revenue should be “grossed up” with an offsetting charge to an
expense account. They believe that this presentation will more clearly reflect
the planned income from the portfolio as well as the deviations, in the form of
provisions for possible losses, from that plan.
.38 Others maintain that since the interest recognition was discontinued
because realization was doubtful, it would not be appropriate to include such
amounts in interest revenue in the financial statements because such a pres
entation would contradict economic reality. The Division supports this view.

COMMITMENT FEES
[.39-.46] [Effectively superseded by FASB Statement No. 91, Accounting
for Nonrefundable Fees and Costs Associated with Originating or Acquiring
Loans and Initial Direct Costs of Leases.

OPERATING SUPPORT OF THE REIT BY THE ADVISER
.47 Various methods are or have been employed by advisers to insure a
certain return to the REIT for certain periods. Some of these methods are
summarized below.
(1) Purchasing a loan or a property at an amount in excess of market
value

(2) Forgiving indebtedness
(3) Reducing advisory fees

(4) Providing required compensating balances
(5) Making outright cash payments

.48 In situations of this type, few would challenge the need for disclosure
of the nature of the relationship between the REIT and its adviser and the
nature and amount of the transactions between them. The accounting for the
transaction, however, is not quite as clear.
.49 Some believe that operating support given to a REIT by its adviser
can be determined to be either income or a contribution to capital on the basis
of the form of the transaction.

.50 Others hold that such support should always be accounted for as
income since it is difficult, if not impossible, to distinguish items of income from
capital contributions. In some cases, for example, determining what the terms
of an “arms-length” transaction would be might pose significant problems.
Distinguishing between the types of operating support would also pose prob
lems—why, for example, should a loan purchased at more than market value
by the adviser be viewed differently from a reduction in the advisory fee?
.51 The Division believes that in the present framework of generally
accepted accounting principles, appropriate accounting by a REIT for operat
ing support from its adviser would include the following:
[3] [Footnote renumbered and deleted.]
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(1) Adjustment of any assets (or liabilities) which will be transferred
between the companies to current market value as of the date of the
transaction.
(2) Recognition, as income or as a reduction of advisory fees, of the
operating support effectively obtained, with full disclosure of (a) the
relationship between the parties and (6) the nature and amount of
the transactions.

.52 The effect of such transactions, when material, should be reported
separately in the income statement.

* * * *
[.5

3]

APPENDIX A: ILLUSTRATION A

Purpose of Illustration
[Effectively superseded by FASB Statement No. 114, Accounting by Credi
tors for Impairment of a Loan, and FASB Statement No. 121, Accounting for
the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed
Of, and FASB Statement No. 91, Accounting forNonrefundable Fees and Costs
Associated with Originating or Acquiring Loans and Initial Direct Costs of
Leases.]

APPENDIX B: ILLUSTRATION B

[.54]

[Effectively superseded by FASB Statement No. 114, Accounting by Credi
tors for Impairment of a Loan, and FASB Statement No. 121, Accounting for
the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed
Of, and FASB Statement No. 91, Accounting forNonrefundable Fees and Costs
Associated with Originating or Acquiring Loans and Initial Direct Costs of
Leases.}

[.55]

APPENDIX C: PRESENT VALUE FACTORS

[Effectively superseded by FASB Statement No. 114, Accounting by Credi
tors for Impairment of a Loan, and FASB Statement No. 121, Accounting for
the Impairment ofLong-Lived Assets and for Long-Lived Assets to Be Disposed
Of, and FASB Statement No. 91, Accounting forNonrefundable Fees and Costs
Associated with Originating or Acquiring Loans and Initial Direct Costs of
Leases.][*]

[*] [Footnote deleted.]

AICPA Technical Practice Aids

§10,060[.55]

17,908

Statements of Position

ACCOUNTING STANDARDS DIVISION

Accounting Standards Executive Committee
Stanley J. Scott, Chairman
Hector R. Anton
Philip B. Chenok
Harold Cohan
William H. Conkling, Jr.
Donald J. Hayes
Robert S. Kay
Irving B. Kroll

Raymond C. Lauver
James J. Quinn
Harry F. Reiss, Jr.
George R. Vogt
Charles A. Werner
Arthur R. Wyatt
Alvin Zuckerkorn

Accounting Standards Task Force On Real Estate
Investment Trusts
Irving B. Kroll, Chairman
Nelson F. Gibbs, Jr.
Paul S. Kramer

Fernando Lombardi
William T. Ward

AICPA Staff
Richard C. Lytle
Director
Accounting Standards

Thomas P. Kelley
Assistant Director
Accounting Standards

[The next page is 18,231.]

§10,060[.55]

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

18,231

Section 10,130

Statement of Position 76-3
Accounting Practices for Certain Employee
Stock Ownership Plans
[Recommendation to the Financial Accounting Standards Board]

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

December 20,1976

Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905

Dear Mr. Armstrong:
The accompanying Statement of Position presents recommendations of the
Accounting Standards Division on Accounting Practices for Certain Employee
Stock Ownership Plans (ESOPs). It was prepared on behalf of the Division by
the Accounting Standards Executive Committee for consideration by the Fi
nancial Accounting Standards Board and for such action as the Board deems
appropriate.

The Statement deals primarily with accounting and reporting issues that have
arisen with respect to those ESOPs that borrow funds from a bank or other
lender to acquire shares of stock in the employer company or that issue notes
to existing shareholders in exchange for shares of stock. However, certain
conclusions in the Statement are also applicable to ESOPs that have not
entered into such transactions.
The Statement’s major recommendations are briefly summarized below:

•

An obligation of an ESOP should be recorded as a liability in the
financial statements of the employer when the obligation is covered
by either a guarantee of the employer or a commitment by the em
ployer to make future contributions to the ESOP sufficient to meet the
debt service requirements.

•

The offsetting debit to the liability recorded by the employer should be
accounted for as a reduction of shareholders’ equity.

•

The liability recorded by the employer and the offsetting debit should
both be reduced as the ESOP makes payments on the debt.
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AICPA Letter

18,232

Statements of Position

•

The amount contributed or committed to be contributed to an ESOP
with respect to a given year should be charged to expense by the
employer; the compensation and interest elements of the contribution
should be separately reported.

•

All shares held by an ESOP should be treated as outstanding shares
in the determination of earnings per share. Dividends paid on those
shares should be charged to retained earnings.

•

Any additional investment tax credit should be accounted for as a
reduction of income tax expense in the year in which the contribution
to the ESOP is charged to expense.

The Division would appreciate being advised as to the Board’s proposed action
on the recommendations set forth in this Statement of Position.

Sincerely yours,
Raymond C. Lauver
Chairman
Accounting Standards Division

cc: Securities and Exchange Commission

AICPA Letter
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NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the AICPA authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity with
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances. However, an entity need not change an
accounting treatment followed as of March 15,1992 to the accounting treatment
specified in this Statement of Position.

ACCOUNTING PRACTICES FOR CERTAIN
EMPLOYEE STOCK OWNERSHIP PLANS
INTRODUCTION
.01 The Employee Retirement Income Security Act of 1974 describes an
Employee Stock Ownership Plan (ESOP) as a qualified stock bonus plan, or a
combination stock bonus and money purchase pension plan, designed to invest
primarily in “qualifying employer securities.”1 Qualifying employer securities
include the employer’s stock and its other marketable obligations. The essen
tial differences between an ESOP and other qualified stock bonus plans are
that (a) an ESOP is permitted, in certain circumstances, to incur liabilities in
the acquisition of employer securities and (b) the employer may be permitted
to increase his maximum allowable investment tax credit by as much as an
additional 1½% if that amount is contributed to an ESOP.
. 02 In some cases, funds are borrowed from a bank or other lender by the
ESOP and are used to acquire shares of stock in the employer company. The
stock may be outstanding shares, treasury shares, or newly issued shares, and
is held by the ESOP until it is distributed to the employees. (In some cases, an
ESOP may issue notes to existing shareholders in exchange for qualifying
employer securities.) The stock may be allocated to individual employees even
though it may not be distributed to them until a future date. The debt of the
ESOP is usually collateralized by a pledge of the stock and by either a
guarantee of the employer or a commitment by the employer to make future
contributions to the ESOP sufficient to meet the debt service requirements.
The employer company makes annual contributions to the ESOP that are
deductible for tax purposes, subject to the limitations of the Internal Revenue
Code. Cash contributions and dividends received are used by the ESOP to:
(a) Satisfy the annual amortization of the outstanding debt principal.
(b) Satisfy the annual interest costs on such debt.

(c) Obtain short-term investments to provide for liquidity.

(d) Pay other expenses.
1 Employee Retirement Income Security Act of 1974, Title II, Subtitle B, Section 2003.
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(e) Acquire additional shares of the employer company’s stock, to the
extent of the excess, if any, over that required by (a) through (d)
above.
.03 Several accounting and reporting issues have arisen with respect to
those ESOPs that borrow funds from a bank or other lender to acquire shares
of stock in the employer company, or that issue notes to existing shareholders
in exchange for shares of stock.2 These issues are being dealt with in practice
in different ways. This Statement of Position has been issued because the
Division believes it is desirable to narrow the range of alternative accounting
practices in this area.

.04 Final regulations clarifying the rights and duties of the parties af
fected by an ESOP have not been issued by the Internal Revenue Service.
Readers of this Statement of Position should also be cognizant of the content
of such regulations, when they are issued.

ACCOUNTING FOR AN OBLIGATION OF AN ESOP
GUARANTEED BY THE EMPLOYER
Recording an ESOPs Obligation in the
Employer’s Financial Statements
.05 The Division believes that an obligation of an ESOP should be re
corded as a liability in the financial statements of the employer when the
obligation is covered by either a guarantee of the employer or a commitment
by the employer to make future contributions to the ESOP sufficient to meet
the debt service requirements. The employer’s guarantee or commitment is, in
substance, the assumption of the ESOP’s debt and the related obligation to
reduce that debt. The employer has assumed these obligations either (a) to buy
back its own shares (in the case where the ESOP uses the loan proceeds to
acquire previously outstanding shares) or (b) to finance additional working
capital or other fund needs (in the case where the ESOP uses the loan proceeds
to acquire previously unissued or treasury shares from the employer).

.06 It does not follow from the above that assets held by an ESOP should
be included in the financial statements of the employer. Ownership of these
assets rests in the employees, not in the employer.

Recording the Offsetting Debit to the Recorded Liability
.07 The Division believes that the offsetting debit to the liability recorded
by the employer should be accounted for as a reduction of shareholders’ equity.
Therefore, when new shares are issued to the ESOP by the employer, an
increase in shareholders’ equity should be reported only as the debt that
financed that increase is reduced. (The offsetting debit in shareholders’ equity
in this case is akin to the unearned compensation discussed in APB Opinion
No. 25, paragraph 14.) When outstanding shares, as opposed to unissued
shares, are acquired by the ESOP, shareholders’ equity should similarly be
reduced by the offsetting debit until the debt is repaid.

Reducing the Recorded Liability
.08 The Division believes that the liability recorded by the employer
should be reduced as the ESOP makes payments on the debt. The liability is
2 This Statement of Position does not deal directly with ESOPs that might invest in qualifying
employer securities other than equity securities.
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initially recorded because the guarantee or commitment is in substance the
employer’s debt. Therefore, it should not be reduced until payments are actu
ally made. Similarly, the amount reported as a reduction of shareholders’
equity should be reduced only when the ESOP makes payments on the debt.
These two accounts should move symmetrically.

MEASURING COMPENSATION EXPENSE
.09 The Division believes that the amount contributed or committed to be
contributed to an ESOP with respect to a given year should be the measure of
the amount to be charged to expense by the employer.3 Such contributions
measure the amount of expense irrevocably incurred whether or not they are
used concurrently to reduce the debt guaranteed by the employer.
.10 Since the debt of the ESOP is, in substance, the employer’s debt, the
Division believes that the employer should report separately the compensation
element and the interest element of the annual contribution, and should
disclose the related interest rate and debt terms in the footnotes to the
financial statements. However, a significant minority within the Division
believes that the entire annual contribution should be reported as compensa
tion expense.

REPORTING DIVIDENDS PAID AND EARNINGS PER SHARE
.11 The Division believes that all shares held by an ESOP should be
treated as outstanding shares in the determination of earnings per share. An
ESOP is a legal entity holding shares issued by the employer, whether or not
those shares have been allocated to employee accounts.

.12 Dividends paid on shares held by an ESOP should be charged to
retained earnings. Such dividends should not be included at any time in
compensation expense.
.13 A minority within the Division believes that when trust debt proceeds
are transferred to the employer corporation, a transaction of a predominantly
financing nature has occurred. The minority believes that shares should be
considered outstanding for earnings per share calculations only to the extent
that they become constructively unencumbered by repayments of debt princi
pal. To do otherwise, according to this minority view, would result in an
inconsistent and initially excessive effect on earnings per share in that the
total number of shares purchased by the ESOP would be immediately included
in the calculation of earnings per share, even though the related compensation
expense would be spread over a period of time on the basis of the employer’s
contribution to the trust. Consistent with this position, the minority would also
charge dividends to retained earnings only to the extent that trust shares are
unencumbered. Any remaining balance would be reported as additional com
pensation expense in the period the dividends were declared.

OTHER MATTERS

Investment Tax Credit
.14 The Division believes that the additional investment tax credit should
be accounted for (to the extent that it is available and utilized) as a reduction
of income tax expense in the same year in which the contribution to the ESOP
3 This conclusion is also applicable to ESOPs that have not borrowed funds from a bank or other
lender (or issued notes to existing shareholders) to acquire shares of stock in the employer company.

AICPA Technical Practice Aids

§10,130.14

18,236

Statements of Position

is charged to expense, irrespective of the accounting for the normal investment
tax credit on property acquisitions.4 This additional credit arises from the
contribution to the ESOP, not solely from the property acquisitions of the
employer.6

Applicability of APB Opinion No. 11
[.15] [Effectively superseded by FASB Statement No. 109, Accounting for
Income Taxes.][6]

4 See footnote 3.
5 See also Section 101(c) of the Revenue Act of 1971.
[6] [Footnote deleted.]
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Section 10,240
Statement of Position 78-9
Accounting for Investments in
Real Estate Ventures
[Proposal to Financial Accounting Standards Board]

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

December 29,1978

Donald J. Kirk, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905

Dear Mr. Kirk:

The accompanying statement of position, Accounting for Investments in Real
Estate Ventures, has been prepared on behalf of the division by the AICPA
Committee on Real Estate Accounting and approved by the AICPA Accounting
Standards Executive Committee.
The statement presents the division’s recommendations on accounting for
investments in real estate ventures (corporate joint ventures, general and
limited partnerships, and undivided interests). The recommendations are
primarily an application of the existing authoritative accounting literature to
the specialized accounting problems related to such investments and are
intended to narrow the range of alternative practices.
Representatives of the division are available to discuss this proposal with you
or your staff at your convenience.
Sincerely,

Arthur R. Wyatt
Chairman
Accounting Standards Division

cc: Securities and Exchange Commission

[The next page is 18,553.]
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NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the AICPA authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity with
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances. However, an entity need not change an
accounting treatment followed as of March 15,1992 to the accounting treatment
specified in this Statement of Position.

ACCOUNTING FOR INVESTMENTS IN
REAL ESTATE VENTURES
INTRODUCTION
.01 Ownership of real estate or real estate development projects by two or
more entities may take several forms. The most common forms are as follows:
a.

A corporate joint venture—a corporation owned and operated by a
small group of ventures to accomplish a mutually beneficial venture
or project, as described in paragraph 3 of APB Opinion 18, The Equity
Method ofAccounting for Investments in Common Stock.

b.

A general partnership—an association in which each partner has
unlimited liability.

c.

A limited partnership—an association in which one or more general
partners have unlimited liability and one or more partners have
limited liability. A limited partnership is usually managed by the
general partner or partners, subject to limitations, if any, imposed
by the partnership agreement.

d.

An undivided interest—an ownership arrangement in which two or
more parties jointly own property, and title is held individually to
the extent of each party’s interest.

In this statement of position, the terms real estate venture and venture apply to
all of the ownership arrangements described in this paragraph.
.0 2 These forms of ownership differ in legal form and economic substance,
and the authoritative accounting literature dealing with the specialized ac
counting problems related to such investments is limited. In practice, those
accounting problems are dealt with in a variety of ways, and the division
believes narrowing the range of those alternative practices is desirable.
.0 3 This statement of position presents the division’s recommendations
on accounting for investments in real estate ventures in financial statements
prepared in conformity with generally accepted accounting principles. It does
not apply to regulated investment companies and other entities that are
required to account for investments at quoted market value or fair value.
AICPA Technical Practice Aids
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THE APPLICABILITY OF THE EQUITY METHOD OF ACCOUNTING

Corporate Joint Ventures
.0 4 APB Opinion 18 requires investments in corporate joint ventures to
be accounted for by the equity method and includes guidance for applying that
method in the financial statements of the investor. That opinion applies to
corporate joint ventures created to own or operate real estate projects.

.0 5 Paragraph 3 of APB Opinion 18 states that “an entity which is a
subsidiary of one of the ‘joint venturers’ is not a corporate joint venture.” A
subsidiary, according to that opinion, refers to
... a corporation which is controlled, directly or indirectly, by another corpo
ration. The usual condition for control is ownership of a majority (over 50
percent) of the outstanding voting stock. The power to control may also exist
with a lesser percentage of ownership, for example, by contract, lease, agree
ment with other stockholders, or by court decree.

Accordingly, an investment in a corporate subsidiary that is a real estate
venture should be accounted for by the investor-parent using the principles
applicable to investments in subsidiaries rather than those applicable to
investments in corporate joint ventures. Minority shareholders in such a real
estate venture should account for their investment using the principles appli
cable to investments in common stock set forth in APB Opinion 18 or in FASB
Statement No. 115, Accounting for Certain Investments in Debt and Equity
Securities. [Revised, April 1996, to reflect the conforming changes necessary
due to the issuance of recent authoritative literature.]

General Partnerships
.0 6 The staff of the American Institute of Certified Public Accountants
issued an interpretation of APB Opinion 18 in November, 1971, which con
cludes that many of the provisions of APB Opinion 18 are appropriate in
accounting for investments in certain unincorporated entities. The division
believes that the principal difference, aside from income tax considerations,
between corporate joint ventures and general partnerships is that the individ
ual investors in general partnerships usually assume joint and several
liability. The division believes, however, that the equity method enables non
controlling investors in general partnerships to reflect the underlying nature
of their investments in those ventures as well as it does for investors in
corporate joint ventures. Accordingly, the division believes that investments in
noncontrolled real estate general partnerships should be accounted for and
reported under the equity method. This recommendation requires the one-line
equity method of presentation in both the balance sheet and the statement of
income.1 Paragraph 19 of APB Opinion 18 should be used as a guide in
applying the equity method. Investors in general partnerships should provide
for income taxes on the profits accrued on their investment in the partnership
regardless of the tax basis used in the partnership return. Differences between
the investor’s tax basis of the investment and the reported amount of the
investment in the financial statements of the investor that will result in
taxable or deductible amounts in future years (temporary differences) should
be accounted for in conformity with FASB Statement No. 109, Accounting for
Income Taxes. [Revised, April 1996, to reflect the conforming changes neces
sary due to the issuance of recent authoritative literature.]
1 Pro rata consolidation is not appropriate except in the limited circumstances described in
paragraph .11.

§10,240.04

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

Accounting for Investments in Real Estate Ventures 18,555

.07 The division believes a general partnership that is controlled, directly
or indirectly, by an investor is, in substance, a subsidiary of the investor. APB
Opinion 18 states that the usual condition for control of a corporation is
ownership of a majority (over 50 percent) of the outstanding voting stock.
However, if partnership voting interests are not clearly indicated, a condition
that would usually indicate control is ownership of a majority (over 50 percent)
of the financial interests in profits or losses (see paragraph .25). The power to
control may also exist with a lesser percentage of ownership, for example, by
contract, lease, agreement with other partners, or by court decree. On the other
hand, majority ownership may not constitute control if major decisions such as
the acquisition, sale, or refinancing of principal partnership assets must be
approved by one or more of the other partners. The division believes that a
controlling investor should account for its investment under the principles of
accounting applicable to investments in subsidiaries. Accordingly, intercom
pany profits and losses on assets remaining within the group should be
eliminated. A noncontrolling investor in a general partnership should account
for its investment by the equity method and should be guided by the provisions
of paragraph 19 of APB Opinion 18.

Limited Partnerships

.08 The division believes that the accounting recommendations for use of
the equity method of accounting for investments in general partnerships are
generally appropriate for accounting by limited partners for their investments
in limited partnerships. A limited partner’s interest may be so minor that the
limited partner may have virtually no influence over partnership operating
and financial policies. Such a limited partner is, in substance, in the same
position with respect to the investment as an investor that owns a minor
common stock interest in a corporation, and, accordingly, accounting for the
investment using the cost method may be appropriate. Under the cost method,
income recognized by the investor is limited to distributions received, except
that distributions that exceed the investor’s share of earnings after the date of
the investment are applied to reduce the carrying value of the investment.
Differences between the investor’s tax basis of the investment and the reported
amount of the investment in the financial statements of the investor that will
result in taxable or deductible amounts in future years (temporary differences)
should be accounted for in conformity with FASB Statement No. 109, Account
ing for Income Taxes. [Revised, April 1996, to reflect the conforming changes
necessary due to the issuance of recent authoritative literature.]
.09 The rights and obligations of the general partners in a limited part
nership are different from those of the limited partners. Some believe that
general partners should be deemed to have the controlling interest in a limited
partnership. However, if limited partners have important rights, such as the
right to replace the general partner or partners, approve the sale or refinancing
of principal assets, or approve the acquisition of principal partnership assets,
the partnership may not be under the control, directly or indirectly, of the
general partnership interests. The division believes that the general partners
are in control and should account for their investments in accordance with the
recommendations in paragraph .07 only if the substance of the partnership or
other agreements provides for control by the general partners.

.10 The division believes that if the substance of the partnership arrange
ment is such that the general partners are not in control of the major operating
and financial policies of the partnership, a limited partner may be in control.
An example could be a limited partner holding over 50 percent of the total part
AICPA Technical Practice Aids
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nership interest. A controlling limited partner should be guided in accounting
for its investment by the principles for investments in subsidiaries. Noncon
trolling limited partners should account for their investments by the equity
method and should be guided by the provisions of paragraph 19 of APB Opinion
18, as discussed in paragraphs .06 and .07, or by the cost method, as discussed
in paragraph .08, as appropriate.

Undivided Interests
.11 In an interpretation of APB Opinion 18 issued by the staff of the
American Institute of Certified Public Accountants in November, 1971, the
staff concluded that most of the provisions of paragraph 19 of APB Opinion 18
generally would be appropriate in accounting for partnerships and unincorpo
rated ventures, but that if
. . . the investor-venturer owns an undivided interest in each asset and is
proportionately (i.e., severally) liable for its share of each liability, the provi
sions of the equity method set forth in paragraph 19(c) of the Opinion may not
apply in some industries. For example, where it is the established industry
practice ..., the investor-venturer may account in its financial statements for
its pro rata share of the assets, liabilities, revenues, and expenses of the
venture.

If real property owned by undivided interests is subject to joint control by the
owners, the division believes that investor-venturers should not present their
investments by accounting for their pro rata share of the assets, liabilities,
revenues, and expenses of the ventures. Such property is subject to joint control
if decisions regarding the financing, development, sale, or operations require
the approval of two or more of the owners. Most real estate ventures with
ownership in the form of undivided interests are subject to some level of joint
control. Accordingly, the division believes that such investments should be
presented in the same manner as investments in noncontrolled partnerships.
If, however, the approval of two or more of the owners is not required for
decisions regarding the financing, development, sale, or operations of real
estate owned and each investor is entitled to only its pro rata share of income,
is responsible to pay only its pro rata share of expenses, and is severally liable
only for indebtedness it incurs in connection with its interest in the property,
the investment may be presented by recording the undivided interest in the
assets, liabilities, revenue, and expenses of the venture.

GENERAL MATTERS
Disclosure
.12 The division believes that investors in real estate ventures should be
guided by the provisions of paragraph 20 of APB Opinion 18 in determining the
disclosures to be made in their financial statements.

Statement of Cash Flows
.13 FASB Statement No. 95, Statement ofCash Flows, governs the form
and content of statements of cash flows. [Revised, April 1996, to reflect the
conforming changes necessary due to the issuance of recent authoritative
literature.]

INVESTOR ACCOUNTING FOR LOSSES
General
.14 Some investors have suggested that their equity in losses of a real
estate venture need not be recorded under the equity method of accounting as

§10,240.11

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Accounting for Investments in Real Estate Ventures

18,557

long as the value of their investment has not been impaired; for example, if it
is expected that the venture’s assets can be sold for more than their carrying
value. The division believes that investors should record their share of the real
estate venture’s losses, determined in conformity with generally accepted
accounting principles, without regard to unrealized increases in the estimated
fair value of the venture’s assets.

Accounting for an Investor’s Share of Losses in Excess of Its
Investment, Including Loans and Advances
.15 The division believes that an investor that is liable for the obligations
of the venture or is otherwise committed to provide additional financial support
to the venture should record its equity in real estate venture losses in excess of
its investment, including loans and advances.2 The following are examples of
such circumstances:

a.

The investor has a legal obligation as a guarantor or general partner.

b.

The investor has indicated a commitment, based on considerations
such as business reputation, intercompany relationships, or credit
standing, to provide additional financial support. Such a commit
ment might be indicated by previous support provided by the investor
or statements by the investor to other investors or third parties of
the investor’s intention to provide support.

.16 An investor in a real estate venture should report its recorded share
of losses in excess of its investment, including loans and advances, as a liability
in its financial statements.
.17 If an investor does not recognize venture losses in excess of its
investment, loans, and advances and the venture subsequently reports net
income, the investor should resume applying the equity method only after its
share of such net income equals the share of net losses not recognized during
the period in which equity accounting was suspended.

.18 If it is probable that one or more investors cannot bear their share of
losses, the remaining investors should record their proportionate shares of
venture losses otherwise allocable to investors considered unable to bear their
share of losses.3 When the venture subsequently reports income, those remain
ing investors should record their proportionate share of the venture’s net
income otherwise allocable to investors considered unable to bear their share
of losses until such income equals the excess losses they previously recorded.
The division also believes that an investor who is deemed by other investors to
be unable to bear its share of losses should continue to record its contractual
share of losses unless it is relieved from the obligation to make payment by
agreement or operation of law.
.19 The division believes that the accounting by an investor for losses
otherwise allocable to other investors should be governed by the provisions of
2 An investor, though not liable or otherwise committed to provide additional financial support,
should provide for losses in excess of investment when the imminent return to profitable operations
by the venture appears to be assured. For example, a material nonrecurring loss of an isolated
nature, or start-up losses, may reduce an investment below zero through the underlying profitable
pattern of an investee is unimpaired.
3 This recommendation does not apply for real property jointly owned and operated as undivided
interests in assets if the claims or liens of investor’s creditors are limited to investors’ respective
interests in such property.
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FASB Statement No. 5 relating to loss contingencies. Accordingly, the investor
should record a proportionate share of the losses otherwise allocable to other
investors if it is probable that they will not bear their share. In this connec
tion, the division believes that each investor should look primarily to the fair
value of the other investors’ interests in the venture and the extent to which
the venture’s debt is nonrecourse in evaluating their ability and willingness
to bear their allocable share of losses.4 However, there may be satisfactory
alternative evidence of an ability and willingness of other investors to bear
their allocable share of losses. Such evidence might be, for example, that those
investors previously made loans or contributions to support cash deficits,
possess satisfactory financial standing (as may be evidenced by satisfactory
credit ratings), or have provided adequately collateralized guarantees.

Loss in Value of an Investment, Including Loans and Advances, Other
Than a Temporary Decline
.20 A loss in value of an investment other than a temporary decline
should be recognized. Such a loss in value may be indicated, for example, by a
decision by other investors to cease providing support or reduce their financial
commitment to the venture. Loans and advances should be evaluated under
FASB Statement No. 114, Accounting by Creditors for Impairment of a Loan.
[Revised, April 1996, to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]

OTHER ACCOUNTING MATTERS RELATED TO
THE USE OF THE EQUITY METHOD

Eliminating Interentity Profits and Losses
.21 As noted elsewhere in this statement, APB Opinion 18 should be used
as a guide when applying the equity method. Paragraph 19(a) of that opinion
•provides that, in applying the equity method, intercompany profits and losses
should be eliminated until realized by the investor or investee as if the investee
company were consolidated. The division believes that intercompany profit
should be eliminated by the investor in relation to the investor’s ownership
interest in the investee, except that an investor that controls the investee and
enters into a transaction with the investee should eliminate all of the intercom
pany profit on assets remaining within the group.

.22 The AICPA industry accounting guide, Accounting for Profit Recogni
tion on Sales ofReal Estate,* sets out similar rules in paragraph 58:
A sale of property in which the seller holds or acquires an equity interest in the
buyer should result in recognizing only the part of the profit proportionate to
the outside interest in the buyer. No profit should be recognized if the seller
controls the buyer. .. until realized from transactions with outside parties
through sale or operations of the property.

.23 The division believes that if a transaction with a real estate venture
confirms that there has been a loss in the value of the asset sold that is other
4 An investor may not be able to apply the general rule to an investment in an undivided interest
because the extent to which the interests of other investors are encumbered by liens may not be
known.
* The Financial Accounting Standards Board has extracted the specialized accounting and
reporting principles and practices contained in this AICPA Accounting Guide, see FASB Statement
No. 66, Accounting for Sales ofReal Estate, October 1982.
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than temporary and that has not been recognized previously, the loss should
be recognized on the books of the transferor.

Accounting Principles Used by the Venture
.24 In the real estate industry, the accounts of a venture may reflect
accounting practices, such as those used to prepare tax basis data for investors,
that vary from generally accepted accounting principles. If the financial state
ments of the investor are to be prepared in conformity with generally accepted
accounting principles, such variances that are material should be eliminated
in applying the equity method.

Allocation Ratios for the Determination of Investor Income
.25 Venture agreements may designate different allocations among the
investors of the venture’s (a) profits and losses, (b) specified costs and expenses,
(c) distributions of cash from operations, and (d) distributions of cash proceeds
from liquidation. Such agreements may also provide for changes in the alloca
tions at specified times or on the occurrence of specified events. Accounting by
the investors for their equity in the venture’s earnings under such agreements
requires careful consideration of substance over form and consideration of
underlying values as discussed in paragraph .19. The division believes that in
order to determine the investor’s share of venture net income or loss, such
agreements or arrangements should be analyzed to determine how an increase
or decrease in net assets of the venture (determined in conformity with gener
ally accepted accounting principles) will affect cash payments to the investor
over the life of the venture and on its liquidation. The division believes that
specified profit and loss allocation ratios should not be used to determine an
investor’s equity in venture earnings if the allocation of cash distributions and
liquidating distributions are determined on some other basis. For example, if
a venture agreement between two investors purports to allocate all deprecia
tion expense to one investor and to allocate all other revenues and expenses
equally, but further provides that irrespective of such allocations, distributions
to the investors will be made simultaneously and divided equally between
them, there is no substance to the purported allocation of depreciation expense.

Accounting for a Difference Between the Carrying Amount of an
Investment in a Real Estate Venture and the Underlying Equity in
Net Assets
.26 Differences between the carrying amount of an investment in a real
estate venture and the investor’s equity in the underlying net assets recorded
by the venture may arise, for example, from unrecognized profit on transfers
of real estate to the venture or differences in accounting methods. In addition,
differences may arise from the acquisition of an investment in a venture at a
price different from the investor’s share of the net assets as recorded on the
books of the venture.
.27 Differences that arise from a business combination with a venture
accounted for as a purchase should be accounted for in accordance with the
provisions of APB Opinion 16. The division believes that an excess of the cost
of the investment acquired over the equity in the underlying net assets usually
would be ascribed to the fair values of real property interest owned by the
venture. Any cost in excess of amounts assigned to identifiable tangible or
intangible assets acquired is an intangible asset that should be amortized in a
systematic manner related to the purpose of the venture. Because of the
limited life and limited purpose usually inherent in real estate ventures, the
division believes that the benefits from such an intangible asset generally
decline as the property is sold or depreciated, and therefore amortization of
AICPA Technical Practice Aids
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that intangible asset should be recorded in relation to cost of sales or deprecia
tion. The period of amortization should not, however, exceed forty years.

.28 Paragraph 19(b) of APB Opinion 18 provides that the difference
between the cost of an investment and the amount of the underlying equity in
net assets of the investee “should affect the determination of the amount of the
investor’s share of earnings or losses of an investee as if the investee were a
consolidated subsidiary.” The differences should be recognized by the investor
as an adjustment to the amount of the venturer’s depreciation, cost of sales, or
other expenses, as appropriate, in recording income or loss from the venture on
the equity basis.

ACCOUNTING BY THE INVESTOR FOR CERTAIN
TRANSACTIONS WITH A REAL ESTATE VENTURE

Capital Contributions
.29 Contribution ofCash. If all investors contribute cash at the forma
tion of the real estate venture, each investor should record its investment at
the amount of the cash contributed.
.30 Contribution of Real Estate. The division believes an investor that
contributes real estate to the capital of a real estate venture generally should
record its investment in the venture at the investor’s cost (less related depre
ciation and valuation allowances) of the real estate contributed, regardless of
whether the other investors contribute cash, property, or services. The division
believes that an investor should not recognize profit on a transaction that in
economic substance is a contribution to the capital of an entity, because a
contribution to the capital of an entity is not the culmination of the earnings
process. The division understands, however, that some transactions, struc
tured in the form of capital contributions, may in economic substance be sales.
The recommendations in paragraph .36 of this statement on accounting for
sales of real estate to a venture by an investor apply to those transactions. An
example of such a transaction is one in which investor A contributes to a
venture real estate with a fair value of $2,000 and investor B contributes cash
in the amount of $1,000 which is immediately withdrawn by investor A, and,
following such contributions and withdrawals, each investor has a 50 percent
interest in the venture (the only asset of which is the real estate). Assuming
investor A is not committed to reinvest the $1,000 in the venture, the substance
of this transaction is a sale by investor A of a one-half interest in the real estate
in exchange for cash. A minority of the division disagrees with the conclusion
that an investor contributing real estate to a real estate venture should record
its investment at the cost of the real estate contributed. They believe that profit
recognition by such an investor to the extent of the other investors’ interests in
the profits and losses of the venture may be appropriate if the other investors
contribute cash or other hard assets (such as marketable securities) for their
interests and the investor contributing the real estate has no continuing
involvement with the real estate that would require deferral of profit under the
AICPA industry accounting guide, Accounting for Profit Recognition on Sales
of Real Estate.* The majority of the division believes that unless the investor
that contributes real estate to the venture withdraws cash (or other hard
assets) and has no commitment to reinvest, such a transaction is not the
culmination of an earnings process.
The Financial Accounting Standards Board has extracted the specialized accounting and
reporting principles and practices contained in this AICPA Accounting Guide, see FASB Statement
No. 66, Accounting for Sales of Real Estate, October 1982.
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.31 An investor contributing property to a venture may obtain a dispro
portionately small interest in the venture based on a comparison of the
carrying amount of the property with the cash contributed by the other
investors. That situation might indicate that the investor contributing the
property has suffered a loss that should be recognized.

.32 Contribution of Services or Intangibles
*
The division believes the
accounting considerations that apply to real property contributed to a partner
ship or joint venture also apply to contributions of services or intangibles. The
investor’s cost of such services or intangibles to be allocated to the cost of the
investment should be determined by the investor in the same manner as for an
investment in a wholly owned real estate project.

Income From Loans or Advances to a Venture
.33 Interest on loans and advances that are in substance capital contribu
tions (for example, if all the investors are required to make loans and advances
proportionate to their equity interests) should be accounted for as distributions
rather than as interest income by the investors.
.34 An investor-lender that does not capitalize interest on its own real
estate construction and development projects should account for interest on
loans and advances that are not in substance capital contributions in accord
ance with the recommendations in this paragraph.
a.

All interest income on the investor’s loans or advances to the venture
should be deferred if either of the following conditions is present.
(i)

Collectibility of the principal or interest is in doubt. This condi
tion may exist if adequate collateral and other terms normally
required by an independent lender are not present.

(ii) There is a reasonable expectation that the other investors will
not bear their shares of losses, resulting in rmcertainty as to the
lender’s share of the venture’s related interest expense.

b.

If neither of the conditions in (a) is present and either the venture
has recorded interest as an expense or the venture has capitalized
the interest but in order to conform to the investor’s accounting
policies, the investor has recorded its equity in the income or loss of
the venture as if the venture had charged the interest to expense, the
entire interest income accrued on loans or advances to a venture
should be recorded as earned.

c.

If the conditions in (a) or (b) are not present, a portion of interest
income from loans and advances to a venture should be deferred
based on the investor’s percentage interest in the profits and losses
of the venture. However, an evaluation similar to that discussed in
paragraphs .18 and .19 for recording the investor’s share of losses
should be made to avoid recording as interest income amounts that
may ultimately be borne as losses by the investor making the loan.

[.35] [Effectively superseded by FASB Statement No. 34, Capitalization
of Interest Cost]
* The provisions of this paragraph do not apply to real estate syndication activities in which the
syndicators receive or retain partnership interests. Such activities are discussed in SOP 92-1,
Accounting for Real Estate Syndication Income [section 10,500].
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Sales of Real Estate to a Venture
.36 Sales of real estate by an investor to a real estate venture are subject
to all of the provisions set forth in the AICPA industry accounting guide,
Accounting for Profit Recognition on Sales of Real Estate.*

Sales of Services to a Venture
.37 If services are performed for a venture by an investor and their cost is
capitalized by the venture, profit may be recognized by the investor to the
extent attributable to the outside interests in the venture if the following
conditions are met:
a.

The substance of the transaction does not significantly differ from its
form.

b.

There are no substantial uncertainties about the ability of the inves
tor to complete performance (as may be the case if the investor lacks
experience in the business of the venture) or the total cost of services
to be rendered.

c.

There is a reasonable expectation that the other investors will bear
their share of losses, if any.

The method of recognizing income from services rendered should be consistent
with the method followed for services performed for unrelated parties.

Purchases of Real Estate or Services From a Venture
.3 8 An investor should not record as income its equity in the venture’s
profit from a sale of real estate to that investor; the investor’s share of such
profit should be recorded as a reduction in the carrying amount of the pur
chased real estate and recognized as income on a pro rata basis as the real
estate is depreciated or when it is sold to a third party. Similarly, if a venture
performs services for an investor and the cost of those services is capitalized by
the investor, the investor’s share of the venture’s profit in the transaction
should be recorded as a reduction in the carrying amount of the capitalized
cost.

ACCOUNTING FOR THE SALE OF AN INTEREST
IN A REAL ESTATE VENTURE
.3 9 The division believes that a sale of an investment in a real estate
venture (including the sale of stock in a corporate real estate venture) is the
equivalent of a sale of an interest in the underlying real estate and should be
evaluated under the guidelines set forth in the AICPA industry accounting
guide, Accounting for Profit Recognition on Sales of Real Estate.
[. 40] [Effectively superseded by FASB Statement No. 66, Accounting for
Sales of Real Estate.}

TRANSITION
.4 1 The division recommends applying this statement of position to finan
cial statements issued for fiscal years and interim periods beginning after De
The Financial Accounting Standards Board has extracted the specialized accounting and
reporting principles and practices contained in this AICPA Accounting Guide, see FASB Statement
No. 66, Accounting for Sales of Real Estate, October 1982.
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cember 24, 1978. Adjustments resulting from a change in accounting method
to comply with the recommendations in this statement should be applied
retroactively, if material, and, to enhance comparability between periods,
financial statements presented for the periods affected should be restated for
as many periods as is practicable to give retroactive effect to such adjustments
and to changes in presentation. The division encourages earlier application of
the recommendations in this statement for fiscal years beginning before De
cember 25,1978, in financial statements not previously issued.
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Section 10,330

Statement of Position 81-1
Accounting for Performance of
Construction-Type and Certain
Production-Type Contracts
July 15,1981

[Proposal to the Financial Accounting Standards Board]
NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the AICPA authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity with
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances. However, an entity need not change an
accounting treatment followed as of March 15,1992 to the accounting treatment
specified in this Statement of Position.

Introduction
.01 This statement of position provides guidance on the application of
generally accepted accounting principles in accounting for the performance of
contracts for which specifications are provided by the customer for the con
struction of facilities or the production of goods or for the provision of related
services. Changes in the business environment have increased significantly the
variety and uses of those types of contracts and the types of business enter
prises that use them. In the present business environment, diverse types of
contracts, ranging from relatively simple to highly complex and from relatively
short- to long-term, are widely used in many industries for construction,
production, or provision of a broad range of goods and services. However,
existing principles related to accounting for contracts were written in terms of
long-term construction-type contracts, and they are not stated in sufficient
detail for the scope of activities to which they presently are applied. Those
activities range far beyond the traditional construction-type activity (the de
sign and physical construction of facilities such as buildings, roads, dams, and
bridges) to include, for example, the development and production of military
and commercial aircraft, weapons delivery systems, space exploration hard
ware, and computer software. The accounting standards division believes that
guidance is now needed in this area of accounting.
AICPA Technical Practice Aids

§10,330.01

18,872

Statements of Position

The Basic Accounting Issue
. 02 The determination of the point or points at which revenue should be
recognized as earned and costs should be recognized as expenses is a major
accounting issue common to all business enterprises engaged in the perform
ance of contracts of the types covered by this statement. Accounting for such
contracts is essentially a process of measuring the results of relatively long
term events and allocating those results to relatively short-term accounting
periods. This involves considerable use of estimates in determining revenues,
costs, and profits and in assigning the amounts to accounting periods. The
process is complicated by the need to evaluate continually the uncertainties
inherent in the performance of contracts and by the need to rely on estimates
of revenues, costs, and the extent of progress toward completion.

Present Accounting Requirements and Practices
. 03 The pervasive principle of realization and its exceptions and modifi
cations are central factors underlying accounting for contracts. APB Statement
4* states:
Revenue is generally recognized when both of the following conditions are met:
(1) the earnings process is complete or virtually complete, and (2) an exchange
has taken place. [Paragraph 150]

Revenue is sometimes recognized on bases other than the realization rule. For
example, on long-term construction contracts revenue may be recognized as
construction progresses. This exception to the realization principle is based on
the availability of evidence of the ultimate proceeds and the consensus that a
better measure of periodic income results. [Paragraph 152]
The exception to the usual revenue realization rule for long-term construction
type contracts, for example, is justified in part because strict adherence to
realization at the time of sale would produce results that are considered to be
unreasonable. The judgment of the profession is that revenue should be
recognized in this situation as construction progresses. [Paragraph 174]

. 04 Accounting Research Bulletin No. 45 (ARB No. 45), Long-Term Con
struction-Type Contracts, issued by the AICPA Committee on Accounting
Procedure in 1955, describes the two generally accepted methods of accounting
for long-term construction-type contracts for financial reporting purposes:
•

The percentage-of-completion method recognizes income as work on a
contract progresses; recognition of revenues and profits generally is
related to costs incurred in providing the services required under the
contract.

•

The completed-contract method recognizes income only when the con
tract is completed, or substantially so, and all costs and related
revenues are reported as deferred items in the balance sheet until that
time.

The units-of-delivery is a modification of the percentage-of-completion method
of accounting for contracts.
Statement of Position 93-3, Rescission of Accounting Principles Board Statements, rescinds
APB Statement No. 4. FASB Concepts Statement No. 5, Recognition and Measurement in Financial
Statements of Business Enterprises, discusses matters similar to those in APB Statement No. 4.
[Footnote added to reflect the conforming changes necessary due to the issuance of recent authorita
tive literature.]
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•

The units-of-delivery method recognizes as revenue the contract price
of units of a basic production product delivered during a period and as
the cost of earned revenue the costs allocable to the delivered units;
costs allocable to undelivered units are reported in the balance sheet
as inventory or work in progress. The method is used in circumstances
in which an entity produces units of a basic product under productiontype contracts in a continuous or sequential production process to
buyers’ specifications.

The use of either of the two generally accepted methods of accounting involves,
to a greater or lesser extent, three key areas of estimates and uncertainties: (a)
the extent of progress toward completion, (b) contract revenues, and (c) contract
costs. Although the ultimate amount of contract revenue is often subject to
numerous uncertainties, the accounting literature has given little attention to
the difficulties of estimating contract revenue. [Revised to reflect the conform
ing changes necessary due to the issuance of recent authoritative literature.]

. 05 ARB No. 45, paragraph 15, describes the circumstances in which each
method is preferable as follows:
The committee believes that in general when estimates of costs to complete and
extent of progress toward completion of long-term contracts are reasonably
dependable, the percentage-of-completion method is preferable. When lack of
dependable estimates or inherent hazards cause forecasts to be doubtful, the
completed-contract method is preferable.

Both of the two generally accepted methods are widely used in practice.
However, the two methods are frequently applied differently in similar circum
stances. The division believes that the two methods should be used in specified
circumstances and should not be used as acceptable alternatives for the same
circumstances. Accordingly, identifying the circumstances in which either of
the methods is preferable and the accounting that should be followed in the
application of those methods’ are among the primary objectives of this state
ment of position. This statement provides guidance on the application of ARB
No. 45 and does not amend that bulletin.

. 06 In practice, methods are sometimes found that allocate contract costs
and revenues to accounting periods on (a) the basis of cash receipts and
payments or (b) the basis of contract billings and costs incurred. Those prac
tices are not generally accepted methods of accounting for financial reporting
purposes. However, those methods are appropriate for other purposes, such as
the measurement of income for income tax purposes, for which the timing of
cash transactions is a controlling factor. Recording the amounts billed or billable
on a contract during a period as contract revenue of the period, and the costs
incurred on the contract as expenses of the period, is not acceptable for financial
reporting purposes because the amounts billed or billable on a contract during
a period are determined by contract terms and do not necessarily measure
performance on the contract. Only by coincidence might those unacceptable
methods produce results that approximate the results of the generally accepted
method of accounting for contracts that are appropriate in the circumstances.

Other Pronouncements and Regulations Affecting
Contract Accounting
. 07 Accounting Research Bulletin No. 43, chapter 11, “Government Con
tracts,” prescribes generally accepted principles in three areas of accounting
AICPA Technical Practice Aids
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for government contracts. Section A of that chapter deals with accounting
problems arising under cost-plus-fixed-fee contracts. Section B deals with
certain aspects of the accounting for government contracts and subcontracts
that are subject to renegotiation. Section C deals with problems involved in
accounting for certain terminated war and defense contracts. Those pro
nouncements govern accounting for contracts in the areas indicated.

. 08 The pricing and costing of federal government contracts are governed
by cost principles contained in procurement regulations such as the Federal
Procurement Regulation (FPR) and the Defense Acquisition Regulation (DAR).
Also, most major government contractors are subject to cost accounting stand
ards issued by the Cost Accounting Standards Board (CASB). CASB standards
apply to the cost accounting procedures that government contractors use to
allocate costs to contracts; CASB standards are not intended for financial
reporting.

. 09 Accounting for contracts for income tax purposes is prescribed by the
Internal Revenue Code and the related rules and regulations. The methods of
accounting for contracts under those requirements are not limited to the two
generally accepted methods for financial reporting. For numerous historical
and practical reasons, tax accounting rules and regulations differ from gener
ally accepted accounting principles. Numerous nonaccounting considerations
are appropriate in determining income tax accounting. This statement deals
exclusively with the application of generally accepted accounting principles to
accounting for contracts in financial reporting. It does not apply to income tax
accounting and is not intended to influence income tax accounting.

Need for Guidance
. 10 Because of the complexities and uncertainties in accounting for con
tracts, the increased use of diverse types of contracts for the construction of
facilities, the production of goods, or the provision of related services, and
present conditions and practices in industries in which contracts are performed
for those purposes, additional guidance on the application of generally ac
cepted accounting principles is needed. This statement of position provides
that guidance. Appendix A contains a schematic chart showing the organiza
tion of the statement.

Scope of Statement of Position
. 11 This statement of position applies to accounting for performance of
contracts for which specifications are provided by the customer for the con
struction of facilities or the production of goods or the provision of related
services that are reported in financial statements prepared in conformity with
generally accepted accounting principles.1 Existing authoritative accounting
literature uses the terms “long-term” and “construction-type” in identifying the
types of contracts that are the primary focus of interest. The term “long-term”
is not used in this statement of position as an identifying characteristic because
1 This statement is not intended to apply to “service transactions” as defined in the FASB’s
October 23, 1978 Invitation to Comment, Accounting for Certain Service Transactions. However, it
applies to separate contracts to provide services essential to the construction or production of tangible
property, such as design, engineering, procurement, and construction management (see paragraph
.13 for examples).
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other characteristics are considered more relevant for identifying the types of
contracts covered. However, accounting for contracts by an entity that primar
ily has relatively short-term contracts is recommended in paragraph .31 of this
statement. The scope of the statement is not limited to construction-type
contracts.

Contracts Covered
. 12 Contracts covered by this statement of position are binding agree
ments between buyers and sellers in which the seller agrees, for compensation,
to perform a service to the buyer’s specifications.2 Contracts consist of legally
enforceable agreements in any form and include amendments, revisions, and
extensions of such agreements. Performance will often extend over long peri
ods, and the seller’s right to receive payment depends on his performance in
accordance with the agreement. The service may consist of designing, engi
neering, fabricating, constructing, or manufacturing related to the construc
tion or the production of tangible assets. Contracts such as leases and real
estate agreements, for which authoritative accounting literature provides
special methods of accounting, are not covered by this statement.
. 13 Contracts covered by this statement include, but are not limited to,
the following:
•

Contracts in the construction industry, such as those of general build
ing, heavy earth moving, dredging, demolition, design-build contrac
tors, and specialty contractors (for example, mechanical, electrical, or
paving).

•

Contracts to design and build ships and transport vessels.

•

Contracts to design, develop, manufacture, or modify complex aero
space or electronic equipment to a buyer’s specification or to provide
services related to the performance of such contracts.

•

Contracts for construction consulting service, such as under agency
contracts or construction management agreements.

•

Contracts for services performed by architects, engineers, or architec
tural or engineering design firms.

. 14 Contracts not covered by this statement include, but are not limited
to, the following:
•

Sales by a manufacturer of goods produced in a standard manufactur
ing operation, even if produced to buyers’ specifications, and sold in
the ordinary course of business through the manufacturer’s regular
marketing channels if such sales are normally recognized as revenue
in accordance with the realization principle for sales of products and
if their costs are accounted for in accordance with generally accepted
principles of inventory costing.

•

Sales or supply contracts to provide goods from inventory or from
homogeneous continuing production over a period of time.

•

Contracts included in a program and accounted for under the program
. method of accounting. For accounting purposes, a program consists of

2 Specifications imposed on the buyer by a third party (for example, a government or regulatory
agency or a financial institution) or by conditions in the marketplace are deemed to be “buyer’s
specifications.”
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a specified number of units of a basic product expected to be produced
over a long period in a continuing production effort under a series of
existing and anticipated contracts.[3]

•

Service contracts of health clubs, correspondence schools, and similar
consumer-oriented organizations that provide their services to their
clients over an extended period.

•

Magazine subscriptions.

•

Contracts of nonprofit organizations to provide benefits to their mem
bers over a period of time in return for membership dues.

. 15 Contracts covered by this statement may be classified into four broad
types based on methods of pricing: (a) fixed-price or lump-sum contracts, (b)
cost-type (including cost-plus) contracts, (c) time-and-material contracts, and
(d) unit-price contracts. A fixed-price contract is an agreement to perform all
acts under the contract for a stated price. A cost-type contract is an agreement
to perform under a contract for a price determined on the basis of a defined
relationship to the costs to be incurred, for example, the costs of all acts
required plus a fee, which may be a fixed amount or a fixed percentage of the
costs incurred. A time-and-material contract is an agreement to perform all
acts required under the contract for a price based on fixed hourly rates for some
measure of the labor hours required (for example, direct labor hours) and the
cost of materials. A unit-price contract is an agreement to perform all acts
required under the contract for a specified price for each unit of output. Each
of the various types of contracts may have incentive, penalty, or other provi
sions that modify their basic pricing terms. The pricing features of the various
types are discussed in greater detail in Appendix B.

Definition of a Contractor
. 16 The term “contractor” as used in this statement refers to a person or
entity that enters into a contract to construct facilities, produce goods, or
render services to the specifications of a buyer either as a general or prime
contractor, as a subcontractor to a general contractor, or as a construction
manager.

Definition of a Profit Center
. 17 For the purpose of this statement, a “profit center” is the unit for the
accumulation of revenues and costs and the measurement of income. For
business enterprises engaged in the performance of contracts, the profit center
for accounting purposes is usually a single contract; but under some specified
circumstances it may be a combination of two or more contracts, a segment of
a contract or of a group of combined contracts. This statement of position
provides guidance on the selection of the appropriate profit center. The ac
counting recommendations, usually stated in terms of a single contract, also
apply to alternative profit centers in circumstances in which alternative cen
ters are appropriate.

Application and Effect on Existing Audit Guides and SOPs
. 18 This statement of position presents the division’s recommendations
on accounting for contracts (as specified in paragraphs .11 to .17) in all indus[3] [Footnote deleted to reflect the conforming changes necessary due to the issuance of recent
authoritative literature.]
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tries. The recommendations in this statement need not be applied to immate
rial items. Two existing AICPA Audit and Accounting Guides, Construction
Contractors and Audits of Federal Government Contractors, provide additional
guidance on the application of generally accepted accounting principles to the
construction industry and to federal government contracts, respectively. The
recommendations in this statement take precedence in those areas. [Revised
to reflect the conforming changes necessary due to the issuance of recent
authoritative literature.]

.19 The guidance on contract accounting and financial reporting in Audits
of Federal Government Contractors is essentially consistent with the recom
mendations in this statement. Since the recommendations in this statement
provide more comprehensive and explicit guidance on the application of gener
ally accepted accounting principles to contract accounting than does the guide,
Audits of Federal Government Contractors, the guide incorporates this state
ment as an appendix. The provisions of that guide should be interpreted and
applied in the context of the recommendations in this statement. [Revised to
reflect the conforming changes necessary due to the issuance of recent authori
tative literature.]
.20 This statement is not intended to supersede recommendations on
accounting in other AICPA industry accounting or audit guides or in other
statements of position.

The Division's Conclusions
Determining a Basic Accounting Policy for Contracts
.21 In accounting for contracts, the basic accounting policy decision is the
choice between the two generally accepted methods: the percentage-of-completion method including units of delivery and the completed-contract method.
The determination of which of the two methods is preferable should be based
on a careful evaluation of circumstances because the two methods should not
be acceptable alternatives for the same circumstances. The division’s recom
mendations on basic accounting policy are set forth in the sections on “The
Percentage-of-Completion Method” and “The Completed-Contract Method,”
which identify the circumstances appropriate to the methods, the bases of
applying the methods, and the reasons for the recommendations. The recom
mendations apply to accounting for individual contracts and to accounting for
other profit centers in accordance with the recommendations in the section on
“Determining the Profit Center.” As a result of evaluating individual contracts
and profit centers, a contractor should be able to establish a basic policy that
should be followed in accounting for most of his contracts. In accordance with
the requirements of APB Opinion No. 22, Disclosure of Accounting Policies, a
contractor should disclose in the note to the financial statements on accounting
policies the method or methods of determining earned revenue and the cost of
earned revenue including the policies relating to combining and segmenting, if
applicable. Appendix C contains a summary of the disclosure requirements in
this statement.

The Percentage-of-Completion Method
.22 This section sets forth the recommended basis for using the percentage-of-completion method and the reasons for the recommendation. Under most
AICPA Technical Practice Aids

§10,330.22

18,878

Statements of Position

contracts for construction of facilities, production of goods, or provision of
related services to a buyer’s specifications, both the buyer and the seller
(contractor) obtain enforceable rights. The legal right of the buyer to require
specific performance of the contract means that the contractor has, in effect,
agreed to sell his rights to work-in-progress as the work progresses. This view
is consistent with the contractor’s legal rights; he typically has no ownership
claim to the work-in-progress but has lien rights. Furthermore, the contractor
has the right to require the buyer, under most financing arrangements, to
make progress payments to support his ownership investment and to approve
the facilities constructed (or goods produced or services performed) to date if
they meet the contract requirements. The buyer’s right to take over the
work-in-progress at his option (usually with a penalty) provides additional
evidence to support that view. Accordingly, the business activity taking place
supports the concept that in an economic sense performance is, in effect, a
continuous sale (transfer of ownership rights) that occurs as the work pro
gresses. Also under most contracts for the production of goods and the provi
sion of related services that are accounted for on the basis of units delivered,
both the contractor and the customer obtain enforceable rights as the goods are
produced or the services are performed. As units are delivered, title to and the
risk of loss on those units normally transfer to the customer, whose acceptance
of the items indicates that they meet the contractual specifications. For such
contracts, delivery and acceptance are objective measurements of the extent to
which the contracts have been performed. The percentage-of-completion
method recognizes the legal and economic results of contract performance on a
timely basis. Financial statements based on the percentage-of-completion
method present the economic substance of a company’s transactions and events
more clearly and more timely than financial statements based on the com
pleted-contract method, and they present more accurately the relationships
between gross profit from contracts and related period costs. The percentageof-completion method informs the users of the general purpose financial state
ments of the volume of economic activity of a company.

Circumstances Appropriate to the Method
.23 The use of the percentage-of-completion method depends on the abil
ity to make reasonably dependable estimates. For the purposes of this state
ment, “the ability to make reasonably dependable estimates” relates to
estimates of the extent of progress toward completion, contract revenues, and
contract costs. The division believes that the percentage-of-completion method
is preferable as an accounting policy in circumstances in which reasonably
dependable estimates can be made and in which all the following conditions
exist:

•

Contracts executed by the parties normally include provisions that
clearly specify the enforceable rights regarding goods or services to be
provided and received by the parties, the consideration to be ex
changed, and the manner and terms of settlement.

•

The buyer can be expected to satisfy his obligations under the con
tract.

•

The contractor can be expected to perform his contractual obligations.

.24 For entities engaged on a continuing basis in the production and
delivery of goods or services under contractual arrangements and for whom
contracting represents a significant part of their operations, the presumption
is that they have the ability to make estimates that are sufficiently dependable
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to justify the use of the percentage-of-completion method of accounting.4 Per
suasive evidence to the contrary is necessary to overcome that presumption.
The ability to produce reasonably dependable estimates is an essential element
of the contracting business. For a contract on which a loss is anticipated,
generally accepted accounting principles require recognition of the entire
anticipated loss as soon as the loss becomes evident. An entity without the
ability to update and revise estimates continually with a degree of confidence
could not meet that essential requirement of generally accepted accounting
principles.

.25 Accordingly, the division believes that entities with significant con
tracting operations generally have the ability to produce reasonably depend
able estimates and that for such entities the percentage-of-completion method
of accounting is preferable in most circumstances. The method should be
applied to individual contracts or profit centers, as appropriate.

a.

Normally, a contractor will be able to estimate total contract revenue
and total contract cost in single amounts. Those amounts should
normally be used as the basis for accounting for contracts under the
percentage-of-completion method.

b.

For some contracts, on which some level of profit is assured, a
contractor may only be able to estimate total contract revenue and
total contract cost in ranges of amounts. If, based on the information
arising in estimating the ranges of amounts and all other pertinent
data, the contractor can determine the amounts in the ranges that
are most likely to occur, those amounts should be used in accounting
for the contract under the percentage-of-completion method. If the
most likely amounts cannot be determined, the lowest probable level
of profit in the range should be used in accounting for the contract
until the results can be estimated more precisely.

c.

However, in some circumstances, estimating the final outcome may
be impractical except to assure that no loss will be incurred. In those
circumstances, a contractor should use a zero estimate of profit; equal
amounts of revenue and cost should be recognized until results can
be estimated more precisely. A contractor should use this basis only
if the bases in (a) or (6) are clearly not appropriate. A change from a
zero estimate of profit to a more precise estimate should be accounted
for as a change in an accounting estimate.

An entity using the percentage-of-completion method as its basic accounting
policy should use the completed-contract method for a single contract or a group
of contracts for which reasonably dependable estimates cannot be made or for
which inherent hazards make estimates doubtful. Such a departure from the
basic policy should be disclosed.

Nature of Reasonable Estimates and Inherent Hazards
.2 6 In practice, contract revenues and costs are estimated in a wide
variety of ways ranging from rudimentary procedures to complex methods and
4 The division recognizes that many contractors have informal estimating procedures that may
result in poorly documented estimates and marginal quality field reporting and job costing systems.
Those conditions may influence the ability of an entity to produce reasonably dependable estimates.
However, procedures and systems should not influence the development of accounting principles and
should be dealt with by management as internal control, financial reporting, and auditing concerns.
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systems. Regardless of the techniques used, a contractor’s estimating proce
dures should provide reasonable assurance of a continuing ability to produce
reasonably dependable estimates.5 Ability to estimate covers more than the
estimating and documentation of contract revenues and costs; it covers a
contractor’s entire contract administration and management control system.
The ability to produce reasonably dependable estimates depends on all the
procedures and personnel that provide financial or production information on
the status of contracts. It encompasses systems and personnel not only of the
accounting department but of all areas of the company that participate in
production control, cost control, administrative control, or accountability for
contracts. Previous reliability of a contractor’s estimating process is usually an
indication of continuing reliability, particularly if the present circumstances
are similar to those that prevailed in the past.
.27 Estimating is an integral part of contractors’ business activities, and
there is a necessity to revise estimates on contracts continually as the work
progresses. The fact that circumstances may necessitate frequent revision of
estimates does not indicate that the estimates are unreliable for the purpose
for which they are used. Although results may differ widely from original
estimates because of the nature of the business, the contractor, in the conduct
of his business, may still find the estimates reasonably dependable. Despite
these widely recognized conditions, a contractor’s estimates of total contract
revenue and total contract costs should be regarded as reasonably dependable
if the minimum total revenue and the maximum total cost can be estimated
with a sufficient degree of confidence to justify the contractor’s bids on con
tracts.
.28 ARB No. 45 discourages the use of the percentage-of-completion
method of accounting in circumstances in which inherent hazards make esti
mates doubtful. “Inherent hazards” relate to contract conditions or external
factors that raise questions about contract estimates and about the ability of
either the contractor or the customer to perform his obligations under the
contract. Inherent hazards that may cause contract estimates to be doubtful
usually differ from inherent business risks. Business enterprises engaged in
contracting, like all business enterprises, are exposed to numerous business
risks that vary from contract to contract. The reliability of the estimating
process in contract accounting does not depend on the absence of such risks.
Assessing business risks is a function of users of financial statements.

.29 The present business environment and the refinement of the estimat
ing process have produced conditions under which most business entities
engaged in contracting can deal adequately with the normal, recurring busi
ness risks in estimating the outcome of contracts. The division believes that
inherent hazards that make otherwise reasonably dependable contract esti
mates doubtful involve events and conditions that would not be considered in
the ordinary preparation of contract estimates and that would not be expected
to recur frequently, given the contractor’s normal business environment. Such
hazards are unrelated to, or only incidentally related to, the contractor’s typical
activities. Such hazards may relate, for example, to contracts whose validity is
seriously in question (that is, which are less than fully enforceable), to con
tracts whose completion may be subject to the outcome of pending legislation
5 The type of estimating procedures appropriate in a particular set of circumstances depends on
a careful evaluation of the costs and benefits of developing the procedures. The ability to produce
reasonably dependable estimates that would justify the use of the percentage-of-completion method
as recommended in paragraph .25 does not depend on the elaborateness of the estimating procedures
used.
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or pending litigation, or to contracts exposed to the possibility of the condem
nation or expropriation of the resulting properties. Reasonably dependable
estimates cannot be produced for a contract with unrealistic or ill-defined
terms or for a contract between unreliable parties. However, the conditions
stated in paragraph .23 for the use of the percentage-of-completion method of
accounting, which apply to most bona fide contracts, make the existence of
some uncertainties, including some of the type described in ARB No. 45,
paragraph 15, unlikely for contracts that meet those conditions. Therefore, the
division believes that there should be specific, persuasive evidence of such
hazards to indicate that use of the percentage-of-completion method on one of
the bases in paragraph .25 is not preferable.

The Completed-Contract Method
.30 This section sets forth the recommended basis for using the completed-contract method and the reasons for the recommendation. Under the
completed-contract method, income is recognized only when a contract is
completed or substantially completed. During the period of performance, bill
ings and costs are accumulated on the balance sheet, but no profit or income is
recorded before completion or substantial completion of the work. This method
precludes reporting on the performance that is occurring under the enforceable
rights of the contract as work progresses. Although the completed-contract
method is based on results as finally determined rather than on estimates for
unperformed work, which may involve unforeseen costs and possible losses, it
does not reflect current performance when the period of a contract extends
beyond one accounting period, and it therefore may result in irregular recogni
tion of income. Financial statements based on this method may not show
informative relationships between gross profit reported on contracts and re
lated period costs.

Circumstances of Use
.31 The completed-contract method may be used as an entity’s basic
accounting policy in circumstances in which financial position and results of
operations would not vary materially from those resulting from use of the
percentage-of-completion method (for example, in circumstances in which an
entity has primarily short-term contracts). Although this statement does not
formally distinguish on the basis of length between long-term and short-term
contracts, the basis for recording income on contracts of short duration poses
relatively few problems. In accounting for such contracts, income ordinarily is
recognized when performance is substantially completed and accepted. Under
those circumstances, revenues and costs in the aggregate for all contracts
would be expected to result in a matching of gross profit with period overhead
or fixed costs similar to that achieved by use of the percentage-of-completion
method. For example, the completed-contract method, as opposed to the per
centage-of-completion method, would not usually produce a material difference
in net income or financial position for a small plumbing contractor that
performs primarily relatively short-term contracts during an accounting pe
riod; performance covers such a short span of time that the work is somewhat
analogous to the manufacture of shelf production items for sale. An entity
using the completed-contract method as its basic accounting policy should
depart from that policy for a single contract or a group of contracts not having
the features described in this paragraph and use the percentage-of-completion
method on one of the bases described in paragraph .25. Such a departure
should be disclosed.
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.32 The completed-contract method is preferable in circumstances in
which estimates cannot meet the criteria for reasonable dependability dis
cussed in the section on the percentage-of-completion method or in which there
are inherent hazards of the nature of those discussed in that section. An entity
using the percentage-of-completion method as its basic accounting policy
should depart from that policy and use the completed-contract method for a
single contract or a group of contracts only in the circumstances described in
paragraph .25.
.33 The use of the completed-contract method is recommended for the
circumstances described in paragraphs .31 and .32. However, for circum
stances in which there is an assurance that no loss will be incurred on a
contract (for example, when the scope of the contract is ill-defined but the
contractor is protected by a cost-plus contract or other contractual terms), the
percentage-of-completion method based on a zero profit margin, rather than
the completed-contract method, is recommended until more precise estimates
can be made. The significant difference between the percentage-of-completion
method applied on the basis of a zero profit margin and the completed-contract
method relates to the effects on the income statement. Under the zero profit
margin approach to applying the percentage-of-completion method, equal
amounts of revenue and cost, measured on the basis of performance during the
period, are presented in the income statement; whereas, under the completedcontract method, performance for a period is not reflected in the income
statement, and no amount is presented in the income statement until the
contract is completed. The zero profit margin approach to applying the percent
age-of-completion method gives users of general purpose financial statements
an indication of the volume of a company’s business and of the application of
its economic resources.

Determining the Profit Center
.34 The basic presumption should be that each contract is the profit
center for revenue recognition, cost accumulation, and income measurement.
That presumption may be overcome only if a contract or a series of contracts
meets the conditions described for combining or segmenting contracts. A group
of contracts (combining), and a phase or segment of a single contract or of a
group of contracts (segmenting) may be used as a profit center in some
circumstances. Since there are numerous practical implications of combining
and segmenting contracts, evaluation of the circumstances, contract terms,
and management intent are essential in determining contracts that may be
accounted for on those bases.

Combining Contracts
.35 A group of contracts may be so closely related that they are, in effect,
parts of a single project with an overall profit margin, and accounting for the
contracts individually may not be feasible or appropriate. Under those circum
stances, consideration should be given to combining such contracts for profit
recognition purposes. The presumption in combining contracts is that revenue
and profit are earned, and should be reported, uniformly over the performance
of the combined contracts. For example, a group of construction-type contracts
may be negotiated as a package with the objective of achieving an overall profit
margin, although the profit margins on the individual contracts may vary. In
those circumstances, if the individual contracts are performed and reported in
different periods and accounted for separately, the reported profit margins in
those periods will differ from the profit margin contemplated in the negotia
tions for reasons other than differences in performance.
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.36 Contracts may be combined for accounting purposes only if they meet
the criteria in paragraphs .37 and .38.
.37 A group of contracts may be combined for accounting purposes if the
contracts
a.

Are negotiated as a package in the same economic environment with
an overall profit margin objective. Contracts not executed at the
same time may be considered to have been negotiated as a package
in the same economic environment only if the time period between
the commitments of the parties to the individual contracts is reason
ably short. The longer the period between the commitments of the
parties to the contracts, the more likely it is that the economic
circumstances affecting the negotiations have changed.

b.

Constitute in essence an agreement to do a single project. A project
for this purpose consists of construction, or related service activity
with different elements, phases, or units of output that are closely
interrelated or interdependent in terms of their design, technology,
and function or their ultimate purpose or use.

c.

Require closely interrelated construction activities with substantial
common costs that cannot be separately identified with, or reason
ably allocated to, the elements, phases, or units of output.

d.

Are performed concurrently or in a continuous sequence under the
same project management at the same location or at different loca
tions in the same general vicinity.

e.

Constitute in substance an agreement with a single customer. In
assessing whether the contracts meet this criterion, the facts and
circumstances relating to the other criteria should be considered. In
some circumstances different divisions of the same entity would not
constitute a single customer if, for example, the negotiations are
conducted independently with the different divisions. On the other
hand, two or more parties may constitute in substance a single
customer if, for example, the negotiations are conducted jointly with
the parties to do what in essence is a single project.

Contracts that meet all of these criteria may be combined for profit recognition
and for determining the need for a provision for losses in accordance with ARB
No. 45, paragraph 6. The criteria should be applied consistently to contracts
with similar characteristics in similar circumstances.
.3 8 Production-type contracts that do not meet the criteria in paragraph
.37 or segments of such contracts may be combined into groupings such as
production lots or releases for the purpose of accumulating and allocating
production costs to units produced or delivered on the basis of average unit
costs in the following circumstances:[6]
a.

The contracts are with one or more customers for the production of
substantially identical units of a basic item produced concurrently
or sequentially.

b.

Revenue on the contracts is recognized on the units-of-delivery basis
of applying the percentage-of-completion method.

[6] [Footnote deleted to reflect the conforming changes necessary due to the issuance of recent
authoritative literature.]
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Segmenting a Contract
.3 9 A single contract or a group of contracts that otherwise meet the test
for combining may include several elements or phases, each of which the
contractor negotiated separately with the same customer and agreed to per
form without regard to the performance of the others. If those activities are
accounted for as a single profit center, the reported income may differ from that
contemplated in the negotiations for reasons other than differences in perform
ance. If the project is segmented, revenues can be assigned to the different
elements or phases to achieve different rates of profitability based on the
relative value of each element or phase to the estimated total contract revenue.
A project, which may consist of a single contract or a group of contracts, with
segments that have different rates of profitability may be segmented if it meets
the criteria in paragraph .40, paragraph .41, or paragraph .42. The criteria for
segmenting should be applied consistently to contracts with similar charac
teristics and in similar circumstances.
.4 0 A project may be segmented if all the following steps were taken and
are documented and verifiable:
a.

The contractor submitted bona fide proposals on the separate com
ponents of the project and on the entire project.

b.

The customer had the right to accept the proposals on either basis.

c.

The aggregate amount of the proposals on the separate components
approximated the amount of the proposal on the entire project.

.4 1 A project that does not meet the criteria in paragraph .40 may be
segmented only if it meets all the following criteria:

a.

The terms and scope of the contract or project clearly call for separa
ble phases or elements.

b.

The separable phases or elements of the project are often bid or
negotiated separately.

c.

The market assigns different gross profit rates to the segments
because of factors such as different levels of risk or differences in the
relationship of the supply and demand for the services provided in
different segments.

d.

The contractor has a significant history of providing similar services
to other customers under separate contracts for each significant
segment to which a profit margin higher than the overall profit
margin on the profit is ascribed.7

e.

The significant history with customers who have contracted for
services separately is one that is relatively stable in terms of pricing
policy rather than one unduly weighted by erratic pricing decisions
(responding, for example, to extraordinary economic circumstances
or to unique customer-contractor relationships).

7 In applying the criterion in paragraph .41(d), values assignable to the segments should be on
the basis of the contractor’s normal historical prices and terms of such services to other customers.
The division considered but rejected the concept of allowing a contractor to segment on the basis of
prices charged by other contractors, since it does not follow that those prices could have been obtained
by a contractor who has no history in the market.
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f.

The excess of the sum of the prices of the separate elements over the
price of the total project is clearly attributable to cost savings incident
to combined performance of the contract obligations (for example,
cost savings in supervision, overhead, or equipment mobilization).
Unless this condition is met, segmenting a contract with a price
substantially less than the sum of the prices of the separate phases
or elements would be inappropriate even if the other conditions are
met. Acceptable price variations should be allocated to the separate
phases or elements in proportion to the prices ascribed to each. In all
other situations a substantial difference in price (whether more or
less) between the separate elements and the price of the total project
is evidence that the contractor has accepted different profit margins.
Accordingly, segmenting is not appropriate, and the contracts should
be the profit centers.

g.

The similarity of services and prices in the contract segments and
services and the prices of such services to other customers contracted
separately should be documented and verifiable.

.4 2 A production-type contract that does not meet the criteria in para
graphs .40 or .41 may also be segmented and included in groupings such as
production lots or releases for the purpose of accumulating and allocating
production costs to units produced or delivered on the basis of average unit cost
under the conditions specified in paragraph .38.

Measuring Progress on Contracts
.4 3 This section describes methods of measuring the extent of progress
toward completion under the percentage-of-completion method and sets forth
criteria for selecting those methods and for determining when a contract is
substantially completed. Meaningful measurement of the extent of progress
toward completion is essential since this factor is used in determining the
amounts of estimated contract revenue and estimated gross profit that will be
recognized as earned in any given period.

Methods of Measuring Extent of Progress Toward Completion
.4 4 In practice, a number of methods are used to measure the extent of
progress toward completion. They include the cost-to-cost method, variations
of the cost-to-cost method, efforts-expended methods, the units-of-delivery
method, and the units-of-work-performed method. Those practices are in
tended to conform to ARB No. 45, paragraph 4.8 Some of the measures are
sometimes made and certified by engineers or architects, but management
should review and understand the procedures used by those professionals.
.4 5 Some methods used in practice measure progress toward completion
in terms of costs, some in terms of units of work, and some in terms of values
8 ARB No. 45, paragraph 4, states:
The committee recommends that the recognized income [under the percentage-of-completion
method] be that percentage of estimated total income, either:
(a) that incurred costs to date bear to estimated total costs after giving effect to estimates of costs
to complete based upon most recent information, or
(b) that may be indicated by such other measure of progress toward completion as may be
appropriate having due regard to work performed.
Costs as here used might exclude, especially during the early stages of a contract, all or a portion
of the cost of such items as materials and subcontracts if it appears that such an exclusion would
result in a more meaningful periodic allocation of income.

AICPA Technical Practice Aids

§10,330.45

18,886

Statements of Position

added (the contract value of total work performed to date). All three of these
measures of progress are acceptable in appropriate circumstances. The divi
sion concluded that other methods that achieve the objective of measuring
extent of progress toward completion in terms of costs, units, or value added
are also acceptable in appropriate circumstances. However, the method or
methods selected should be applied consistently to all contracts having similar
characteristics. The method or methods of measuring extent of progress toward
completion should be disclosed in the notes to the financial statements. Exam
ples of circumstances not appropriate to some methods are given within the
discussion of input and output measures.

Input and Output Measures
.4 6 The several approaches to measuring progress on a contract can be
grouped into input and output measures. Input measures are made in terms of
efforts devoted to a contract. They include the methods based on costs and on
efforts expended. Output measures are made in terms of results achieved. They
include methods based on units produced, units delivered, contract milestones,
and value added. For contracts under which separate units of output are
produced, progress can be measured on the basis of units of work completed.
In other circumstances, progress may be measured, for example, on the basis
of cubic yards of excavation for foundation contracts or on the basis of cubic
yards of pavement laid for highway contracts.
.4 7 Both input and output measures have drawbacks in some circum
stances. Input is used to measure progress toward completion indirectly, based
on an established or assumed relationship between a unit of input and produc
tivity. A significant drawback of input measures is that the relationship of the
measures to productivity may not hold, because of inefficiencies or other
factors. Output is used to measure results directly and is generally the best
measure of progress toward completion in circumstances in which a reliable
measure of output can be established. However, output measures often cannot
be established, and input measures must then be used. The use of either type
of measure requires the exercise of judgment and the careful tailoring of the
measure to the circumstances.
.4 8 The efforts-expended method is an input method based on a measure
of the work, such as labor hours, labor dollars, machine hours, or material
quantities. Under the labor-hours method, for example, extent of progress is
measured by the ratio of hours performed to date to estimated total hours at
completion. Estimated total labor hours should include (a) the estimated labor
hours of the contractor and (b) the estimated labor hours of subcontractors
engaged to perform work for the project, if labor hours of subcontractors are a
significant element in the performance of the contract. A labor-hours method
can measure the extent of progress in terms of efforts expended only if substan
tial efforts of subcontractors are included in the computation. If the contractor
is unable to obtain reasonably dependable estimates of subcontractors’ labor
hours at the beginning of the project and as work progresses, he should not use
the labor-hours method.

.4 9 The various forms of the efforts-expended method generally are based
on the assumption that profits on contracts are derived from the contractor’s
efforts in all phases of operations, such as designing, procurement, and man
agement. Profit is not assumed to accrue merely as a result of the acquisition
of material or other tangible items used in the performance of the contract or
the awarding of subcontracts. As previously noted, a significant drawback of
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efforts-expended methods is that the efforts included in the measure may not
all be productive.
.5 0 Measuring progress toward completion based on the ratio of costs
incurred to total estimated costs is also an input method. Some of the costs
incurred, particularly in the early stages of the contract, should be disregarded
in applying this method because they do not relate to contract performance.
These include the costs of items such as uninstalled materials not specifically
produced or fabricated for the project or of subcontracts that have not been
performed. For example, for construction projects, the cost of materials not
unique to the project that have been purchased or accumulated at job sites but
that have not been physically installed do not relate to performance.9 The costs
of such materials should be excluded from costs incurred for the purpose of
measuring the extent of progress toward completion. Also, the cost of equip
ment purchased for use on a contract should be allocated over the period of its
expected use unless title to the equipment is transferred to the customer by
terms of the contract. For production-type contracts, the complement of expen
sive components (for example, computers, engines, radars, and complex “black
boxes”) to be installed into the deliverable items may aggregate a significant
portion of the total cost of the contract. In some circumstances, the costs
incurred for such components, even though the components were specifically
purchased for the project, should not be included in the measurement before
the components are installed if inclusion would tend to overstate the percent
age of completion otherwise determinable.
.5 1 The acceptability of the results of input or output measures deemed
to be appropriate to the circumstances should be periodically reviewed and
confirmed by alternative measures that involve observation and inspection.
For example, the results provided by the measure used to determine the extent
of progress may be compared to the results of calculations based on physical
observations by engineers, architects, or similarly qualified personnel. That
type of review provides assurance somewhat similar to that provided for
perpetual inventory records by periodic physical inventory counts.

Completion Criteria Under the Completed-Contract Method
.5 2 As a general rule, a contract may be regarded as substantially com
pleted if remaining costs and potential risks are insignificant in amount. The
overriding objectives are to maintain consistency in determining when con
tracts are substantially completed and to avoid arbitrary acceleration or defer
ral of income. The specific criteria used to determine when a contract is
substantially completed should be followed consistently and should be dis
closed in the note to the financial statements on accounting policies. Circum
stances to be considered in determining when a project is substantially completed
include, for example, delivery of the product, acceptance by the customer, depar
ture from the site, and compliance with performance specifications.

Income Determination—Revenue Elements
.5 3 Estimating the revenue on a contract is an involved process, which is
affected by a variety of uncertainties that depend on the outcome of a series of
9 The cost of uninstalled materials specifically produced, fabricated, or constructed for a project
should be included in the costs used to measure extent of progress. Such materials consist of items
unique to a project that a manufacturer or supplier does not carry in inventory and that must be
produced or altered to meet the specifications of the project.
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future events. The estimates must be periodically revised throughout the life
of the contract as events occur and as uncertainties are resolved.

.5 4 The major factors that must be considered in determining total esti
mated revenue include the basic contract price, contract options, change orders,
claims, and contract provisions for penalties and incentive payments, including
award fees and performance incentives. All those factors and other special
contract provisions must be evaluated throughout the life of a contract in
estimating total contract revenue to recognize revenues in the periods in which
they are earned under the percentage-of-completion method of accounting.

Basic Contract Price—General
.5 5 The estimated revenue from a contract is the total amount that a
contractor expects to realize from the contract. It is determined primarily by
the terms of the contract and the basic contract price. Contract price may be
relatively fixed or highly variable and subject to a great deal of uncertainty,
depending on the type of contract involved. Appendix B describes basic contract
types and major variations in the basic types. The total amount of revenue that
ultimately will be realized on a contract is often subject to a variety of changing
circumstances and accordingly may not be known with certainty until the
parties to the contract have fully performed their obligations. Thus, the deter
mination of total estimated revenue requires careful consideration and the
exercise of judgment in assessing the probabilities of future outcomes.
.5 6 Although fixed-price contracts usually provide for a stated contract
price, a specified scope of the work to be performed, and a specified perform
ance schedule, they sometimes have adjustment schedules based on applica
tion of economic price adjustment (escalation), price redetermination,
incentive, penalty, and other pricing provisions. Determining contract revenue
under unit-price contracts generally involves the same factors as under fixedprice contracts. Determining contract revenue from a time-and-material con
tract requires a careful analysis of the contract, particularly if the contract
includes guaranteed maximums or assigns markups to both labor and materi
als; and the determination involves consideration of some of the factors dis
cussed below in regard to cost-type contracts.

Basic Contract Price—Cost-Type Contracts
.5 7 Cost-type contracts have a variety of forms (see Appendix B). The
various forms have differing contract terms that affect accounting, such as
provisions for reimbursable costs (which are generally spelled out in the
contract), overhead recovery percentages, and fees. A fee may be a fixed
amount or a percentage of reimbursable costs or an amount based on perform
ance criteria.10 Generally, percentage fees may be accrued as the related costs
are incurred, since they are a percentage of costs incurred, and profits should
therefore be recognized as costs are incurred. Cost-type contracts often include
provisions for guaranteed maximum total reimbursable costs or target penal
ties and rewards relating to underruns and overruns of predetermined target
prices, completion dates, plant capacity on completion of the project, or other
criteria.
.5 8 One problem peculiar to cost-type contracts involves the determina
tion of the amounts of reimbursable costs that should be reflected as revenue.
Under some contracts, particularly service-type contracts, a contractor acts sol
10 Cost-type government contracts with fees based on a percentage of cost are no longer granted
under government regulations.
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ely in the capacity of an agent (construction manager) and has no risks
associated with costs managed. This relationship may arise, for example, if an
owner awards a construction management contract to one entity and a con
struction contract to another. If the contractor, serving as the construction
manager, acts solely as an agent, his revenue should include only the fee and
should exclude subcontracts negotiated or managed on behalf of the owner and
materials purchased on behalf of the owner.

.5 9 In other circumstances, a contractor acts as an ordinary principal
under a cost-type contract. For example, the contractor may be responsible to
employees for salaries and wages and to subcontractors and other creditors for
materials and services, and he may have the discretionary responsibility to
procure and manage the resources in performing the contract. The contractor
should include in revenue all reimbursable costs for which he has risk or on
which his fee was based at the time of bid or negotiation. In addition, revenue
from overhead percentage recoveries and the earned fee should be included in
revenue.

Customer-Furnished Materials
.6 0 Another concern associated with measuring revenue relates to mate
rials furnished by a customer or purchased by the contractor as an agent for
the customer. Often, particularly for large, complex projects, customers may be
more capable of carrying out the procurement function or may have more
leverage with suppliers than the contractor. In those circumstances, the con
tractor generally informs the customer of the nature, type, and characteristics
or specifications of the materials required and may even purchase the required
materials and pay for them, using customer purchase orders and checks drawn
against the customer’s bank account. If the contractor is responsible for the
nature, type, characteristics, or specifications of material that the customer
furnishes or that the contractor purchases as an agent of the customer, or if the
contractor is responsible for the ultimate acceptability of performance of the
project based on such material, the value of those items should be included as
contract price and reflected as revenue and costs in periodic reporting of
operations. As a general rule, revenues and costs should include all items for
which the contractor has an associated risk, including items on which his
contractual fee was based.

Change Orders
.61 Change orders are modifications of an original contract that effec
tively change the provisions of the contract without adding new provisions.
They may be initiated by either the contractor or the customer, and they
include changes in specifications or design, method or manner of performance,
facilities, equipment, materials, sites, and period for completion of the work.
Many change orders are unpriced; that is, the work to be performed is defined,
but the adjustment to the contract price is to be negotiated later. For some
change orders, both scope and price may be unapproved or in dispute. Account
ing for change orders depends on the underlying circumstances, which may
differ for each change order depending on the customer, the contract, and the
nature of the change. Change orders should therefore be evaluated according
to their characteristics and the circumstances in which they occur. In some
circumstances, change orders as a normal element of a contract may be
numerous, and separate identification may be impractical. Such change orders
may be evaluated statistically on a composite basis using historical results as
modified by current conditions. If such change orders are considered by the
parties to be a normal element within the original scope of the contract, no
AICPA Technical Practice Aids

§10,330.61

18,890

Statements of Position

change in the contract price is required. Otherwise, the adjustment to the
contract price may be routinely negotiated. Contract revenue and costs should
be adjusted to reflect change orders approved by the customer and the contrac
tor regarding both scope and price.

.62 Accounting for unpriced change orders depends on their charac
teristics and the circumstances in which they occur. Under the completed-contract method, costs attributable to unpriced change orders should be deferred
as contract costs if it is probable that aggregate contract costs, including costs
attributable to change orders, will be recovered from contract revenues. For all
unpriced change orders, recovery should be deemed probable if the future event
or events necessary for recovery are likely to occur. Some of the factors to
consider in evaluating whether recovery is probable are the customer’s written
approval of the scope of the change order, separate documentation for change
order costs that are identifiable and reasonable, and the entity’s favorable
experience in negotiating change orders, especially as it relates to the specific
type of contract and change order being evaluated. The following guidelines
should be followed in accounting for unpriced change orders under the percentage-of-completion method.
a.

Costs attributable to unpriced change orders should be treated as
costs of contract performance in the period in which the costs are
incurred if it is not probable that the costs will be recovered through
a change in the contract price.

b.

If it is probable that the costs will be recovered through a change in
the contract price, the costs should be deferred (excluded from the
cost of contract performance) until the parties have agreed on the
change in contract price, or, alternatively, they should be treated as
costs of contract performance in the period in which they are in
curred, and contract revenue should be recognized to the extent of
the costs incurred.

c.

If it is probable that the contract price will be adjusted by an amount
that exceeds the costs attributable to the change order and the
amount of the excess can be reliably estimated, the original contract
price should also be adjusted for that amount when the costs are
recognized as costs of contract performance if its realization is
probable. However, since the substantiation of the amount of future
revenue is difficult, revenue in excess of the costs attributable to
unpriced change orders should only be recorded in circumstances in
which realization is assured beyond a reasonable doubt, such as
circumstances in which an entity’s historical experience provides
such assurance or in which an entity has received a bona fide pricing
offer from a customer and records only the amount of the offer as
revenue.

.6 3 If change orders are in dispute or are unapproved in regard to both
scope and price, they should be evaluated as claims (see paragraphs .65 to .67).

Contract Options and Additions
.6 4 An option or an addition to an existing contract should be treated as
a separate contract in any of the following circumstances:
a.

The product or service to be provided differs significantly from the
product or service provided under the original contract.

b.

The price of the new product or service is negotiated without regard
to the original contract and involves different economic judgments.
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The products or services to be provided under the exercised option or
amendment are similar to those under the original contract, but the
contract price and anticipated contract cost relationship are signifi
cantly different.

If an option or addition to an existing contract does not meet any of the above
conditions, it may be combined with the original contract if it meets the criteria
in paragraph .37 or .38. Exercised options or additions that do not meet the
criteria for treatment as separate contracts or for combining with the original
contracts should be treated as change orders on the original contracts.

Claims
.6 5 Claims are amounts in excess of the agreed contract price (or amounts
not included in the original contract price) that a contractor seeks to collect
from customers or others for customer-caused delays, errors in specifications
and designs, contract terminations, change orders in dispute or unapproved as
to both scope and price, or other causes of unanticipated additional costs.
Recognition of amounts of additional contract revenue relating to claims is
appropriate only if it is probable that the claim will result in additional
contract revenue and if the amount can be reliably estimated. Those two
requirements are satisfied by the existence of all the following conditions:
a.

The contract or other evidence provides a legal basis for the claim;
or a legal opinion has been obtained, stating that under the circum
stances there is a reasonable basis to support the claim.

b.

Additional costs are caused by circumstances that were unforeseen
at the contract date and are not the result of deficiencies in the
contractor’s performance.

c.

Costs associated with the claim are identifiable or otherwise deter
minable and are reasonable in view of the work performed.

d.

The evidence supporting the claim is objective and verifiable, not
based on management’s "feel” for the situation or on unsupported
representations.

If the foregoing requirements are met, revenue from a claim should be recorded
only to the extent that contract costs relating to the claim have been incurred.
The amounts recorded, if material, should be disclosed in the notes to the
financial statements. Costs attributable to claims should be treated as costs of
contract performance as incurred.

.6 6 However, a practice such as recording revenues from claims only
when the amounts have been received or awarded may be used. If that practice
is followed, the amounts should be disclosed in the notes to the financial
statements.

.6 7 If the requirements in paragraph .65 are not met or if those requirements
are met but the claim exceeds the recorded contract costs, a contingent asset
should be disclosed in accordance with FASB Statement No. 5, paragraph 17.

Income Determination—Cost Elements
.6 8 Contract costs must be identified, estimated, and accumulated with a
reasonable degree of accuracy in determining income earned. At any time
during the life of a contract, total estimated contract cost consists of two
components: costs incurred to date and estimated cost to complete the contract.
A company should be able to determine costs incurred on a contract with a
relatively high degree of precision, depending on the adequacy and effectiveness
of its cost accounting system. The procedures or systems used in accounting for
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costs vary from relatively simple, manual procedures that produce relatively
modest amounts of detailed analysis to sophisticated, computer-based systems
that produce a great deal of detailed analysis. Despite the diversity of systems
and procedures, however, an objective of each system or of each set of proce
dures should be to accumulate costs properly and consistently by contract with
a sufficient degree of accuracy to assure a basis for the satisfactory measure
ment of earnings.

Contract Costs
.6 9 Contract costs are accumulated in the same manner as inventory
costs and are charged to operations as the related revenue from contracts is
recognized. Contract costs generally include all direct costs, such as materials,
direct labor, and subcontracts, and indirect costs identifiable with or allocable
to the contracts. However, practice varies for certain types of indirect costs
considered allocable to contracts, for example, support costs (such as central
preparation and processing of job payrolls, billing and collection costs, and
bidding and estimating costs).
.7 0 Authoritative accounting pronouncements require costs to be consid
ered period costs if they cannot be clearly related to production, either directly
or by an allocation based on their discernible future benefits.
.7 1 Income is recognized over the term of the contract under the percentage-of-completion method or is recognized as units are delivered under the
units-of-delivery modification and is deferred until performance is substan
tially complete under the completed-contract method. None of the charac
teristics peculiar to those methods, however, require accounting for contract costs
to deviate in principle from the basic framework established in existing authorita
tive literature applicable to inventories or business enterprises in general.
.7 2 A contracting entity should apply the following general principles in
accounting for costs of construction-type and those production-type contracts
covered by this statement. The principles are consistent with generally ac
cepted accounting principles for inventory and production costs in other areas,
and their application requires the exercise of judgment.
a. All direct costs, such as material, labor, and subcontracting costs,
should be included in contract costs.
b. Indirect costs allocable to contracts include the costs of indirect labor,
contract supervision, tools and equipment, supplies, quality control and
inspection, insurance, repairs and maintenance, depreciation and am
ortization, and, in some circumstances, support costs, such as central
preparation and processing of payrolls. For government contractors,
other types of costs that are allowable or allocable under pertinent
government contract regulations may be allocated to contracts as
indirect costs if otherwise allowable under GAAP.11 Methods of
allocating indirect costs should be systematic and rational. They
include, for example, allocations based on direct labor costs, direct
11 The AICPA Audit and Accounting Guide Audits of Federal Government Contractors, states,
“Practice varies among government contractors concerning the extent to which costs are included in
inventory. Some contractors include in inventory all direct costs and only certain indirect costs. . . .
Other contractors record as inventory all costs identified with the contract, including an allocation of
general and administrative ... expenses.” The guide points out that many accountants believe that
the practice of allocating general and administrative expenses to contract costs, which is permitted
under the completed-contract method by ARB No. 45, paragraph 10, may appropriately be extended
to government contracts because they believe that “costs incurred pursuant to a government contract
are associated directly with the contract’s revenue, and both should be recognized in the same
period.” [Revised to reflect the conforming changes necessary due to the issuance of recent authorita
tive literature.]
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labor hours, or a combination of direct labor and material costs. The
appropriateness of allocations of indirect costs and of the methods of
allocation depend on the circumstances and involve judgment.

c.

General and administrative costs ordinarily should be charged to
expense as incurred but may be accounted for as contract costs under
the completed-contract method of accounting12 or, in some circum
stances, as indirect contract costs by government contractors.13

d.

Selling costs should be excluded from contract costs and charged to
expense as incurred unless they meet the criteria for precontract
costs in paragraph .75.

e.

Costs under cost-type contracts should be charged to contract costs
in conformity with generally accepted accounting principles in the
same manner as costs under other types of contracts because unre
alistic profit margins may result in circumstances in which reimburs
able cost accumulations omit substantial contract costs (with a
resulting larger fee) or include substantial unallocable general and
administrative costs (with a resulting smaller fee).

f.

In computing estimated gross profit or providing for losses on con
tracts, estimates of cost to complete should reflect all of the types of
costs included in contract costs.

g.

Inventoriable costs should not be carried at amounts that when
added to the estimated cost to complete are greater than the esti
mated realizable value of the related contracts.

Interest costs should be accounted for in accordance with FASB Statement No.
34, Capitalization of Interest Cost.

Precontract Costs
.7 3 In practice, costs are deferred in anticipation of future contract sales
in a variety of circumstances. The costs may consist of (a) costs incurred in
anticipation of a specific contract that will result in no future benefit unless the
contract is obtained (such as the costs of mobilization, engineering, architec
tural, or other services incurred on the basis of commitments or other indica
tions of interest in negotiating a contract), (b) costs incurred for assets to be
used in connection with specific anticipated contracts (for example, costs for the
purchase of production equipment, materials, or supplies), (c) costs incurred to
acquire or produce goods in excess of the amounts required under a contract in
anticipation of future orders for the same item, and (d) learning, start-up, or
mobilization costs incurred for anticipated but unidentified contracts.

.7 4 Learning or start-up costs are sometimes incurred in connection with
the performance of a contract or a group of contracts. In some circumstances,
follow-on or future contracts for the same goods or services are anticipated.
Such costs usually consist of labor, overhead, rework, or other special costs that
must be incurred to complete the existing contract or contracts in progress and
12 Paragraph 10 of ARB No. 45, Long-Term Construction-Type Contracts, states:
When the completed-contract method is used, it may be appropriate to allocate general and
administrative expenses to contract costs rather than to periodic income. This may result in a better
matching of costs and revenues than would result from treating such expenses as period cost,
particularly in years when no contracts were completed.
13 See the discussion of the AICPA Audit and Accounting Guide Audits of Federal Government
Contractors, in footnote 11. [Revised to reflect the conforming changes necessary due to the issuance
of recent authoritative literature.]
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are distinguished from research and development costs.14 A direct relationship
between such costs and the anticipated future contracts is often difficult to
establish, and the receipt of future contracts often cannot reasonably be
anticipated.
.7 5 The division recommends the following accounting for precontract
costs:
a. Costs that are incurred for a specific anticipated contract and that
will result in no future benefits unless the contract is obtained should
not be included in contract costs or inventory before the receipt of the
contract. However, such costs may be otherwise deferred, subject to
evaluation of their probable recoverability, but only if the costs can
be directly associated with a specific anticipated contract and if their
recoverability from that contract is probable.
b. Costs incurred for assets, such as costs for the purchase of materials,
production equipment, or supplies, that are expected to be used in
connection with anticipated contracts may be deferred outside the
contract cost or inventory classification if their recovery from future
contract revenue or from other dispositions of the assets is probable.
c.
Costs incurred to acquire or produce goods in excess of the amounts
required for an existing contract in anticipation of future orders for
the same items may be treated as inventory if their recovery is
probable.
d. Learning or start-up costs incurred in connection with existing
contracts and in anticipation of follow-on or future contracts for the
same goods or services should be charged to existing contracts.[15]
Costs appropriately deferred in anticipation of a contract should be
included in contract costs on the receipt of the anticipated contract.
Costs related to anticipated contracts that are charged to expenses
as incurred because their recovery is not considered probable should
not be reinstated by a credit to income on the subsequent receipt of
the contract.

e.

f.

Cost Adjustments Arising from Back Charges
.7 6 Back charges are billings for work performed or costs incurred by one
party that, in accordance with the agreement, should have been performed or
incurred by the party to whom billed. These frequently are disputed items. For
example, owners bill back charges to general contractors, and general contrac
tors bill back charges to subcontractors. Examples of back charges include
charges for cleanup work and charges for a subcontractor’s use of a general
contractor’s equipment.
.7 7 A common practice is to net back charges in the estimating process.
The division recommends the following procedures in accounting for back
charges:
•

Back charges to others should be recorded as receivables and, to the
extent considered collectible, should be applied to reduce contract costs.

14 FASB Statement No. 2, Accounting for Research and Development Costs, requires that re
search and development costs be charged to expense when incurred.
* SOP 98-5, Reporting on the Costs of Start-Up Activities, amends this SOP by requiring precon
tract costs that are start-up costs to be expensed as incurred. SOP 98-5 is effective for financial
statements for fiscal years beginning after December 15,1998. This SOP will be updated to reflect the
provisions of SOP 98-5 nearer to the pronouncement’s effective date. See section 10,750.
[Footnote deleted to reflect the conforming changes necessary due to the issuance of recent
authoritative literature.]
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However, if the billed party disputes the propriety or amount of the
charge, the back charge is in effect a claim, and the criteria for
recording claims apply.

•

Back charges from others should be recorded as payables and as
additional contract costs to the extent that it is probable that the
amounts will be paid.

Estimated Cost to Complete
.7 8 The estimated cost to complete, the other component of total esti
mated contract cost, is a significant variable in the process of determining
income earned and is thus a significant factor in accounting for contracts. The
latest estimate may be determined in a variety of ways and may be the same
as the original estimate. Practices in estimating total contract costs vary, and
guidance is needed in this area because of the impact of those practices on
accounting. The following practices should be followed:
a.

Systematic and consistent procedures that are correlated with the
cost accounting system should be used to provide a basis for peri
odically comparing actual and estimated costs.

b.

In estimating total contract costs, the quantities and prices of all
significant elements of cost should be identified.

c.

The estimating procedures should provide that estimated cost to
complete includes the same elements of cost that are included in
actual accumulated costs; also, those elements should reflect ex
pected price increases.

d.

The effects of future wage and price escalations should be taken into
account in cost estimates, especially when the contract performance
will be carried out over a significant period of time. Escalation
provisions should not be blanket overall provisions but should cover
labor, materials, and indirect costs based on percentages or amounts
that take into consideration experience and other pertinent data.

e.

Estimates of cost to complete should be reviewed periodically and
revised as appropriate to reflect new information.

Computation of Income Earned for a Period Under the
Percentage-of-Completion Method
.7 9 Total estimated gross profit on a contract, the difference between total
estimated contract revenue and total estimated contract cost, must be deter
mined before the amount earned on the contract for a period can be deter
mined. The portion of total revenue earned or the total amount of gross profit
earned to date is determined by the measurement of the extent of progress
toward completion using one of the methods discussed in paragraphs .44 to .51
of this statement. The computation of income earned for a period involves a
determination of the portion of total estimated contract revenue that has been
earned to date (earned revenue) and the portion of total estimated contract cost
related to that revenue (cost of earned revenue). Two different approaches to
determining earned revenue and cost of earned revenue are widely used in
practice. Either of the alternative approaches may be used on a consistent basis.16
16 The use of Alternative A in the discussion and in the presentation of some of the provisions of
this statement is for convenience and consistency and is not intended to imply that Alternative A is
the preferred approach.
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Alternative A
.8 0 The advocates of this method believe that the portion of total esti
mated contract revenue earned to date should be determined by the measure
ment of the extent of progress toward completion and that, in accordance with
the matching concept, the measurement of extent of progress toward comple
tion should also be used to allocate a portion of total estimated contract cost to
the revenue recognized for the period. They believe that this procedure results
in reporting earned revenue, cost of earned revenue, and gross profit consistent
with the measurement of contract performance. Moreover, they believe that, if
there are no changes in estimates during the performance of a contract, the
procedure also results in a consistent gross profit percentage from period to
period. However, they recognize that a consistent gross profit percentage is
rarely obtained in practice because of the need to be responsive in the account
ing process to changes in estimates of contract revenues, costs, earned revenue,
and gross profits. In accordance with this procedure, earned revenue, cost of
earned revenue, and gross profit should be determined as follows:
a.

Earned Revenue to date should be computed by multiplying total
estimated contract revenue by the percentage of completion (as
determined by one of the acceptable methods of measuring the extent
of progress toward completion). The excess of the amount over the
earned revenue reported in prior periods is the earned revenue that
should be recognized in the income statement for the current period.

b.

Cost of Earned Revenue for the period should be computed in a
similar manner. Cost of earned revenue to date should be computed
by multiplying total estimated contract cost by the percentage of
completion on the contract. The excess of that amount over the cost
of earned revenue reported in prior periods is the cost of earned
revenue that should be recognized in the income statement for the
current period. The difference between total cost incurred to date and
cost of earned revenue to date should be reported on the balance
sheet.

c.

Gross Profit on a contract for a period is the excess of earned revenue
over the cost of earned revenue.

Alternative B
.8 1 The advocates of this method believe that the measurement of the
extent of progress toward completion should be used to determine the amount
of gross profit earned to date and that the earned revenue to date is the sum of
the total cost incurred on the contract and the amount of gross profit earned.
They believe that the cost of work performed on a contract for a period,
including materials, labor, subcontractors, and other costs, should be the cost
of earned revenue for the period. They believe that the amount of costs incurred
can be objectively determined, does not depend on estimates, and should be the
amount that enters into the accounting determination of income earned. They
recognize that, under the procedure that they advocate, gross profit percent
ages will vary from period to period unless the cost-to-cost method is used to
measure the extent of progress toward completion. However, they believe that
varying profit percentages are consistent with the existing authoritative litera
ture when costs incurred do not provide an appropriate measure of the extent
of progress toward completion. In accordance with Alternative B, earned
revenue, cost of earned revenue, and gross profit are determined as follows:
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a.

Earned Revenue is the amount of gross profit earned on a contract
for a period plus the costs incurred on the contract during the
period.

b.

Cost of Earned Revenue is the cost incurred during the period,
excluding the cost of materials not unique to a contract that have not
been used for the contract and costs incurred for subcontracted work
that is still to be performed.

c.

Gross Profit earned on a contract should be computed by multiplying
the total estimated gross profit on the contract by the percentage of
completion (as determined by one of the acceptable methods of
measuring extent of progress toward completion). The excess of that
amount over the amount of gross profit reported in prior periods is
the earned gross profit that should be recognized in the income
statement for the current period.

Revised Estimates
.8 2 Adjustments to the original estimates of the total contract revenue,
total contract cost, or extent of progress toward completion are often required
as work progresses under the contract and as experience is gained, even though
the scope of the work required under the contract may not change. The nature
of accounting for contracts is such that refinements of the estimating
process for changing conditions and new developments are continuous and
characteristic of the process. Additional information that enhances and
refines the estimating process is often obtained after the balance sheet date
but before the issuance of the financial statements; such information should
result in an adjustment of the unissued financial statements. Events occur
ring after the date of the financial statements that are outside the normal
exposure and risk aspects of the contract should not be considered refine
ments of the estimating process of the prior year but should be disclosed as
subsequent events.
.8 3 Revisions in revenue, cost, and profit estimates or in measurements
of the extent of progress toward completion are changes in accounting esti
mates as defined in APB Opinion No. 20, Accounting Changes.17 That opinion
has been interpreted to permit the following two alternative methods of
accounting for changes in accounting estimates:

•

Cumulative Catch-up. Account for the change in estimate in the period
of change so that the balance sheet at the end of the period of change
and the accounting in subsequent periods are as they would have been
if the revised estimate had been the original estimate.

•

Reallocation. Account for the effect of the change ratably over the
period of change in estimate and subsequent periods.

Although both methods are used in practice to account for changes in
estimates of total revenue, total costs, or extent of progress under the percentage-of-completion method, the cumulative catch-up method is more widely
used. Accordingly, to narrow the areas of differences in practice, such changes
should be accounted for by the cumulative catch-up method.
17 Paragraph 31 of APB Opinion No. 20, Accounting Changes, requires that “the effect of a
change in accounting estimate should be accounted for in (a) the period of change if the change affects
that period only or (6) the period of change and future periods if the change affects both.”
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.84 Although estimating is a continuous and normal process for contrac
tors, the second sentence of APB Opinion No. 20, paragraph 33, recommends
disclosure of the effect of significant revisions if the effect is material.18

Provisions for Anticipated Losses on Contracts
.85 When the current estimates of total contract revenue and contract
cost indicate a loss, a provision for the entire loss on the contract should be
made. Provisions for losses should be made in the period in which they become
evident under either the percentage-of-completion method or the completedcontract method. If a group of contracts are combined based on the criteria in
paragraph .37 or .38, they should be treated as a unit in determining the
necessity for a provision for a loss. If contracts are segmented based on the
criteria in paragraph .40, .41, or .42 of this statement, the individual segments
should be considered separately in determining the need for a provision for a
loss.
.86 Losses on cost-type contracts, although less frequent, may arise if, for
example, a contract provides for guaranteed maximum reimbursable costs or
target penalties. In recognizing losses for accounting purposes, the contractor’s
normal cost accounting methods should be used in determining the total cost
overrun on the contract, and losses should include provisions for performance
penalties.

.87 The costs used in arriving at the estimated loss on a contract should
include all costs of the type allocable to contracts under paragraph .72 of this
statement. Other factors that should be considered in arriving at the projected
loss on a contract include target penalties and rewards, nonreimbursable costs
on cost-plus contracts, change orders, and potential price redeterminations. In
circumstances in which general and administrative expenses are treated as
contract costs under the completed-contract method of accounting, the esti
mated loss should include the same types of general and administrative
expenses.

.88 The provision for loss arises because estimated cost for the contract
exceeds estimated revenue. Consequently, the provision for loss should be
accounted for in the income statement as an additional contract cost rather
than as a reduction of contract revenue, which is a function of contract price,
not cost. Unless the provision is material in amount or unusual or infrequent
in nature, the provision should be included in contract cost and need not be
shown separately in the income statement. If it is shown separately, it should
be shown as a component of the cost included in the computation of gross profit.
.89 Provisions for losses on contracts should be shown separately as
liabilities on the balance sheet, if significant, except in circumstances in which
related costs are accumulated on the balance sheet, in which case the provi
sions may be deducted from the related accumulated costs. In a classified
balance sheet, a provision shown as a liability should be shown as a current
liability.
18 APB Opinion No. 20, paragraph 33, states,
The effect on income before extraordinary items, net income and related per share amounts of the
current period should be disclosed for a change in estimate that affects several future periods, such
as a change in service lives of depreciable assets or actuarial assumptions affecting pension costs.
Disclosure of the effect on those income statement amounts is not necessary for estimates made each
period in the ordinary course of accounting for items such as uncollectible accounts or inventory
obsolescence; however, disclosure is recommended if the effect of a change in the estimate is material.
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Transition
.90 An accounting change from the completed-contract method or from
the percentage-of-completion method to conform to the recommendations of
this statement of position should be made retroactively by restating the finan
cial statements of prior periods. The restatement should be made on the basis
of current information if historical information is not available. If the informa
tion for restatement of prior periods is not available on either a historical or
current basis, financial statements and summaries should be restated for as
many consecutive prior periods preceding the transition date of this statement
as is practicable, and the cumulative effect on the retained earnings at the
beginning of the earliest period restated (or at the beginning of the period in
which the statement is first applied if it is not practicable to restate any prior
periods) should be included in determining net income for that period (see
paragraph 20 of APB Opinion No. 20, Accounting Changes).

.91 Accounting changes to conform to the recommendations of this state
ment of position, other than those stated in paragraph .90, should be made
prospectively for contracting transactions, new contracts, and contract revi
sions entered into on or after the effective date of this statement. The division
recommends the application of the provisions of this statement for fiscal years,
and interim periods in such fiscal years, beginning after June 30, 1981. The
division encourages earlier application of this statement, including retroactive
application to all contracts regardless of when they were entered into. Disclo
sures should be made in the financial statements in the period of change in
accordance with APB Opinion No. 20, paragraph 28.
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Appendix A

Schematic Chart of SOP Organization

DETERMINE BASIC ACCOUNTING POLICY
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(PARAGRAPH 22)

IS CONTRACT
WITHIN SCOPE OF
STATEMENT?
(PARAGRAPHS 11-20)

DEFINITION OF
CONTRACTOR AND
PROFIT CENTER
(PARAGRAPHS 16-17)

CRITERIA FOR PERCENTAGE-OF-COMPLETION METHOD
AS A BASIC ACCOUNTING POLICY ARE SET FORTH IN
PARAGRAPH 23. THE ALTERNATIVE BASES FOR
CALCULATION ARE DESCRIBED IN PARAGRAPH 25
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NOTE: ALL PARAGRAPH NUMBERS ABOVE REFER TO TEXT OF SOP.
* If computation results in a loss, see paragraphs 86-89
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Appendix B
Types of Contracts
Four basic types of contracts are distinguished on the basis of their pricing
arrangements in paragraph .15 of this statement: (a) fixed-price or lump-sum
contracts, (b) time-and-material contracts, (c) cost-type (including cost-plus)
contracts, and (d) unit-price contracts. This appendix describes the basic types
of contracts in greater detail and briefly describes common variations of each
basic type.

Fixed-Price or Lump-Sum Contracts
A fixed-price or lump-sum contract is a contract in which the price is not
usually subject to adjustment because of costs incurred by the contractor.
Common variations of fixed-price contracts are:

1.

Firm fixed-price contract—A contract in which the price is not subject
to any adjustment by reason of the cost experience of the contractor
or his performance under the contract.

2.

Fixed-price contract with economic price adjustment—A contract
which provides for upward or downward revision of contract price
upon the occurrence of specifically defined contingencies, such as
increases or decreases in material prices or labor wage rates.

3.

Fixed-price contract providing for prospective periodic redetermina
tion of price—A contract which provides a firm fixed-price for an
initial number of unit deliveries or for an initial period of perform
ance and for prospective price redeterminations either upward or
downward at stated intervals during the remaining period of per
formance under the contract.

4.

Fixed-price contract providing for retroactive redetermination of
price—A contract which provides for a ceiling price and retroactive
price redetermination (within the ceiling price) after the completion
of the contract, based on costs incurred, with consideration being
given to management ingenuity and effectiveness during perform
ance.
Fixed-price contract providing for firm target cost incentives—A con
tract which provides at the outset for a firm target cost, a firm target
profit, a price ceiling (but not a profit ceiling or floor), and a formula
(based on the relationship which final negotiated total cost bears to
total target cost) for establishing final profit and price.

5.

6.

Fixed-price contract providing for successive target cost incentives—A
contract which provides at the outset for an initial target cost, an
initial target profit, a price ceiling, a formula for subsequently fixing
the firm target profit (within a ceiling and a floor established along
with the formula, at the outset), and a production point at which the
formula will be applied.

7.

Fixed-price contract providing for performance incentives—A con
tract which incorporates an incentive to the contractor to surpass
stated performance targets by providing for increases in the profit to
the extent that such targets are surpassed and for decreases to the
extent that such targets are not met.
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Fixed-price level-of-effort term contract—A contract which usually
calls for investigation or study in a specific research and development
area. It obligates the contractor to devote a specified level of effort
over a stated period of time for a fixed dollar amount.1

Time-and-Material Contracts
Time-and-material contracts are contracts that generally provide for pay
ments to the contractor on the basis of direct labor hours at fixed hourly rates
(that cover the cost of direct labor and indirect expenses and profit) and cost of
materials or other specified costs. Common variations of time and material
contracts are:
1.

Time at marked-up rate.

2.

Time at marked-up rate, material at cost.

3.

Time and material at marked-up rates.

4.

Guaranteed maximum cost—labor only or labor and material.

Cost-Type Contracts
Cost-type contracts provide for reimbursement of allowable or otherwise
defined costs incurred plus a fee that represents profit. Cost-type contracts
usually only require that the contractor use his best efforts to accomplish the
scope of the work within some specified time and some stated dollar limitation.
Common variations of cost-plus contracts are

1.

Cost-sharing contract—A contract under which the contractor is
reimbursed only for an agreed portion of costs and under which no
provision is made for a fee.

2.

Cost-without-fee contract—A contract under which the contractor is
reimbursed for costs with no provision for a fee.

3.

Cost-plus-fixed-fee contract—A contract under which the contractor
is reimbursed for costs plus the provision for a fixed fee.

4.

Cost-plus-award-fee contract—A contract under which the contractor
is reimbursed for costs plus a fee consisting of two parts: (a) a fixed
amount which does not vary with performance and (b) an award
amount based on performance in areas such as quality, timeliness,
ingenuity, and cost-effectiveness. The amount of award fee is based
upon a subjective evaluation by the government of the contractor’s
performance judged in light of criteria set forth in the contract.

5.

Cost-plus-incentive-fee contract (Incentive based on cost)—A contract
under which the contractor is reimbursed for costs plus a fee which
is adjusted by formula in accordance with the relationship which
total allowable costs bear to target cost. At the outset there is
negotiated a target cost, a target fee, a minimum and maximum fee,
and the adjustment formula.

1 AICPA Audit and Accounting Guide Audits of Federal Government Contractors, chapter 1.
[Revised to reflect the conforming changes necessary due to the issuance of recent authoritative
literature.]
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6.

Cost-plus-incentive-fee contract (Incentive based on performance)—A
contract under which a contractor is reimbursed for costs plus an
incentive to surpass stated performance targets by providing for
increases in the fee to the extent that such targets are surpassed and
for decreases to the extent that such targets are not met.2

Unit-Price Contracts
Unit-price contracts are contracts under which the contractor is paid a
specified amount for every unit of work performed. A unit-price contract is
essentially a fixed-price contract with the only variable being units of work
performed. Variations in unit-price contracts include the same type of vari
ations as fixed-price contracts. A unit-price contract is normally awarded on
the basis of a total price that is the sum of the product of the specified units
and unit prices. The method of determining total contract price may give rise
to unbalanced unit prices because units to be delivered early in the contract
may be assigned higher unit prices than those to be delivered as the work under
the contract progresses.

2 AICPA Audit and Accounting Guide Audits of Federal Government Contractors, chapter 1.
[Revised to reflect the conforming changes necessary due to the issuance of recent authoritative
literature.]
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Appendix C
Summary of Disclosure Recommendations in
Statement of Position
SOP Par.

Nature of Disclosure

.21

Accounting policy—methods of reporting revenue

.45

Method or methods of measuring extent of progress toward
completion

.52

Criteria for determining substantial completion

.65-67

Information on revenue and costs arising from claims

.84

Effects of changes in estimates on contracts

.90-91

Effects of accounting changes to conform to SOP

AICPA Technical Practice Aids

§10,330.94

18,906

Statements of Position

ACCOUNTING STANDARDS DIVISION

Accounting Standards Executive Committee
(1979—1980)
Dennis R. Beresford, Chairman
Michael P. Bohan
Roger Cason
Joel W. Chemers
Robert Hampton III
Gerald W. Hepp
John W. Hoyt
C. Foster Jennings

Mitchell M. Krasnoff
William D. Mahaney
Paul E. Nord
Thomas J. O’Reilly
John J. Robbins
Walter Schuetze
Jerry J. Weygandt

Construction Contractor Guide Committee
Richard S. Hickok, Chairman
WILLIAM J. Palmer, Vice Chairman
Eugene S. Abernathy
Dennis W. Bersch
Donald L. Brenner
James A. Dowsley
Bernard D. Dusenberry
Rollo L. Eklund
Eli Hoffman
Peter A. Hoffman

Francis E. Kastenholz
James J. Leisenring
Joseph J. Mordini,
Member through 1977-78

Mark A. Pinedo
Charles L. Robertson
Melvin Rosenstrauch
Ernest G. Weber
Jared Ralph Williams,
Member through 1978-78

AICPA Staff
Paul Rosenfield, Director
Accounting Standards
Steve Rubin, Manager
Accounting Standards

Thomas W. McRae, Manager
Accounting Standards

[The next page is 18,931.]

§10,330.94

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

18,931

Section 10,350

Statement of Position 82-1
Accounting and Financial Reporting for
Personal Financial Statements
October 1,1982

[Amendment to AICPA Industry Audit Guide Audits
of Personal Financial Statements]
NOTE
This statement of position significantly amends the recommendations on
accounting principles in the AICPA Industry Audit Guide, Audits of Personal
Financial Statements (1968), for personal financial statements dated June 30,
1983, or after.
Statements of Position of the Accounting Standards Division present the
conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the AICPA authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances. However, an entity need not change an
accounting treatment followed as of March 15,1992 to the accounting treatment
specified in this Statement of Position.

Introduction
.01 This statement of position deals with the preparation and presenta
tion of personal financial statements, that is, financial statements of individu
als or groups of related individuals (families). Personal financial statements
are prepared for individuals either to formally organize and plan their finan
cial affairs in general, or for specific purposes, such as obtaining of credit,
income tax planning, retirement planning, gift and estate planning, or public
disclosure of their financial affairs. Users of personal financial statements rely
on them in determining whether to grant credit, in assessing the financial
activities of individuals, in assessing the financial affairs of public officials and
candidates for public office, and for similar purposes.
.02 The 1968 AICPA Industry Audit Guide, Audits of Personal Financial
Statements, supported historical cost as the primary basis of measurement for
personal financial statements and recommended the presentation of estimated
current values as additional information. The preface to that guide stated that
“generally accepted accounting principles and auditing standards developed
AICPA Technical Practice Aids
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for commercial enterprises are applicable in general to personal financial
statements.” However, the increasing use of personal financial statements and
experience with the use of the guide suggested the need to reassess those
conclusions in light of the purposes for which personal financial statements are
prepared, the users to whom they are directed, and the ways in which they are
used. This statement of position is the result of that reassessment; it super
sedes the accounting provisions of the 1968 AICPA Industry Audit Guide,
Audits ofPersonal Financial Statements, in accordance with the transition and
effective date set forth in paragraph .33 of this statement of position.

Basis of Presentation of Personal Financial Statements
.03 The primary focus of personal financial statements is a person’s
assets and liabilities, and the primary users of personal financial statements
normally consider estimated current value information to be more relevant for
their decisions than historical cost information. Lenders require estimated
current value information to assess collateral, and most personal loan applica
tions require estimated current value information. Estimated current values
are required for estate, gift, and income tax planning, and estimated current
value information about assets is often required in federal and state filings of
candidates for public office.

.04 The accounting standards division therefore believes personal finan
cial statements should present assets at their estimated current values and
liabilities at their estimated current amounts at the date of the financial
statements. Paragraph .12 of this statement of position defines estimated
current values of assets. Paragraph .27 defines estimated current amounts of
liabilities. This statement of position explains how the estimated current
values of assets and the estimated current amounts of liabilities should be
determined and applied in the preparation and presentation of personal finan
cial statements.1

Presentation of Personal Financial Statements
The Reporting Entity
.05 Personal financial statements may be prepared for an individual, a
husband and wife, or a family.

The Form of the Statements
.06 Personal financial statements consist of—

a.

A statement offinancial condition. This is the basic personal finan
cial statement. It presents the estimated current values of assets, the
estimated current amounts of liabilities, estimated income taxes on
the differences between the estimated current values of assets and
the estimated current amounts of liabilities and their tax bases, and
net worth at a specified date. The term net worth should be used in
the statement to designate the difference between total assets and
total liabilities, after deducting estimated income taxes on the differ
ences between the estimated current values of assets and the esti
mated current amounts of liabilities and their tax bases.

1 The division recognizes that users of personal financial statements may sometimes request
certain historical cost information. This statement of position does not prohibit supplemental presen
tation of such information.
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b.

A statement of changes in net worth. This statement presents the
major sources of increases and decreases in net worth. It should
present the major sources of increases in net worth: income, increases
in the estimated current values of assets, decreases in the estimated
current amounts of liabilities, and decreases in estimated income
taxes on the differences between the estimated current values of
assets and the estimated current amounts of liabilities and their tax
bases. It should present the major sources of decreases in net worth:
expenses, decreases in the estimated current values of assets, in
creases in the estimated current amounts of liabilities, and increases
in estimated income taxes on the differences between the estimated
current values of assets and the estimated current amounts of
liabilities and their tax bases. One statement combining income and
other changes is desirable because of the mix of business and per
sonal items in personal financial statements. The presentation of a
statement of changes in net worth is optional.

c.

Comparative financial statements. The presentation of comparative
financial statements of the current period and one or more prior
periods may sometimes be desirable. Such a presentation is more
informative than the presentation of financial statements for only
one period. The presentation of comparative financial statements is
optional.

Illustrative financial statements are presented in appendix A [paragraph .34]
to this statement of position.

The Methods of Presentation
.07 Assets and liabilities and changes in them should be recognized on the
accrual basis, not on the cash basis.
.08 The most useful and readily understood presentation of assets and
liabilities in personal financial statements is by order of liquidity and maturity,
without classification as current and noncurrent, since the concept of working
capital applied to business enterprises is inappropriate for personal financial
statements.
.09 If personal financial statements are prepared for one of a group of
joint owners of assets, the statements should include only the person’s interest
as a beneficial owner, as determined under the property laws of the state
having jurisdiction. If property is held in joint tenancy, as community property,
or through a similar joint ownership arrangement, the legal status of the
separate equities of the parties may not be evident. In that case, the person
may require legal advice to determine whether an interest in the property
should be included among the person’s assets and, if so, the proper allocation
of the equity in the property under the applicable state laws.

.10 Business interests that constitute a large part of a person’s total
assets should be shown separately from other investments. The estimated
current value of an investment in a separate entity, such as a closely held
corporation, a partnership, or a sole proprietorship, should be shown in one
amount as an investment if the entity is marketable as a going concern. Assets
and liabilities of the separate entity should not be combined with similar
personal items.

.11 The estimated current values of assets and the estimated current
amounts of liabilities of limited, business activities not conducted in a separate
AICPA Technical Practice Aids
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business entity, such as an investment in real estate and a related mortgage,
should be presented as separate amounts, particularly if a large portion of
the liabilities may be satisfied with funds from sources unrelated to the
investment.

Guidelines for Determining the Estimated Current
Values of Assets and the Estimated Current Amounts
of Liabilities
General
.12 Personal financial statements should present assets at their esti
mated current values and liabilities at their estimated current amounts. The
estimated current value of an asset in personal financial statements is the
amount at which the item could be exchanged between a buyer and seller, each
of whom is well informed and willing, and neither of whom is compelled to buy
or sell. Costs of disposal, such as commissions, if material, should be considered
in determining estimated current values.2 The division recognizes that the
estimated current values of some assets may be difficult to determine and the
cost of obtaining estimated current values of some assets directly may exceed
the benefits of doing so; therefore, the division recommends that judgment be
exercised in determining estimated current values.
.13 Recent transactions involving similar assets and liabilities in similar
circumstances ordinarily provide a satisfactory basis for determining the esti
mated current value of an asset and the estimated current amount of a
liability. If recent sales information is unavailable, other methods that may be
used include the capitalization of past or prospective earnings, the use of
liquidation values, the adjustment of historical cost based on changes in a
specific price index, the use of appraisals, or the use of the discounted amounts
of projected cash receipts and payments.
.14 In determining the estimated current values of some assets (for
example, works of art, jewelry, restricted securities, investments in closely
held businesses, and real estate), the person may need to consult a specialist.
.15 The methods used to determine the estimated current values of assets
and the estimated current amounts of liabilities should be followed consis
tently from period to period unless the facts and circumstances dictate a
change to different methods.

Receivables
.16 Personal financial statements should present receivables at the dis
counted amounts of cash the person estimates will be collected, using appro
priate interest rates at the date of the financial statements.

Marketable Securities
.17 Marketable securities include both debt and equity securities for
which market quotations are available. The estimated current values of such
securities are their quoted market prices. The estimated current values of
securities traded on securities exchanges are the closing prices of the securities
2 Paragraph .27 defines the estimated current amount of a liability.
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on the date of the financial statements (valuation date) if the securities were
traded on that date. If the securities were not traded on that date but published
bid and asked prices are available, the estimated current values of the securi
ties should be within the range of those prices.

.18 For securities traded in the over-the-counter market, quotations of bid
and asked prices are available from several sources, including the financial
press, various quotation publications and financial reporting services, and
individual broker-dealers. For those securities, the mean of the bid prices, of
the bid and asked prices, or of the prices of a representative selection of
broker-dealers quoting the securities may be used as the estimated current
values.
.19 An investor may hold a large block of the equity securities of a
company. A large block of stock might not be salable at the price at which a
small number of shares were recently sold or quoted. Further, a large minority
interest may be difficult to sell despite isolated sales of a small number of
shares. However, a controlling interest may be proportionately more valuable
than minority interests that were sold. Consideration of those factors may
require adjustments to the price at which the security recently sold. Moreover,
restrictions on the transfer of a security may also suggest the need to adjust
the recent market price in determining the estimated current value.3

Options
.20 If published prices of options are unavailable, their estimated current
values should be determined on the basis of the values of the assets subject to
option, considering such factors as the exercise prices and length of the option
periods.

Investment in Life Insurance
.21 The estimated current value of an investment in life insurance is the
cash value of the policy less the amount of any loans against it. The face
amount of life insurance the individuals own should be disclosed.

Investments in Closely Held Businesses
.22 The division recognizes that the estimated current values of invest
ments in closely held businesses usually are difficult to determine. The prob
lems relate to investments in closely held businesses in any form, including
sole proprietorships, general and limited partnerships, and corporations. As
previously stated, only the net investment in a business enterprise (not its
assets and liabilities) should be presented in the statement of financial condi
tion. The net investment should be presented at its estimated current value at
the date of the financial statement. Since there is usually no established ready
market for such an investment, judgment should be exercised in determining
the estimated current value of the investment.
.23 There is no one generally accepted procedure for determining the
estimated current value of an investment in a closely held business. Several
procedures or combinations of procedures may be used to determine the esti
3 For further discussion on valuing marketable securities, see the AICPA Audit and Accounting
Guide Audits of Investment Companies, paragraphs 2.27 through 2.34, “Basic Methods of Valuing
Securities.” [Revised to reflect the conforming changes necessary due to the issuance of recent
authoritative literature.]
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mated current value of a closely held business, including a multiple of earn
ings, liquidation value, reproduction value, appraisals, discounted amounts of
projected cash receipts and payments, or adjustments of book value or cost of
the person’s share of the equity of the business.4 The owner of an interest in a
closely held business may have entered into a buy-sell agreement that specifies
the amount (or the basis of determining the amount) to be received in the event
of withdrawal, retirement, or sale. If such an agreement exists, it should be
considered, but it does not necessarily determine estimated current value.
Whatever procedure is used, the objective should be to approximate the
amount at which the investment could be exchanged between a buyer and a
seller, each of whom is well informed and willing, and neither of whom is
compelled to buy or sell.

Real Estate (Including Leaseholds)
.24 Investments in real estate (including leaseholds) should be presented
in personal financial statements at their estimated current values. Informa
tion that may be used in determining their estimated current values includes—

a.

Sales of similar property in similar circumstances.

b.

The discounted amounts of projected cash receipts and payments
relating to the property or the net realizable value of the property,
based on planned courses of action, including leaseholds whose
current rental value exceeds the rent in the lease.

c.

Appraisals based on estimates of selling prices and selling costs
obtained from independent real estate agents or brokers familiar
with similar properties in similar locations.

d.

Appraisals used to obtain financing.

e.

Assessed value for property taxes, including consideration of the
basis for such assessments and their relationship to market values
in the area.

Intangible Assets
. 25 Intangible assets should be presented at the discounted amounts of
projected cash receipts and payments arising from the planned use or sale of
the assets if both the amounts and timing can be reasonably estimated. For
example, a record of receipts under a royalty agreement may provide sufficient
information to determine its estimated current value. The cost of a purchased
intangible should be used if no other information is available.

Future Interests and Similar Assets
. 26 Nonforfeitable rights to receive future sums that have all the follow
ing characteristics should be presented as assets at their discounted amounts:

•

The rights are for fixed or determinable amounts.

•

The rights are not contingent on the holder’s life expectancy or the
occurrence of a particular event, such as disability or death.

•

The rights do not require future performance of service by the holder.

Nonforfeitable rights that may have those characteristics include—

•

Guaranteed minimum portions of pensions.

4 The book value or cost of a person’s share of the equity of a business adjusted for appraisals of
specific assets, such as real estate or equipment, is sometimes used as the estimated current value.

§10,350.24

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Accounting and Reporting for Personal Financial Statements

•

Vested interests in pension or profit sharing plans.

•

Deferred compensation contracts.

•

Beneficial interests in trusts.

•

Remainder interests in property subject to life estates.

•

Annuities.

•

Fixed amounts of alimony for a definite future period.
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Payables and Other Liabilities
. 27 Personal financial statements should present payables and other
liabilities at the discounted amounts of cash to be paid. The discount rate
should be the rate implicit in the transaction in which the debt was incurred.
If, however, the debtor is able to discharge the debt currently at a lower
amount, the debt should be presented at the lower amount.6

Noncancellable Commitments
.28 Noncancellable commitments to pay future sums that have all the
following characteristics should be presented as liabilities at their discounted
amounts:
•

The commitments are for fixed or determinable amounts.

•

The commitments are not contingent on others’ life expectancies or the
occurrence of a particular event, such as disability or death.

•

The commitments do not require future performance of service by
others.

Noncancellable commitments that may have those characteristics include fixed
amounts of alimony for a definite future period and charitable pledges.

Income Taxes Payable
. 29 The liability for income taxes payable should include unpaid income
taxes for completed tax years and an estimated amount for income taxes
accrued for the elapsed portion of the current tax year to the date of the
financial statements. That estimate should be based on the relationship of
taxable income earned to date to total estimated taxable income for the year,
net of taxes withheld or paid with estimated income tax returns.

Estimated Income Taxes on the Differences Between the
Estimated Current Values of Assets and the Estimated Current
Amounts of Liabilities and Their Tax Bases
. 30 A provision should be made for estimated income taxes on the differ
ences between the estimated current values of assets and the estimated
current amounts of liabilities and their tax bases, including consideration of
negative tax bases of tax shelters, if any. The provision should be computed as
if the estimated current values of all assets had been realized and the esti
mated current amounts of all liabilities had been liquidated on the statement
5 For a further discussion of the setting of a discount rate for payables and other liabilities, see
APB Opinion 21, Interest on Receivables and Payables, paragraph 13.
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date, using applicable income tax laws and regulations, considering recapture
provisions and available carryovers. The estimated income taxes should be
presented between liabilities and net worth in the statement of financial
condition. The methods and assumptions used to compute the estimated
income taxes should be fully disclosed. Appendix B [paragraph .35] to this
statement of position illustrates how to compute the provision.

Financial Statement Disclosures
.31 Personal financial statements should include sufficient disclosures to
make the statements adequately informative. The disclosures may be made in
the body of the financial statements or in the notes. The following enumeration
is intended not to be all-inclusive but simply indicative of the nature and type
of information that ordinarily should be disclosed:

a.

A clear indication of the individuals covered by the financial state
ments

b.

That assets are presented at their estimated current values and
liabilities are presented at their estimated current amounts

c.

The methods used in determining the estimated current values of
major assets and the estimated current amounts of major liabilities
or major categories of assets and liabilities, since several methods
are available, and changes in methods from one period to the next

d.

If assets held jointly by the person and by others are included in the
statements, the nature of the joint ownership

e.

If the person’s investment portfolio is material in relation to his or
her other assets and is concentrated in one or a few companies or
industries, the names of the companies or industries and the esti
mated current values of the securities

f.

If the person has a material investment in a closely held business, at
least the following:

•

The name of the company and the person’s percentage of owner
ship

•

The nature of the business
Summarized financial information about assets, liabilities, and
results of operations for the most recent year based on the
financial statements of the business, including information
about the basis of presentation (for example, generally accepted
accounting principles, income tax basis, or cash basis) and any
significant loss contingencies

g.

Descriptions of intangible assets and their estimated useful lives

h.

The face amount of life insurance the individuals own

i.

Nonforfeitable rights that do not have the characteristics discussed
in paragraph .26, for example, pensions based on life expectancy

j.

The following tax information:

•

§10,350.31
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and their tax bases and a statement that the provision will
probably differ from the amounts of income taxes that might
eventually be paid because those amounts are determined by the
timing and the method of disposal, realization, or liquidation
and the tax laws and regulations in effect at the time of disposal,
realization, or liquidation
•

Unused operating loss and capital loss carryforwards

•

Other unused deductions and credits, with their expiration
periods, if applicable

•

The differences between the estimated current values of major
assets and the estimated current amounts of major liabilities or
categories of assets and liabilities and their tax bases

k.

Maturities, interest rates, collateral, and other pertinent details
relating to receivables and debt

l.

Noncancellable commitments that do not have the characteristics
discussed in paragraph .28, for example, operating leases

.3 2 Generally accepted accounting principles other than those discussed
in this statement of position may apply to personal financial statements. For
example, FASB Statement No. 5, Accounting for Contingencies, and related
amendments and interpretations, provide guidance on accounting for contin
gencies, and FASB Statement No. 57, Related Party Disclosures, provides
guidance on related-party disclosures.

Transition and Effective Date
.3 3 The accounting standards division recommends that the provisions of
this statement of position should apply to personal financial statements dated
June 30, 1983, or after. Comparative statements of prior periods should be
restated to comply with the provisions of this statement of position.
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Appendix A
Illustrative Financial Statements
James and Jane Person
Statements of Financial Condition
December 31,19X3 and 19X2

December 31,
19X2

19X3

Assets
Cash
Bonus receivable
Investments
Marketable securities (Note 2)
Stock options (Note 3)
Kenbruce Associates (Note 4)
Davekar Company, Inc. (Note 5)
Vested interest in deferred profit
sharing plan
Remainder interest in testamentary
trust (Note 6)
Cash value of life insurance ($43,600
and $42,900), less loans payable
to insurance companies ($38,100
and $37,700) (Note 7)
Residence (Note 8)
Personal effects (excluding jewelry)
(Note 9)
Jewelry (Note 9)

§10,350.34

$

3,700
20,000

$

15,600
10,000

160,500
28,000
48,000
550,000

140,700
24,000
42,000
475,000

111,400

98,900

171,900

128,800

5,500
190,000

5,200
180,000

55,000
40,000

50,000
36,500

$1,384,000

$1,206,700
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December 31,
19X2

19X3
Liabilities
Income taxes—current year balance
Demand 10.5% note payable to bank
Mortgage payable (Note 10)
Contingent liabilities (Note 11)

Estimated income taxes on the differences
between the estimated current values
of assets and the estimated current
amounts of liabilities and their
tax bases (Note 12)
Net worth

$

8,800
25,000
98,200

$

400
26,000
99,000

132,000

125,400

239,000
1,013,000

160,000
921,300

$1,384,000

$1,206,700

The accompanying notes are an integral part of these financial statements.
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James and Jane Person
Statements of Changes in Net Worth
For the Years Ended December 31, 19X3 and 19X2

Year ended December 31,

19X3
Realized increases in net worth
Salary and bonus
Dividends and interest income
Distribution from limited partnership
Gains on sales of marketable securities

Realized decreases in net worth
Income taxes
Interest expense
Real estate taxes
Personal expenditures

Net realized increase in net worth

§10,350.34

19X2

$ 95,000
2,300
5,000
1,000

$85,000
1,800
4,000
500

103,300

91,300

26,000
13,000
4,000
36,700

22,000
14,000
3,000
32,500

79,700

71,500

23,600

19,800
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Year ended December 31,
19X3

Unrealized increases in net worth
Marketable securities (net of realized
gains on securities sold)
Stock options
Davekar Company, Inc.
Kenbruce Associates
Deferred profit sharing plan
Remainder interest in testamentary
trust
Jewelry
Unrealized decrease in net worth
Estimated income taxes in the differences between the estimated current values of assets and the estimated current amounts of liabilities
and their tax bases

Net unrealized increase in net worth
Net increase in net worth
Net worth at the beginning of year

Net worth at the end of year

$

3,000
4,000
75,000
6,000
12,500

19X2

$

500
500
25,000

9,500

43,100
3,500

25,000

147,100

60,500

79,000

22,000

68,100

38,500

91,700
921,300

58,300
863,000

$1,013,000

$921,300

The accompanying notes are an integral part of these financial statements.
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James and Jane Person
Notes to Financial Statements

Note 1. The accompanying financial statements include the assets and liabili
ties of James and Jane Person. Assets are stated at their estimated current
values, and liabilities at their estimated current amounts.

Note 2. The estimated current values of marketable securities are either (a)
their quoted closing prices or (6) for securities not traded on the financial
statement date, amounts that fall within the range of quoted bid and asked
prices.
Marketable securities consist of the following:

December 31, 19X3
Number of
shares or
bonds

Estimated
current
values

December 31, 19X2

Number of
shares or
bonds

Estimated
current
values

Stocks
Jaiven Jewels, Inc.
McRae Motors, Inc.
Parker Sisters, Inc.
Rosenfield Rug Co.
Rubin Paint Company
Weiss Potato Chips, Inc.

1,500
800
400

$ 98,813
11,000
13,875

300
200

9,750
20,337

600
200
1,200
100
300

$

4,750
5,200
96,000
2,875
25,075
133,900

153,775
Bonds

Jackson Van Lines,
Ltd. (12% due 7/1/X9)
United Garvey, Inc.
(7% due 11/15/X6)

5

5,225

5

2

1,500

2

5,100
1,700

6,725

6,800

$160,500

$140,700

Note 3. Jane Person owns options to acquire 4,000 shares of stock of Winner
Corp, at an option price of $5 per share. The option expires on June 30, 19X5.
The estimated current value is its published selling price.

Note 4. The investment in Kenbruce Associates is an 8% interest in a real
estate limited partnership. The estimated current value is determined by the
projected annual cash receipts and payments capitalized at a 12% rate.

Note 5. James Person owns 50% of the common stock of Davekar Company,
Inc., a retail mail order business. The estimated current value of the investment
is determined by the provisions of a shareholders’ agreement, which restricts
the sale of the stock and, under certain conditions, requires the company to
repurchase the stock based on a price equal to the book value of the net assets
plus an agreed amount for goodwill. At December 31,19X3, the agreed amount
for goodwill was $112,500, and at December 31, 19X2, it was $ 100,000.
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A condensed balance sheet of Davekar Company, Inc., prepared in conform
ity with generally accepted accounting principles, is summarized below:
December 31,

19X3

19X2

$3,147,000
165,000
120,000

$2,975,000
145,000
110,000

3,432,000

3,230,000

Current liabilities
Long-term liabilities

2,157,000
400,000

2,030,000
450,000

Total liabilities

2,557,000

2,480,000

$ 875,000

$ 750,000

Current assets
Plant, property, and equipment—net
Other assets
Total assets

Equity

The sales and net income for 19X3 were $ 10,500,000 and $125,000 and for
19X2 were $9,700,000 and $80,000.

Note 6. Jane Person is the beneficiary of a remainder interest in a testamen
tary trust under the will of the late Joseph Jones. The amount included in the
accompanying statements is her remainder interest in the estimated current
value of the trust assets, discounted at 10%.

Note 7. At December 31, 19X3 and 19X2, James Person owned a $300,000
whole life insurance policy.
Note 8. The estimated current value of the residence is its purchase price plus
the cost of improvements. The residence was purchased in December 19X1, and
improvements were made in 19X2 and 19X3.

Note 9. The estimated current values of personal effects and jewelry are the
appraised values of those assets, determined by an independent appraiser for
insurance purposes.

Note 10. The mortgage (collateralized by the residence) is payable in monthly
installments of $815 a month, including interest at 10% a year through 20Y8.
Note 11. James Person has guaranteed the payment of loans of Davekar
Company, Inc., under a $500,000 line of credit. The loan balance was $300,000
at December 31,19X3, and $400,000 at December 31,19X2.
Note 12. The estimated current amounts of liabilities at December 31,19X3,
and December 31,19X2, equaled their tax bases. Estimated income taxes have
been provided on the excess of the estimated current values of assets over their
tax bases as if the estimated current values of the assets had been realized on
the statement date, using applicable tax laws and regulations. The provision
will probably differ from the amounts of income taxes that eventually might be
paid because those amounts are determined by the timing and the method of
disposal or realization and the tax laws and regulations in effect at the time of
disposal or realization.
AICPA Technical Practice Aids
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The estimated current values of assets exceeded their tax bases by $850,000
at December 31, 19X3, and by $770,300 at December 31, 19X2. The excess of
estimated current values of major assets over their tax bases are—

December 31,

Investment in Davekar Company, Inc.
Vested interest in deferred profit sharing plan
Investment in marketable securities
Remainder interest in testamentary trust

§10,350.34

19X3

19X2

$430,500
111,400
104,100
97,000

$355,500
98,900
100,000
53,900
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Appendix B
Computing the Excess of the Estimated Current Values of
Assets Over Their Tax Bases and the Estimated Income Taxes
on the Excess
This appendix relates to the preceding illustrative financial statements of
James and Jane Person (Appendix A) and illustrates how to compute the excess
of the estimated current values of assets over their tax bases and the provision
for estimated income taxes on the excess.1
The excess or deficit of the estimated current values of major assets or
categories of assets over their tax bases should be disclosed.2 The provision for
estimated income taxes should be presented in the statement of financial
condition between liabilities and net worth.

The assumptions and the tax basis information used in computing the excess
of the estimated current values of assets over their tax bases and the estimated
income taxes on the excess depend on the facts, circumstances, tax laws and
regulations, and assumptions that apply to the individual or individuals for
whom the financial statements are prepared. The facts, circumstances, tax laws
and regulations, and assumptions used in the following are illustrative only.

1 The provision for estimated income taxes should also reflect tax consequences that result from
differences between the estimated current amounts of liabilities and their tax bases.
2 Differences between the estimated current amounts of major liabilities or categories of liabili
ties and their tax bases should also be disclosed.
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3,700

—

1

2

—

—
25,000
30,000

$850,000 1

190,000
30,000
10,000

$534,000

190,000
55,000
40,000

$1,384,000

$239,0002

—
5,000
6,000

Assumptions used

No tax effect.
Long-term capital gain rate.
Long-term capital gain rate.

Weighted average of
short-term and long-term
capital gain rates.
No tax effect.

Weighted average of
short-term and long-term
capital gain rates based on
composition of portfolio.
Short-term capital gain rate.
Weighted average of
short-term and long-term
capital gain rates.
Long-term capital gain rate.
Maximum tax rate.

No tax effect.
Maximum tax rate.

The excess or deficit of the estimated current values of major assets or categories of assets over their tax bases should be disclosed.
This amount should be presented in the statement of financial condition between liabilities and net worth.

20%
20%

—

—

5,500

5,500

—

25,600

26%

97,000

74,900

171,900

86,100
55,700

—

20%
50%

4,000
9,100

37,500

430,500
111,400

36%

119,500

104,100

50%
38%

550,000
111,400

Cash value of life
insurance
Residence
Personal effects
Jewelry

—
$ 10,000

—
50%

—
$ 20,000

Amount o f
estimated
income taxes

Effective
income
tax rates

Excess o f
(A) over (B)

8,000
24,000

20,000
24,000

56,400

$

Davekar Company, Inc.
Vested interest in
deferred profit sharing
plan
Remainder interest in
testamentary trust

160,500

3,700
20,000

28,000
48,000

$

(B)
Tax
bases

Stock options
Kenbruce Associates

Cash
Bonus receivable
Investments
Marketable securities

Description

(A)

Estimated
current
values
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Section 10,390

Statement of Position 85-3
Accounting by Agricultural Producers and
Agricultural Cooperatives
April 30, 1985

NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the AICPA authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances. However, an entity need not change an
accounting treatment followed as of March 15,1992 to the accounting treatment
specified in this Statement of Position.

Introduction
.001 This statement discusses accounting by agricultural producers and
agricultural cooperatives that intend to present financial statements in con
formity with generally accepted accounting principles. The issues discussed
are—

•

Accounting for inventories by producers

•

Accounting for development costs of land, trees and vines, intermedi
ate-life plants, and animals

•

Accounting by patrons for product deliveries to cooperatives

•

Accounting by cooperatives for products received from patrons

•

Accounting for investments in and income from cooperatives

This statement does not apply to personal financial statements of agricultural
producers or statements prepared on a comprehensive basis of accounting other
than generally accepted accounting principles, for example, the income tax or
the cash basis of accounting. This statement also does not apply to growers of
timber; growers of pineapple and sugarcane in tropical regions; raisers of
animals for competitive sports; or merchants or noncooperative processors of
agricultural products that purchase commodities from growers, contract har
vesters, or others serving agricultural producers.
AICPA Technical Practice Aids
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Definitions
.

002 For purposes of this statement, the following definitions apply.

Advances. Generally used in marketing and pooling cooperatives to denote
amounts paid to patrons prior to final settlement; for example, amounts paid
to patrons on delivery of crops.
Agricultural cooperatives. See paragraphs .006 through .022.

Agricultural producers. See paragraphs .003 through .005.
Assigned amounts. Amounts used to record products delivered by patrons of
a marketing cooperative operating on a pooling basis, and the related liability
to patrons if the ultimate amounts to be paid to patrons are determined when
the pool is closed. These amounts may be established on the basis of current
prices paid by other buyers (sometimes referred to as “field prices”), or they
may be established by the cooperative’s board of directors. The assigned
amounts are sometimes referred to as “established values.”

Cash advance method. A method of accounting for inventories of a marketing
cooperative operating on a pooling basis. Under this method, inventories are
accounted for at the amount of cash advances made to patrons. (This is
sometimes referred to as the “cost advance method.”)

Commercial production. The point at which production from an orchard,
vineyard, or grove first reaches a level that makes operations economically
feasible, based on prices normally expected to prevail.
Crop development costs. Costs incurred up to the time crops are produced in
commercial quantities, including the costs of land preparation, plants, plant
ing, fertilization, grafting, pruning, equipment use, and irrigation.
Crops. Grains, vegetables, fruits, berries, nuts, and fibers grown by agricul
tural producers.

Exempt and nonexempt cooperatives. Cooperatives classified according to their
federal income tax status. Both types are permitted to deduct from taxable
income patronage distributed or allocated on a qualified basis to patrons to the
extent that the distributions represent earnings of the cooperative derived from
business done with or for the patrons. In addition, cooperatives meeting the
requirements of Internal Revenue Code section 521 (exempt cooperatives) are
permitted to deduct (1) limited amounts paid as dividends on capital stock and
(2) distributions to patrons of income from business done with the U.S. govern
ment or its agencies and income from nonpatronage sources.
Farm price method. A method of accounting for inventories at the sales prices
in the nearest local market for the quantities that the producer normally sells
less the estimated costs of disposition.

Futures contract. A standard and transferable form of contract that binds the
seller to deliver to the bearer a standard amount and grade of a commodity to
a specific location at a specified time. It usually includes a schedule of premiums
and discounts for quality variation.

Growing crop. A field, row, tree, bush, or vine crop before harvest.
Grove. Fruit or nut trees planted in geometric patterns to economically facili
tate care of the trees and harvest of the fruit or nuts.
Harvested crop. An agricultural product, gathered but unsold.

Livestock. Registered and commercial cattle, sheep, hogs, horses, poultry, and
small animals bred and raised by agricultural producers.

§10,390.002
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Market order prices. Prices for raw products established by federal or state
agencies.
Marketing cooperative. A cooperative that markets the products (crops, live
stock, and so on) produced by its patrons.

Member and nonmember (ofa cooperative). A member is an owner-patron who
is entitled to vote at corporate meetings of a cooperative. A nonmember patron
is not entitled to voting privileges. A nonmember patron may or may not be
entitled to share in patronage distributions, depending on the articles and
bylaws of the cooperative or on other agreements.

Net realizable value. Valuation of inventories at estimated selling prices in the
ordinary course of business, less reasonably predictable costs of completion,
disposal, and transportation.
Orchard. Fruit trees planted in geometric patterns to economically facilitate
care of the trees and harvest of the fruit.

Patron. Any individual, trust, estate, partnership, corporation, or cooperative
with or for whom a cooperative does business on a cooperative basis, whether
a member or nonmember of the cooperative association.

Patronage. The amount of business done with a cooperative by one of its
patrons. Patronage is measured by either the quantity or value of commodities
received from patrons by a marketing cooperative and the quantity or value of
the goods and services sold to patrons by a supply cooperative.
Patronage allocations. Patronage earnings distributed, or allocated, to indi
vidual patrons on the basis of each patron’s proportionate share of total
patronage. Such allocations, which include notification to the patron, may be
made on a qualified or nonqualified basis.
Patronage earnings. The excess of a cooperative’s revenues over its costs
arising from transactions done with or for its patrons. Generally a significant
portion of those earnings is allocated to the cooperative’s patrons in the form
of cash, allocated equities, or both.
Pools. Accounting control centers used for determining earnings and patron
age refunds due to particular patrons.

Open pools are accounting control centers that are not closed at the end of
each accounting period. Open pools are sometimes used by marketing coopera
tives for crops that may not be sold for two or more years after their receipt
from patrons.

A single pool cooperative determines net proceeds or patronage refunds on
the basis of overall operating results for all commodities marketed during an
accounting period.
A multiple pool cooperative determines net proceeds or patronage refunds
on the basis of separate commodities, departments, or accounting periods.
Progeny. Offspring of animals or plants.

Raised animals. Animals produced and raised from an owned herd, as opposed
to purchased animals.
Recurring land development costs. Costs that do not result in permanent or
long-term improvements to land, for example, maintenance costs that occur
annually or periodically.

Retains. Amounts determined on a per-unit basis or as a percentage of patron
age earnings that are withheld by cooperatives from distributions and allocated
to patrons’ capital accounts.
AICPA Technical Practice Aids
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Supply cooperative. A cooperative that supplies to its patrons goods and
services used by them in producing their products.
Unit livestock method. Accounting for livestock by using an arbitrary fixed
periodic charge. For raised animals the amount is accumulated by periodic
increments from birth to maturity or disposition. For purchased animals the
arbitrary fixed periodic amount is added to the acquisition cost until maturity
or disposition of the animal.
Vineyards. Grapevines planted in patterns for commercial cultivation and
production.

Written notice of allocation. Any capital stock, revolving fund certificate,
retain certificate, certificate of indebtedness, letter of advice, or other written
notice to the recipient that states the dollar amount allocated to the patron by
the cooperative and the portion that constitutes a patronage dividend.

Agricultural Producers
.003 In this statement, farmers and ranchers are referred to as “agricul
tural producers,” a term that includes, for example, those who raise crops from
seeds or seedlings, breed livestock (whether registered or commercial), and
feed livestock in preparation for slaughter. The term excludes, for example,
merchants and processors of agricultural products who purchase commodities
from growers, contract harvesters, or others serving agricultural producers,
although they are covered by the term “agribusiness” as it is generally used.
The term also excludes growers of timber and raisers of animals for competitive
sports, although some of the accounting principles discussed in this statement
may apply to such activities.
.004 Agricultural producers use every form of business organization, from
sole proprietorship to a large publicly held corporation. They engage in numer
ous activities, for example:
•

Growing wheat, milo, corn, and other grains

•

Growing soybeans, vegetables, sugar beets, and sugarcane

•

Growing citrus fruits, other fruits, grapes, berries, and nuts

•

Growing cotton and other vegetable fibers

•

Operating plant nurseries

•

Breeding and feeding cattle, hogs, and sheep, including animals for
wool production

•

Operating dairies

•

Operating poultry and egg production facilities

•

Breeding horses

•

Raising mink, chinchilla, and similar small animals

In addition, the operations of agricultural producers often involve various
combinations of those activities. Agricultural practices and products may vary
still further because of differences in temperature, soil, rainfall, and regional
economics. Farm products may be used in related activities, such as the feeding
of hay and grain to livestock, or they may be marketed directly by the producer.
Producers often sell products in accordance with government programs or
through agricultural cooperatives. Marketing strategies may include forward
contracts or commodity futures contracts to reduce the risks of fluctuations in
market prices.

§10,390.003
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.005 Agricultural producers often borrow to finance crop development
costs and the costs of acquiring facilities and equipment.

Agricultural Cooperatives
[.006-.008] [Deleted to remove outdated information.]
.009 Section 1141(j) of the Agricultural Marketing Act of 1929, as
amended, contains the following definition of a cooperative association:
The term “cooperative association” means any association in which farmers act
together in processing, preparing for market, handling, and/or marketing the
farm products of persons so engaged, and also means any association in which
farmers act together in purchasing, testing, grading, processing, distributing,
and/or furnishing farm supplies and/or farm business services. Provided,
however, that such associations are operated for producers or purchasers and
conform to one or both of the following requirements:
First. That no member of the association is allowed more than one vote because
of the amount of stock or membership capital he may own therein; and
Second. That the association does not pay dividends on stock or membership
capital in excess of 8 per centum per annum.

And in any case to the following:
Third. That the association shall not deal in farm products, farm supplies, and
farm business services with or for nonmembers in an amount greater in value
than the total amount of such business transacted by it with or for members.
All business transacted by any cooperative association for or on behalf of the
United States or any agency or instrumentality thereof shall be disregarded in
determining the volume of member and nonmember business transacted by
such association.

.010 A cooperative typically has the following characteristics:
a.

Assets are distributed periodically to patrons on a patronage basis.
In certain situations, however, assets in the amount of net-of-tax
earnings may be accumulated by the cooperative and may or may not
be allocated to patrons’ accounts.

b.

Members control the organization in their capacity as patrons and
not as equity investors.

c.

Membership is limited to patrons.

d.

The return that can be paid on capital investment is limited.

At least 50 percent of the cooperative’s business is done on a patron
age basis.
.011 Virtually all agricultural cooperatives meet the definition of coopera
tives that is used to determine eligibility for borrowing from the banks for
cooperatives and for exemption from the annual reporting requirements of the
Securities and Exchange Act of 1934. Failure to meet the definition, however,
does not necessarily prevent an entity from being considered as operating on a
cooperative basis under subchapter T of the Internal Revenue Code.

e.

.012 The main difference between cooperatives and other business enter
prises is that cooperatives and their patrons operate as single economic units
to accomplish specific business purposes, such as the marketing of farm
products, the purchase of supplies, or the performance of services for the
benefit of the patrons. The aim is to reduce costs, increase sales proceeds, and
share risks through the increased bargaining power that results from the
patrons’ combined resources and buying power.
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.013 The patron’s role as an investor is secondary and incidental to his
business relationship with the cooperative.

.014 If certain requirements are met, the Internal Revenue Code permits
cooperatives tax deductions for earnings allocated to their patrons. Earnings
not so allocated are taxed at corporate income tax rates. Cooperatives may use
other terms for earnings, such as “margins,” “net proceeds,” or “savings.”
.015 Another difference between cooperatives and other business corpo
rations is that the cooperative’s bylaws usually require it to distribute assets
to patrons, or allocate to patrons’ accounts amounts equal to its earnings, on
the basis of their patronage. Distributions to patrons are different from divi
dend payments to stockholders in other corporations. The distribution of
earnings on the basis of patronage has been termed the “price adjustment
theory.”

.016 Under the price adjustment theory, a cooperative agrees to do busi
ness at cost. In a purchasing cooperative, for example, a patron may be charged
more than cost at the time of purchase; however, the cooperative normally
must return to the patron all amounts received in excess of cost, including costs
of operation and processing.

.017 Both exempt and nonexempt cooperatives are subject to federal
income taxes on patronage earnings that are not distributed in cash or allo
cated on a qualified basis. Nonexempt cooperatives are subject to income taxes
on earnings arising from sources other than patronage.
.018 Cooperatives generally try to buy or sell at the current market price.
Periodically, they determine total costs and make distributions to patrons in
the form of cash, certificates, or other notices of allocation based on the excess
of revenues over costs.
.019 The two major types of cooperatives are supply cooperatives and
marketing cooperatives. Supply cooperatives obtain or produce such items as
building materials, equipment, feed, seeds, fertilizer, and petroleum products
for their patrons. Marketing cooperatives provide means for agricultural pro
ducers to process and sell their products.
.020 Services related to those functions are provided by some supply and
marketing cooperatives; they are also provided by separate associations known
as service cooperatives, which provide such services as trucking, storage,
accounting, and data processing. A special type of service cooperative is a
bargaining cooperative, which serves its members by negotiating with proces
sors on their behalf.
.021 Many marketing cooperatives commingle patrons’ fungible products
in pools. The excess of revenues over costs for each pool is allocated to patrons
on the basis of their pro rata contributions to the pool, which may be deter
mined by the number of units delivered, the volume of product delivered, or
another equitable method.
.022 The members of local cooperatives are agricultural producers whose
activities are generally centralized. The members of federated cooperatives are
other cooperatives whose activities are regional. Some cooperatives have both
individual producers and other cooperatives as members.

Accounting for Inventories of Crops by
Agricultural Producers
.023 Previously existing accounting literature does not specifically cover
accounting by agricultural producers, and available material is predominantly
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tax oriented. Accounting Research Bulletin (ARB) No. 43, chapter 4, provides
the following information about accounting for inventories:

STATEMENT 9
Only in exceptional cases may inventories properly be stated above cost. For
example, precious metals having a fixed monetary value with no substantial
cost of marketing may be stated at such monetary value; any other exceptions
must be justifiable by inability to determine appropriate approximate costs,
immediate marketability at quoted market price, and the characteristic of unit
interchangeability. Where goods are stated above cost this fact should be fully
disclosed.
Discussion
It is generally recognized that income accrues only at the time of sale, and that
gains may not be anticipated by reflecting assets at their current sales prices.
For certain articles, however, exceptions are permissible. Inventories of gold
and silver, when there is an effective government-controlled market at a fixed
monetary value, are ordinarily reflected at selling prices. A similar treatment
is not uncommon for inventories representing agricultural, mineral, and other
products, units of which are interchangeable and have an immediate market
ability at quoted prices and for which appropriate costs may be difficult to
obtain. Where such inventories are stated at sales prices, they should of course
be reduced by expenditures to be incurred in disposal, and the use of such basis
should be fully disclosed in the financial statements.

.024 Accounting Principles Board (APB) Statement No. 4, chapter 6,
paragraph 16, states the following:
Revenue is sometimes recognized on bases other than the realization rule. For
example, on long-term construction contracts revenue may be recognized as
construction progresses. This exception to the realization principle is based on
the availability of evidence of the ultimate proceeds and the consensus that a
better measure of periodic income results. Sometimes revenue is recognized at
the completion of production and before a sale is made. Examples include
certain precious metals and farm products with assured sales prices. The
assured price, the difficulty in some situations of determining costs of products
on hand, and the characteristic of unit interchangeability are reasons given to
support this exception.

Statement of Position 93-3, Rescission of Accounting Principles Board State
ments [section 10,560], rescinds APB Statement No. 4. FASB Concepts State
ment No. 5, Recognition and Measurement in Financial Statements ofBusiness
Enterprises, discusses matters similar to those in APB Statement No. 4.
[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]

.025 Accounting Research Study (ARS) 13, chapter 9, page 156, states—
Market as the Accounting Basis of Inventories
Exceptional cases exist in which it is not practicable to determine an appropri
ate cost basis for products. A market basis is acceptable if the products (1) have
immediate marketability at quoted market prices that cannot be influenced by
the producer, (2) have characteristics of unit interchangeability, and (3) have
relatively insignificant costs of disposal. The accounting basis of those kinds of
inventories should be their realizable value, calculated on the basis of quoted
market prices less estimated direct costs of disposal. Examples are precious
metals produced as joint products or by-products of extractive processes and
fresh dressed meats produced in meat packing operations.

AICPA Technical Practice Aids

§10,390.025

19,068

Statements of Position

Paragraph 67 of FASB Concepts Statement No. 5 also discusses measurement
of assets at current market value. [Revised to reflect the conforming changes
necessary due to the issuance of recent authoritative literature.]

Diversity in Practice
.026 Published financial statements reveal several ways that agricultural
producers account for growing crops:
•

Charging costs to operations when they are incurred

•

Including crop development costs in deferred charges and amortizing
them

•

Stating costs on the balance sheet at unchanging amounts substan
tially less than the costs incurred and charging all current costs to
operations when they are incurred

•

Deferring all costs and writing them off at harvest or, for perennial
crops, over the estimated productive life of the planting

Agricultural producers report harvested crops using the farm price method, at
cost (LIFO, FIFO, or average cost), and at the lower of cost or market.

Some producers use the farm price method (market) to account for invento
ries of harvested crops. Other agricultural producers, particularly those whose
securities are publicly held, account for harvested crops at the lower of cost or
market.

Pros and Cons
.027 A study of accounting for producers’ inventories involves an exami
nation of chapter 4, statement 9, of ARB No. 43, which has been used as
authority for accounting for producers’ inventories at market.
.028 Some accountants believe that many producers cannot determine
costs, and some believe that market is an appropriate valuation, whether or
not cost data are available. Many accountants believe that users of producers’
financial statements would find them less useful if inventories were valued at
the lower of cost or market.
.029 Other reasons for the preference for market value are its long
established use and the need to identify separately the gains and losses
attributable to the production cycle and the marketing function, which is.
discussed in paragraph .035.
.030 For most business activities, the accounting literature requires an
exchange of goods or services before income is recognized. That precludes
accounting for inventories of unsold goods at market unless market value is
less than cost. The principal exceptions to that rule are identified in chapter 9
of ARS 13 as “metals produced as joint products or by-products of extractive
processes and fresh dressed meats produced in meat packing operations.”
Those products have unique cost identification problems. Chapter 9 of ARS 13
further states that carrying products at market is acceptable if those products
“(1) have immediate marketability at quoted market prices that cannot be
influenced by the producer, (2) have characteristics of unit interchangeability,
and (3) have relatively insignificant costs of disposal.”

.031 The first of the three conditions in ARB No. 43, statement 9, is the
inability to determine costs. While many producers may not keep detailed cost
records, costs usually either are available or can be determined with acceptable
accuracy.
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.032 Accountants who favor accounting for producers’ inventories at mar
ket recognize that ARB No. 43 requires an inability to determine appropriate
approximate costs. They point out, however, that the discussion interprets the
statement to apply when “appropriate costs may be difficult to obtain” [empha
sis added]. They also note that APB Statement No. 4,* chapter 6, referred to
the “difficulty in some situations of determining costs of products” as a partial
justification for the use of market price. Thus, they interpret statement 9 as
allowing the use of market if costs are difficult to determine, not only if they
are impossible to determine.
.033 A major argument for accounting for inventories at market is the
availability of established markets that provide quoted market prices for most
agricultural commodities. However, because variations in grade and quantity,
distance from central markets, shipping hazards, and other restrictions may
affect the ultimate realization of quoted market prices for agricultural prod
ucts, there are often serious difficulties in determining the market price for a
given product in a given place. Also, many products have no central market
with established prices, and determination of their market prices may be
subjective and incapable of verification.
.034 While ARS 13 does not cover inventories of agricultural products, it
questions the appropriateness of accounting for inventories at market even if
an established market exists. The study notes that present principles appear
to allow the use of market price in accounting for inventories of precious metals
if there is a fixed selling price and insignificant marketing cost regardless of
whether it is practicable to determine costs. The study states—
The apparent preferential treatment may have originally been considered
appropriate because metals having fixed monetary values clearly demonstrated
the “immediate marketability at quoted market prices and the characteristic
of interchangeability” required in the cases in which it is impracticable to
determine costs. Further question as to why preferential treatment was origi
nally accorded to precious metals might now be considered academic. Silver no
longer has a fixed monetary price, and gold has a fluctuating free market price
for nonmonetary purposes. That raises questions as to whether the inventory
basis for gold and silver should now be considered the same as for other metals
produced as by-products or joint products.

.035 Some proponents of accounting for agricultural producers’ invento
ries at market distinguish the production of a crop from its marketing; they
believe that delays in the disposal of a harvested crop are due principally to the
producer’s desire to sell the commodities later at a higher price. They contend
that, in order to separate the results of the two functions, the inventories
should be accounted for at market prices after they are harvested. They point
out that both functions are likely to cause significant gains and losses. Some
opponents counter that the same argument can be made for many nonagricultural enterprises that are not permitted to recognize income at the end of
production.
.036 The securities of most agricultural producers are not traded publicly,
and their- financial statements are prepared primarily for management and
lenders. Advocates of the use of market prices contend that lenders are con
cerned with the market price of inventories to be used as collateral. Moreover,
Statement of Position 93-3, Rescission of Accounting Principles Board Statements [section
10,560], rescinds APB Statement No. 4. [Footnote added to reflect the conforming changes necessary
due to the issuance of recent authoritative literature.]
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most producers are not required to use cost information for income tax pur
poses. Thus, some accountants argue that determining cost for financial state
ments is an unproductive additional burden to the producer. Conversely, cost
advocates point out that both public and nonpublic producers require long
term financing, and cost-basis financial statements may provide better infor
mation for those purposes.
.037 Some accountants believe that it is difficult to argue persuasively for
charging the periodic costs of growing crops to expense as they are incurred
since a valuable asset is being developed. Some contend that the use of a fixed
amount less than cost violates existing principles of accounting for assets.
Others believe it is acceptable and consistent with a market basis of accounting
to account for growing crops at net realizable value or at no value.

Division Conclusions
.038 All direct and indirect costs of growing crops should be accumulated
and growing crops should be reported at the lower of cost or market.
.039 An agricultural producer should report inventories of harvested
crops held for sale at (a) the lower of cost or market or (b) in accordance with
established industry practice, at sales price less estimated costs of disposal,
when all the following conditions exist:
•

The product has a reliable, readily determinable and realizable mar
ket price.

•

The product has relatively insignificant and predictable costs of dis
posal.

•

The product is available for immediate delivery.

Accounting for Development Costs of Land, Trees and
Vines, Intermediate-Life Plants, and Animals
.040 Development costs of land, trees and vines, intermediate-life plants,
and animals are different from costs incurred in raising crops for harvest,
which were discussed in the previous section, “Accounting for Inventories of
Crops by Agricultural Producers.”
.041 Land development generally includes improvements to bring the
land into a suitable condition for general agricultural use and to maintain its
productive condition. Some improvements are permanent; some have a limited
life. Permanent land developments include, for example, clearing, initial level
ing, terracing, and construction of earthen dams; they involve changes to the
grade and contour of the ground and generally have an indefinite life if they
are properly maintained. Limited-life developments usually include such items
as water distribution systems and fencing and may also include the costs of
wells, levees, ponds, drain tile, and ditches, depending on the climate, topogra
phy, soil conditions, and farming practices in the area.
.042 Orchards, vineyards, and groves generally develop over several
years before they reach commercial production. Production continues for vary
ing numbers of years, depending on such influences as type of plant, soil, and
climate. During development, the plants normally require grafting, pruning,
spraying, cultivation, or other care.

.043 Intermediate-life plants have growth and production cycles of more
than one year but less than those of trees and vines. They include, for example,
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artichokes, various types of berries, asparagus, alfalfa, and grazing grasses.
Development costs of intermediate-life plants include the cost of land prepara
tion, plants, and cultural care until the plant, bush, or vine begins to produce
in commercial quantities.

.044 The terms livestock and animals are used interchangeably and are
meant to include cattle, sheep, hogs, horses, poultry, and other small animals.
The development of animals requires care and maintenance of the breeding
stock and their progeny until their transfer from the brood herd. Animals
purchased before maturity also require care and maintenance to ready them
for productive use or sale. The animals are ultimately identified for transfer to
breeding herds, dairy herds, or other productive functions, are selected for sale,
or are transferred to a feeding or other marketing operation.

Diversity in Practice
.045 Development costs of land, trees and vines, intermediate-life plants,
and animals are accounted for in the following ways:
•

Charged to operations when they are incurred

•

Included in deferred charges

•

Included on the balance sheet at fixed amounts substantially less than
the costs incurred, with all or a majority of the current costs charged
to operations as they are incurred

•

Capitalized and amortized over the estimated productive life of the
animal, tree, vine, or plant

•

Carried at market values

.046 In the case of annual field crops that are planted and harvested in
the same accounting period, producers generally match costs with revenues.
When the growing cycle continues beyond the accounting period, costs often are
not matched with revenues.
.047 Few significant diversities of practice are apparent in the financial
statements primarily because of lack of disclosure. However, some agricultural
producers charge land development costs to expense based on provisions of the
income tax laws.
.048 In accounting for development costs of trees and vines, some produc
ers agree that the costs should be capitalized and depreciated over the expected
productive life, but the costs to be capitalized and those to be charged to
expense are not identified uniformly. Income tax concepts have had a strong
influence on accounting practices for those development costs.

.049 Crops from intermediate-life plants have generally been accounted
for in the same way as annual crops, with no distinctions for variations in the
periods of development and productivity.
.050 Many livestock producers charge the costs of developing animals to
expense without regard to their productive lives or future use or sales value.
Animals are sometimes reported at cost and other times at market values.
Some producers use the unit livestock method, and in many instances, the
annual unit cost increments are below market and probably below cost.

Pros and Cons
.051 Some accountants believe that large-scale improvements that trans
form the land to new and better uses are permanent land improvements to be
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capitalized and that subsequent modifications and improvements are neces
sary and should be classified as period expenses.

.052 Others believe that it is difficult, or nearly impossible, to distinguish
between permanent, limited-life, and recurring land development costs. Land
improvements that an owner has made over many years tend to lose their
original characteristics. Such improvements are usually accompanied by in
creasingly intensive land use over relatively long periods. Prior improvements
are modified, improved on, or eliminated, and the resulting land configuration
and use are noticeably changed. The characteristics of continuing land im
provements accomplished over long periods are given as justification for class
ifying those costs as recurring.
.053 Many accountants believe that all direct and related indirect costs of
land development, such as leveling, clearing of brush, terracing, and installa
tion of drain tile, should be capitalized. They further believe that land devel
opment costs that waste away or diminish in efficiency through use, such as
drainage tile, should be depreciated or amortized over the number of seasons
that the land can reasonably be expected to produce without renovation or
renewal of the particular development.
.054 It is generally agreed that development costs of orchards, vineyards,
and groves should be capitalized, but there is no agreement on the specific costs
that should be capitalized. Many believe it necessary to capitalize only those
costs that the income tax laws require to be capitalized.

.055 Some accountants believe that all direct and indirect costs for or
chards, vineyards, and groves incurred during the development period should
be capitalized until commercial production is achieved. Others believe all such
costs, except annual maintenance costs, should be capitalized. All agree that
capitalized costs should be depreciated or amortized over the useful life of the
plantings.
.056 Accounting practices for development costs of intermediate-life
plants are inconsistent. Producers who deduct expenses before revenues are
realized for intermediate-life plants and orchardists and vineyardists who do
not want to capitalize development costs and depreciate them over the esti
mated productive life of the developed asset are motivated by the same rea
sons. The question of capitalization and depreciation is similar for producers
of intermediate-life plants and for producers of trees and vines. The principal
distinctions are in development period and productive life. For example, or
chard trees may require four to seven years before nominal production, while
limited production may occur during the first year of such crops as alfalfa, some
berries, and asparagus.
.057 Some accountants have resisted accumulating development costs for
growing animals, based on the difficulty and expense of accumulating such
information and, in some instances, the problem of identifying individual
animals or groups and categories of animals. Instead of cost, the unit livestock
method or a market value has been used for assigning amounts to the animals
at each level of maturity in the belief that such accounting methods, if consis
tently applied, would not adversely affect income recognition.
.058 Others believe that all direct and indirect development costs of
raising livestock should be accumulated and capitalized until the livestock
have reached maturity and have been selected for breeding or other productive
purposes. Many believe that income-producing livestock should be depreciated
on the basis of their expected productive lives.
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Division Conclusions
.059 Permanent land development costs should be capitalized and should
not be depreciated or amortized, since they have, by definition, an indefinite
useful life.
.060 Limited-life land development costs and direct and indirect develop
ment costs of orchards, groves, vineyards, and intermediate-life plants should
be capitalized during the development period and depreciated over the esti
mated useful life of the land development or that of the tree, vine or plant.

.061 All direct and indirect costs of developing animals should be accumu
lated until the animals reach maturity and are transferred to a productive
function. At that point the accumulated development costs, less any estimated
salvage value, should be depreciated over the animals’ estimated productive
lives.
.062 All direct and indirect development costs of animals raised for sale
should be accumulated, and the animals should be accounted for at the lower
of cost or market until they are available for sale. Agricultural producers
should report animals available and held for sale (a) at the lower of cost or
market or (6) in accordance with established industry practice at sales price,
less estimated costs of disposal, when all of the following conditions exist:
•

There are reliable, readily determinable and realizable market prices
for the animals.

•

The costs of disposal are relatively insignificant and predictable.

•

The animals are available for immediate delivery.

Accounting for Patrons' Product Deliveries to
Marketing Cooperatives Operating on a Pooling Basis
.063 Agricultural marketing cooperatives process and market their pa
trons’ products. There are frequently good bases for recording transfers of
products between cooperatives and their patrons. For example, dairy coopera
tives record transfers of products on the basis of market order prices, and grain
cooperatives record transfers of products on the basis of readily determined
cash prices. Many cooperatives, therefore, transfer patrons’ products at market
prices, and the transactions are treated as purchases by the cooperatives and
as sales by the patrons.
.064 However, cooperatives operating on a pooling basis may receive
products from their patrons without paying a fixed price to the patrons. A
cooperative may assign amounts to products based on current prices paid by
other buyers or on amounts established by the cooperative’s board of directors,
or it may assign no amount. The cooperative estimates a liability to patrons
equal to the assigned amount for the delivered product, and it usually pays this
liability on a short-term basis. The excess of revenues over the assigned
amounts and operating costs at the end of a pool period, which may be a week,
a month, a year, or longer, is paid or allocated to patrons. Assets equal to that
excess may be distributed to the patrons or retained by the cooperative.
.065 The different accounting methods used by pooling cooperatives have
been developed to satisfy provisions of their bylaws and contractual arrange
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ments with patrons and to provide equitable methods of settlement from pool
period to pool period, as well as among the various classes of patrons. For
pooling cooperatives, accounting methods have been developed to allow the use
of the single-pool or multiple-pool methods of accounting.

Diversity in Practice
.066 Significant information about the accounting practices of patrons in
recording the delivery of raw products to marketing cooperatives is scarce.
Among the practices used are recognition (1) at the estimated net return,
presumably at the time of delivery, and (2) at the time of sale by the coopera
tive to an outside party. Those two examples provide the extremes, one
recognizing the delivery to the cooperative as a sale and the other continuing
to carry the product as inventory of the producer until it is sold by the
cooperative. Transfer prices for products delivered to cooperatives are estab
lished in diverse ways:
•

At market order price or governmental support price

•

At market price

●

At an assigned amount determined by the cooperative’s board of
directors to approximate market price

•

At the amount of advances

•

At cost to the producer

•

At no amount until the cooperative advises the producer of the ex
pected proceeds from the ultimate disposition of the product

.067 Cooperatives that receive products from patrons and pay their pa
trons a firm market price, at or shortly after delivery, treat the payments as
purchases. In those situations the prices are paid regardless of the amount of
the cooperatives’ earnings. Those cooperatives normally report inventories at
the lower of cost or market. However, pooling cooperatives estimate amounts
due to patrons at the time of delivery, and those amounts are later adjusted on
the basis of the pool’s earnings. This presents a significant accounting problem.
The following paragraphs discuss only the accounting issues that result from
deliveries of products by patrons to cooperatives operating on a pooling basis.

.068 In cooperatives operating on a pooling basis, products delivered by
patrons are commingled with other patrons’ products, processed, and mar
keted. Earnings from the sale of finished products are returned to patrons,
either in cash or in some form of equity, whether or not those earnings were
determined on the basis of current market prices at the time of delivery. Many
cooperatives value patrons’ products at assigned amounts (usually current
market prices) set by the board of directors at delivery. A corresponding
estimated liability is accrued for amounts due to patrons. At the end of the pool
period, the pool’s net earnings are credited to amounts due patrons on a
patronage basis.
.069 Some cooperatives cannot determine the market prices of patrons’
products when they receive them because of limited cash purchases by other
processors. They are usually cooperatives that process and market a high
percentage of limited specialty crops. Many of those cooperatives account for
inventories of goods in process and finished goods at net realizable value,
determined by deducting estimated completion and disposition costs from the
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estimated sales value of the processed inventory, because a reliable price for
the unprocessed product is not available to account for inventories at the lower
of cost or market. Furthermore, many cooperatives must determine net realiz
able value to comply with bylaw provisions and contractual obligations and to
facilitate equitable pool settlements from pool period to pool period and among
various classes of patrons.

.070 A 1973 survey by the National Council of Farmer Cooperatives
indicated that many marketing cooperatives use net realizable value to ac
count for inventories. An excerpt from an article on this subject prepared for
the council’s legal, tax, and accounting committee appears below.
The National Council of Fanner Cooperatives made a survey of the inventory
valuation methods used by its marketing cooperatives. The results of this
survey confirm what has been the private belief of most cooperative account
ants, that the net realizable market value method is perhaps the most widely
used and accepted method of inventory valuation by marketing cooperatives.
This survey reflects the responses of 49 cooperatives and, in summary, indicates
that the following inventory methods are in use.

Method

Cooper
atives-

Sales (In
Thousands)

Net realizable market value
Lower of cost or market, using field
price as the established value of raw
product
Net realizable market value and lower
of cost or market, using field price as
the established value of raw product
Cost

24
8

2

53,400

Rev. Rul. 69-67*
Other

7
3
49

367,469
621,925
$4,787,497

5

$2,310,938
630,898

802,867

%of
Total
Sales

48%
13

17

1

8
13
100%

* Note: Rev. Rul. 69-67 refers to the cash advance method.

.071 The net realizable value method of accounting for inventories per
mits the recognition of the pool’s estimated net earnings at the end of the fiscal
period in which the patrons supply their crops to the cooperative or when pools
are closed. Inventories are stated at net realizable value, and the amounts due
to patrons are credited with the earnings. The net realizable value method of
accounting for inventories permits the closing of the pools and provides equi
table treatment to patrons if the cooperative transfers the inventories forward
to the next period’s pool at estimated market value.

.072 Some marketing cooperatives receive products from patrons without
assigning amounts to them. During the year, cash is advanced to patrons on
the basis of anticipated earnings. Inventories are recorded at amounts ad
vanced plus costs of processing, and patrons’ products are valued at the amount
of advances made to the date of the financial statements. This is commonly
called the “cash advance method.”
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Authoritative Literature
.073 The primary source of authoritative guidance for accounting for
inventories that result from deliveries of products by patrons to cooperatives
has been ARB No. 43.

Pros and Cons
.074 A transaction is usually completed when a patron delivers his prod
uct to a cooperative. The patron’s product is commingled with that of other
patrons, and title and individual risk of loss have passed. Some accountants
believe that no accounting is necessary at the time of delivery because the
transfer price is frequently not known until some later date. Nevertheless,
accrual basis accounting calls for reporting the transaction according to the
best information available at the time. While greater accuracy may be achieved
by waiting for the cooperative to advise the patron of the net proceeds, the
handicap of not having current financial information could outweigh the
benefit of greater accuracy, and the lack of consistency in reporting could be
confusing to the users of the financial statements.

.075 Some accountants argue that pooling cooperatives should not use an
assigned amount for products received from patrons for financial accounting
and reporting purposes because the amounts may not be reliable and the
patrons may be paid more or less than that amount at the end of the pool
period. Others argue that the use of an assigned amount permits the estab
lishment of a tentative liability due patrons and allows inventories to be stated
at the lower of cost or market. The method also facilitates allocation of pool
proceeds to patrons.
.076 Some accountants believe that the net realizable value method of
accounting for inventories is unacceptable because it anticipates cooperative
earnings. Further, they believe that future selling prices and disposition costs
are too uncertain to base accounting on them. Alternatively, those who favor
the use of the net realizable value method believe that the problems of
determining net realizable value do not differ from those of determining
market under the lower of cost or market method. They also consider the
method to be acceptable in accounting for pools because it enables the coopera
tive to settle pools annually and to comply with bylaw provisions and contrac
tual obligations. In essence, they claim, the inventory is transferred to the next
period’s pool on an equitable basis.
.077 Some accountants believe that cooperatives may record products
received from patrons at assigned amounts and then account for the invento
ries at net realizable value. That method permits the closing of pools at least
annually on an equitable basis. Others believe that, if assigned amounts are
used on receipt of the product, the inventories should be accounted for at the
lower of cost or market.

.078 Some accountants favor the cash advance method of accounting for
inventories. They believe that the only product cost that should be accounted
for is the total of cash advanced to patrons to the date of the financial
statements, because the cooperative has no liability to pay more unless more
is earned. Others favor the cash advance method because the Internal Revenue
Service has held in several rulings that pooling cooperatives should use that
method in tax computations. Others reject the cash advance method because
advances to patrons are primarily determined on availability of cash, the per-
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centage of the pool production sold to the date of the financial statements, and
short-term inventory loan restrictions rather than on the value of products
received. Further, they reject the method because the amount and timing of
advances are generally subject to the board of directors’ action and may vary
from period to period.

Division Conclusions
Accounting by Patrons for Products Delivered to Pooling Cooperatives
.079 If control over the future economic benefits relating to the product
has passed, which ordinarily is evidenced by the transfer of title, and if a price
is available by reference to contemporaneous transactions in the market, or if
the cooperative establishes an assigned amount, a delivery to the cooperative
should be recorded as a sale by the patron at that amount on the date of
delivery. If there is a reasonable indication that the proceeds from the coopera
tive will be less than the market price or the assigned amount, the lower
amount should be used.
.080 If control over the future economic benefits relating to the product
has passed, which ordinarily is evidenced by the transfer of title, and there are
neither prices determined by other market buyers nor amounts assigned by the
cooperative, or if such amounts are erratic, unstable, or volatile, the patron
should record the delivery to the cooperative as a sale at the recorded amount
of the inventory and should record an unbilled receivable. If there is a reason
able indication that the proceeds from the cooperative will be less than the
receivable, the lower amount should be used.

.081 If title has not passed, the identity of the individual patron’s product
is maintained by the cooperative, and the price to the patron is to be based on
the identified product’s sale, the transaction is not complete, and the product
should be included in the patron’s inventory until it is sold by the cooperative,
at which time the patron should record the sale.
.082 Advances are financing devices and should be treated as reductions
in the unbilled receivable and should not be used as amounts for recording
sales.

Accounting by Pooling Cooperatives for Products Received
From Patrons
.083 If the boards of directors of agricultural marketing cooperatives
operating on a pooling basis with no obligation to pay patrons fixed prices
(pooling cooperatives) assign amounts that approximate estimated market to
unprocessed products received from patrons, the assigned amounts are cost
and should be charged to cost of goods sold and credited to amounts due
patrons. The inventories should be accounted for at the lower of cost or market
or, as described more fully in paragraph .084, at net realizable value. When
assigned amounts are used, they should approximate estimated market of
unprocessed products delivered by patrons (an example of inventories at lower
of cost or market is provided in the appendix [paragraph .107], column A). The
method used and the dollar amounts assigned to members’ products should be
disclosed.

.084 If the boards of directors of pooling cooperatives assign amounts to
products received from patrons, the cooperatives should use those assigned
amounts in determining the estimated amounts due patrons. Such cooperatives
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may use net realizable value for determining pool proceeds, transferring
inventory amounts to subsequent pools, or for other purposes (an example is
provided in the appendix [paragraph .107], column B). The method used and
the dollar amounts assigned to members’ products should be disclosed.

.085 If the boards of directors of pooling cooperatives do not assign
amounts that approximate market to unprocessed products received from
patrons, the cooperatives should account for inventories at net realizable value
(an example is provided in the appendix [paragraph .107], column C). Because
amounts that approximate estimated market are not assigned to products
received from patrons, cost of goods sold will not include a charge for unproc
essed products under this method.
.086 Pooling cooperatives should not use the cash advance method to
account for inventories.

Accounting for Investments in and Income
From Cooperatives
.087 Member patrons of cooperatives can be producers or other coopera
tives. Member patrons provide most of the capital required by cooperatives.
The capital usually represents long-term investments acquired through initial
cash investments, retains, or noncash patronage allocations. Voting rights for
those investments are usually based on one-member-one-vote or limited
weighted voting rather than on the number or amount of securities or other
evidence of equity ownership held. The investments are made primarily to
obtain an economical source of supply or marketing services and not on the
expectation of a return on investment. The sale of such investments, other than
back to the issuing cooperative, is usually restricted or prohibited.

Diversity in Practice
.088 Investments in cooperatives are generally carried by producers at
cost, at cost plus declared retains, at cost plus estimated retains, or at an
amount less than cost.
.089 Most cooperatives carry their investments in other cooperatives at
cost if they are purchased or at face amount if they are received in other than
purchase transactions (retains or noncash patronage allocations). However,
they usually write the investments down to estimated net realizable value if
evidence indicates they will be unable to recover the full carrying amount of
the investments. That practice has been endorsed in Accounting Research
Bulletin 2, issued by the National Society of Accountants for Cooperatives,
which states—
Investments in cooperatives made by user patrons for the purpose of providing
capital for operations of the investee cooperative should be carried at cost, if
purchased, or at face value if received in transactions other than purchases
such as non-cash patronage dividends. Such investments should be written
down to an appropriate amount if reliable evidence indicates that their value
has been permanently impaired.

It should be noted that in most instances accounting for investments in other
cooperatives (including banks for cooperatives and other cooperative financing
organizations, such as the National Rural Utilities Cooperative Finance Cor
poration) on the basis outlined above results in investment carrying values
equal to the equity values of the investing cooperative’s interest in the investee
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cooperatives; therefore, it would appear that the basis outlined complies with
APB Opinion No. 18, The Equity Method of Accounting for Investments in
Common Stock, to the extent that the intent of the opinion is applicable to
investments of cooperatives. In the infrequent instances where the investor’s
share of unallocated retained earnings of an investee cooperative is material
to the investor, the principles set forth in APB Opinion No. 18 should be
applied.

.090 Cooperatives that invest in other cooperatives usually recognize
allocated equities in the cooperative investor’s fiscal year within which written
notice of allocation is received, and the investment is carried at cost plus
allocated equities. That method of revenue recognition conforms with federal
income tax requirements. It is the most practical method of reporting because
many investee cooperatives issue financial statements and determine patron
age allocations only at the close of their accounting years. Many cooperatives
do that because they find determination of patronage allocations to be complex
and time consuming, since their operations may include both marketing and
supply functions, as well as several departments under each function.
.091 Diversity in practice has developed in accounting for unallocated
equities. Some patrons who hold at least a 20 percent ownership interest
recognize their interest in unallocated equities in accordance with APB Opin
ion No. 18. Others do not recognize unallocated equities, primarily because the
equity ownership percentage changes according to patronage and because
voting is usually based on the one-member-one-vote principle, which does not
necessarily provide significant influence. Interpretation and application of
APB Opinion No. 18 may become more significant in financial reporting for
cooperatives because 1978 changes in the Internal Revenue Code, relating to
the investment tax credit, may encourage cooperatives to reduce distributions
of assets to patrons and increase unallocated net after-tax earnings for the
purchase of assets.

.092 Most patrons recognize their patronage allocations when they are
notified, which conforms with federal income tax reporting requirements.
Other patrons accrue patronage allocations on the basis of the cooperatives’
interim financial statements.
.093 Presentation of patronage allocations in patrons’ financial state
ments is also diverse. Some patrons recognize patronage allocations as reduc
tions of purchase or interest costs on purchases from supply or financing
cooperatives or as increases in sales for deliveries to marketing cooperatives.
Other patrons recognize all patronage allocations as nonoperating income.

Authoritative Literature
.094 Authoritative literature on marketable investments—Statement of
Financial Accounting Standards No. 12,* Accounting for Certain Marketable
Securities, and FASB Interpretation No. 16, Clarification of Definitions and
Accounting for Marketable Equity Securities That Become Nonmarketable—
has little applicability to investments in cooperatives. Investments in coopera
tives are not equity securities and usually are not readily marketable, and
transfer or sale, other than back to the issuing cooperative, is usually restricted
FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities,
supersedes FASB Statement No. 12. [Added to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]
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or prohibited. Current accounting literature supports the carrying of long-term
investments, such as nonmarketable investments in agricultural cooperatives,
at cost if the value of the investments is not impaired. Carrying amounts are
reduced when the investor becomes unable to recover the full carrying
amounts. APB Opinion No. 18 requires the equity method of accounting for
investments in which the investor has significant influence over an investee’s
operating and financial policies.
.095 The significance of investments by patrons results primarily from
the purchasing or marketing rights and participation in the operating earn
ings. As such, the operations of cooperatives have many of the attributes of
corporate joint ventures or partnerships.

Pros and Cons
.096 Some accountants argue that the investment in a cooperative is in
substance a long-term investment and, as such, should be carried at cost or at
cost plus allocated equities. Others believe that the investments should be
discounted to their present value. The carrying amounts would be adjusted
downward as required by generally accepted accounting principles when the
patron becomes unable to recover the full carrying amounts.

.097 Those that support discounting of investments in cooperatives to
present value believe that it results in satisfactory presentation in the financial
statements because allocated equities are usually not redeemed or are re
deemed over a long period. However, others believe that patrons contribute
amounts to cooperatives not as investments but to obtain supply or marketing
sources, and the allocated equities represent a proportionate share of the
cooperative’s earnings for the period of patronage. That is similar to accounting
for equities in partnerships or corporate joint ventures, in which undistributed
earnings are recognized for accounting purposes on the same basis as for
federal income tax reporting. Proponents of the stated amount method also
believe that it produces symmetry, since the investee records the issuance of
securities or book credits at par or face amounts rather than on the basis of
discounted values. They argue further that the method conforms with the
underlying price-adjustment theory of cooperatives, which holds that such
allocated equities are merely reductions of the cost of supply purchases or
increases in the proceeds of products marketed through the cooperative and
that they should therefore be reflected in the patrons’ results of operations.
.098 Accountants who believe that a cooperative’s unallocated losses
should not be recognized by the patrons base their contention on the premise
that operating losses may indicate temporary rather than permanent declines
in value because they may result from identifiable, isolated, or nonrecurring
events. Accordingly, they should not be recognized. Furthermore, because
many investor cooperatives determine patronage allocations on the basis of
financial statement reporting rather than federal income tax reporting, some
accountants argue that financial statement recognition by investor coopera
tives of unallocated losses will cause the payment of federal income taxes by
the investor cooperative that would not otherwise be payable and such taxes
will not be recoverable if the losses are later allocated. That adverse effect is
the result of federal income tax regulations that limit the patronage refund
deduction to the lesser of the patronage refund “paid” and the patronage refund
“allowable,” as determined in accordance with federal income tax rules and
regulations.
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.099 Those who believe that unallocated losses should be recognized
argue that patrons must recognize allocated losses for consistent reporting,
much as if the investment were in a corporate joint venture or partnership
rather than a cooperative. They further contend that failure to recognize
unallocated losses permits manipulation of earnings because patrons often
serve on the cooperative’s board of directors or can influence the board of
directors, which has the authority to determine the portions, if any, of the
losses that will be allocated to patrons.
.100 Accountants who believe that unallocated equities should not be
recognized by the patrons generally contend that APB Opinion No. 18 does not
apply because equity ownership generally does not convey voting control and
because ownership interests in unallocated equities may be temporary, being
subject to changes in patronage participation and the redemption of equities.
However, others argue that APB Opinion No. 18 should apply to all invest
ments in cooperatives in which the patrons hold at least 20 percent of the
equity securities, regardless of the one-member-one-vote requirement and the
fact that ownership interests may change. They believe that the patron fre
quently has significant influence due to patronage volume, assured repre
sentation on the board of directors, or other means.
.101 Some accountants believe that patronage allocations should be rec
ognized in the accounting period in which the supply is purchased or the
product is marketed, since those transactions are the source of the patronage
allocations and are adjustments of the price at which the supply is purchased
or the product marketed. Others believe that the accrual of estimated patron
age allocations is impractical because many cooperatives do not determine
patronage allocations during interim periods and the amount of the allocations
usually cannot be determined from the cooperatives’ interim financial state
ments. Further, existing federal income tax rules and regulations, as well as
the bylaws of most investee cooperatives, require the investee’s patronage
allocations to be included in taxable income in the period the investor is
notified of the patronage allocation. This requirement may cause adverse tax
effects for investors.

.102 Some accountants argue that allocated and unallocated equities
should be reflected in the statement of operations as reductions of costs or
increases in proceeds because such amounts result from the transactions by
which supplies are purchased, interest is paid, or products are sold. Accord
ingly, the proponents believe that the equities should be reported in the same
manner as the original transactions to report sales, cost of sales, and operating
expenses. Other accountants believe that the allocations should be reported as
other income rather than as increases or decreases in sales, cost of sales, or
operating expenses; they argue that including the allocations in sales, cost of
sales, or operating expenses could misstate gross profit or expenses.

Division Conclusions
.103 Investments in cooperatives should be accounted for at cost, includ
ing allocated equities and retains. The carrying amount of an investment in a
cooperative should be reduced if the patron is unable to recover the full
carrying value of the investment. Losses unallocated by the investee may
indicate such an inability, and, at a minimum, the excess of unallocated losses
over unallocated equities should be recognized by the patron based on the
patron’s proportionate share of the total equity of the investee cooperative, or
any other appropriate method, unless the patron demonstrates that it is
probable that the carrying amount of the investment in the cooperative can be
fully recovered.
AICPA Technical Practice Aids
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.104 Patrons should recognize patronage refunds either—
a.

When the related patronage occurs if it is then probable that (1) a
patronage refund applicable to the period will be declared, (2) one or
more future events confirming the receipt of a patronage refund are
expected to occur, (3) the amount of the refund can be reasonably
estimated, and (4) the accrual can be consistently made from year to
year or

b.

On notification by the distributing cooperative.

The accrual should be based on the latest available reliable information and
should be adjusted on notification of allocation.

.1 05 Either (1) the classification of the allocations in the financial state
ments should follow the recording of the costs or proceeds or (2) the allocations
should be presented separately.

Effective Date and Transition
.1 06 The Accounting Standards Division recommends application of this
statement to financial statements prepared for fiscal years, and interim peri
ods in such fiscal years, beginning after June 15,1985. Accounting changes to
conform to the recommendations of this statement should be made prospec
tively for transactions or activities occurring on or after the effective date of
this statement. Application for earlier years, including retroactive application,
is encouraged for all transactions or activities regardless of when they oc
curred. Disclosures should be made in the financial statements in the period of
change in accordance with APB Opinion No. 20, Accounting Changes.
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.107

Appendix
Accounting by Pooling Cooperatives for Products Received
From Patrons
The following illustrates the statement of net earnings prepared under each of
two possible methods of accounting for inventories (columns A and B), the
statement of net proceeds prepared under the net realizable value method
(column C), and the respective statements of amounts due patrons, if such latter
statement is included in the financial statements. (See paragraphs .083, .084,
and .085.) Column A demonstrates the lower of cost or market method with
patrons’ raw product being charged to cost of production at assigned amounts.
Column B demonstrates the net realizable value method with patrons’ raw
product being charged to cost of production at assigned amounts. Column C
demonstrates the net realizable value method when no amounts are assigned
to patrons’ raw product; therefore, there is no charge to cost of production for
patrons’ raw product. The assumed facts are as follows:
Sales
Beginning inventory

Net realizable value
Lower of cost or market
Assigned value of patrons’ raw product received
Ending inventory
Net realizable value
Lower of cost or market
Income taxes

Other costs and expenses
Amounts paid to patrons, retains, and nonpatronage earnings
Amounts due patrons at beginning of year
Lower of cost or market method
Net realizable value method
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$129,630
31,128
28,380
56,500

35,596
32,360
1,250

56,580
74,430

8,910
11,748
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Statements of Net Earnings (columns A and B)

Statement of Net Proceeds (column C)
Inventories Valued At

Sales
Costs and expenses (I)
Earnings before income taxes
Proceeds before income taxes
Income taxes
Net earnings
Net proceeds

Lower of
Cost or
Market—A

Net
Realizable
Value—B

Net
Realizable
Value—C

$129,630

$129,630
108,702

$129,630
52,202
—

109,100
20,530
—

1,250
$ 19,280

20,928
—
1,250
$ 19,678

77,428
1,250
$ 76,178

I. Beginning inventory
Assigned value of patrons’

$ 28,380

$31,218

$31,218

raw product received
Ending inventory
Other costs and expenses

56,500
(32,360)
56,580
$109,100

56,500
(35,596)
56,580
$108,702

(35,596)
56,580
$ 52,202
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Statements of Amounts Due Patrons
Inventories Valued At

Amounts due patrons at beginning
of year
Net earnings

Net proceeds
Assigned value of patrons’ raw
product received

Less amounts paid to patrons,
retains, and non-patronage
earnings
Amounts due patrons at end of year

Lower of
Cost or
Market—A

Net
Realizable
Value—B

Net
Realizable
Value—C

$ 8,910
19,280
—

$11,748
19,678
—

$11,748
—

56,500
84,690

56,500
87,926

87,926

74,430
$10,260

74,430
$13,496

74,430
$13,496

.76,178

—

Under the two inventory methods presented, the difference in amounts due
patrons at the end of the year results from the difference in the ending inventory
valuations, illustrated as follows:
Inventories of finished goods and goods in process at:
Net realizable value
Lower of cost or market
Amounts due patrons at end of year on lower of
cost or market basis
Amounts due patrons at end of year on
net realizable value basis
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$35,596
(32,360)
3,236
10,260

$13,496

§10,390.107

19,086

Statements of Position

Accounting Standards Executive Committee
(1983-1984)
Sandra S. Schmidt
Walter P. Schuetze
James O. Stepp
Ronald L. Wolf
Lester I. Wolosoff

Roger Cason, Chairman
Harold E. Arnett
Joseph S. Burns
Donald C. Ellwood
Marvin A. Goldman
Vaughn L. Hersey, Jr.
John W. Hoyt
Howard B. Levy
Paul B. Lukens
Ronald J. Murray

Paul Rosenfield, Director,
Accounting Standards

Agribusiness Special Committee
(1983-1984)
Donald F. Linsteadt, Chairman
Richard M. Arndt
Lorence L. Bravenec
Gail N. Brown
Robert L. Burton
Virgil S. Chandler
John P. Gerst
Jerrold A. Hunt
Howard C. Lewis

William H. Severson
Bill F. Sims
Michael W. Smith
Dennis M. Swenson
O. Ray Whittington

Patrick L. McNamee
Manager, Auditing Standards

[The next page is 19,191.]

§10,390.107

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

19,191

Section 10,430

Statement of Position 88-1
Accounting for Developmental and
Preoperating Costs, Purchases and
Exchanges of Take-off and landing Slots,
and Airframe Modifications
September 30, 1988
NOTE
This statement of position amends chapter 3 of the AICPA Industry Audit
Guide, Audits ofAirlines.
Statements of Position of the Accounting Standards Division present the
conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the AICPA authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity with
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances. However, an entity need not change an
accounting treatment followed as of March 15,1992 to the accounting treatment
specified in this Statement of Position.

Industry Developments
Deregulation
.01 In 1981, when the AICPA Industry Audit Guide, Audits of Airlines,
was issued, airlines were regulated by the Civil Aeronautics Board (CAB).
However, the Airline Deregulation Act of 1978 (ADA) terminated the CAB’s
authority over rates and route access on January 1,1983, and its responsibility
for evaluating the fitness of new entrants on January 1, 1985.
.02 In addition to liberalizing the general provisions for awarding certifi
cates to new airlines, the ADA established new provisions for automatic
market entry and issuance of experimental certificates on a temporary basis.
Other provisions eased restrictions on suspension and reduction of service and
expedited market entry and exit. As a result, the ADA has enabled many new
entrants to gain access to domestic markets and has allowed trunk, local
service, and commuter carriers to expand and otherwise alter their service
patterns. Airlines are now classified as certificated scheduled (route) airlines,
certificated nonscheduled (charter) airlines, air-cargo airlines, and intrastate
airlines. Within the route airline classification, airlines are now identified as
major, national, regional, and air-taxi operators.
AICPA Technical Practice Aids
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.03 In addition, the ADA transferred responsibility for overseeing airline
operations to the Department of Transportation (DOT). The DOT has assumed
responsibility for both monitoring the air safety and fitness characteristics of
the various airlines and approving merger proposals and sales of airline routes.
In this new competitive environment, marketing strategies, pricing of tickets,
and costs of service have become important business issues for the airlines.

International Air Transportation
.04 Airline operations between countries continue to be governed by
specific bilateral agreements between the countries. The access of U.S. airlines
to routes between the United States and other countries requires the approval
of the respective countries for both landing rights at specified airports and
frequency of flights.
.05 The International Air Transport Association (IATA), a voluntary
organization of international airlines, was established in 1946 to negotiate
international air fares, cargo rates, conditions of service, and ancillary matters.
The Federal Aviation Act required U.S. airlines participating in such an
organization to obtain approval from the CAB. In 1946, the CAB granted U.S.
airlines immunity from antitrust laws, permitting them to participate in IATA
conferences for the purpose of establishing fares and rates. Agreements
reached by the airlines at those meetings are subject to the approval of the
respective governments.
.06 In anticipation of deregulation in the United States, IATA established
two types of airline participation: one deals with facilitation matters and is
mandatory for all members; the other sets fares and rates for air transporta
tion. Participation in the latter is optional, but a member choosing to partici
pate in fare and rate conferences must do so for all areas served.

Air Transport Association of America (ATA)
.07 Founded in 1936, the Air Transport Association of America is a trade
and service organization representing member U.S.-scheduled airlines. The
joint interests of the airlines as an industry are expressed through a system of
councils and related committees on which airline and ATA representatives
work together.
.08 Because travel agent sales constitute a significant portion of the
airline business, the ATA designed the Area Settlement Plan (ASP), which is
operated by the Airlines Reporting Corporation. The plan enables each travel
agent to submit one sales report to an area processing center that then
distributes the agent’s sales and receivable transactions to the respective
airlines. Because the dollar volumes involved and competitive needs for sales
information are substantial, the ASP program requires continuous monitoring
and updating. This service is provided to the airlines and travel agents by the
ATA.

.09 Other plans, called bank settlement plans (BSPs), have been estab
lished recently in Japan, the United Kingdom, the Federal Republic of Ger
many, and other countries. The BSPs, although not identical to the ASP,
contain many of the same features.

Regional Airline Association
.10 The Regional Airline Association, formerly the Commuter Airline
Association, is the national association of member airlines engaged in sched
uled air transportation of passengers and cargo in local, feeder, and short-haul
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markets throughout the United States and its territories. In addition, the
association’s finance and accounting committee has developed a uniform sys
tem of accounts for regional airline use.

Regulations and Reporting
.11 Although the CAB is no longer in existence, airline accounting infor
mation continues to be reported to the DOT in conformity with the Uniform
System of Accounts and Reports (USAR) previously issued by the CAB. The
USAR consists of a list of titles and account numbers and instructions for their
use. DOT—and, previously, CAB—policy has been to conform its accounting
requirements to generally accepted accounting principles.
.12 Financial data and reports based on the USAR must be filed with the
DOT on Form 41 quarterly and annually. Securities and Exchange Commis
sion filings and annual financial reports frequently follow the wording and
captions of the USAR accounts.

Computerized Reservation Systems (CRSs)
.13 Computerized reservation systems (CRSs) developed by several air
lines (CRS vendors) have significantly affected the industry. The systems are
marketed to travel agents as an efficient method of accessing airline schedules
and information regarding hotels, car rentals, and so forth. The CRSs permit
the agency user to, among other things, check seat availability, make reserva
tions, and print tickets for flights on participating domestic and international
airlines. In 1984, the CAB ordered the elimination of display preference in the
systems for all participating airlines (those paying a fee to participate) and
required CRS vendors to charge uniform booking fees for airline users of CRSs,
based on the level of service received. Nonparticipating airline schedules are
also included in the CRSs for informational purposes.

.14 The CRS vendors receive booking fees per segment from participating
airlines on which flights are booked and user fees from the travel agencies.
Some airlines have contracted with CRS vendors to process all of their reser
vations through the CRS vendors’ reservation systems, thereby eliminating
the need for the airlines’ in-house reservation systems.
.15 The CRSs increase the amount of information that may be captured
online at the time the reservation is booked. This information normally in
cludes passenger name, ticket number, the travel agent selling the ticket,
itinerary, class of service, and price.

Marketing Arrangements
.16 One of the developments in the deregulated environment is the hub
and spoke strategy that has been adopted by many airlines. Under this concept,
the airline identifies certain cities as hub cities to serve both long-haul flights
and connecting short-haul flights. This strategy has led carriers operating from
a hub city to enter into agreements with other carriers to coordinate flight
schedules at the hub city to facilitate the interchange of passengers. The
advantage to both airlines is that each feeds passengers to the other. The
agreements may include joint promotion and advertising efforts, use of the
major carrier’s reservation system, and dual designation of flights in a CRS or
other reservation systems and the official airline guide. The dual designation
AICPA Technical Practice Aids
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of flights (that is, a national or regional flight arriving at or departing the hub
city using the same flight number as the major carrier) is the subject of
controversy within the industry.

Commissions
.17 Before deregulation, commissions to travel agents were limited to
amounts authorized by the CAB or foreign governments. Since deregulation, a
myriad of commission arrangements has evolved both domestically and inter
nationally. In addition to basic commissions, travel agents may be entitled to
incentive commissions for certain routes, travel periods, and defined volumes.
The independent accountant should consider the increasingly significant cost
of travel agents’ commissions when designing compliance and substantive
tests of commissions expense.

Accounting Issues
.18 The guidance presented in this statement modifies certain aspects of
the guide and addresses issues that have developed as a result of deregulation.

Developmental and Preoperating Costs
.19 Developmental and preoperating costs are as follows:
Developmental costs include those types of costs directly related to the develop
ment of new routes (or extension of existing routes), such as advertising and
promotion expenses, related travel and incidental expenses, and expenses of
regulatory proceedings.
Preoperating costs include flight crew training, maintenance training, prere
venue flight expenses, insurance, and depreciation. Like developmental costs,
preoperating costs relate directly to specific preoperating projects, such as
preparation for operation of new routes... or integration of new types of
aircraft. . .

[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]

.20 Before deregulation, costs meeting the foregoing criteria for develop
mental and preoperating costs were normally deferred and amortized over the
expected period of benefit, generally two-to-five years. In that regulated envi
ronment, the expected future benefit and recoverability of such costs was
generally not in doubt.
.21 Under the ADA, new domestic routes can be obtained more readily
without regulatory delay, and there is presently little domestic protection
against new entrants. The designation of additional U.S. cities as gateway
cities with direct service to various international cities, as well as the increased
competition over traditional international routes, has altered the historical
competitive relationship and earnings potential that previously existed on
given routes. Therefore, the future benefits to be derived from new routes may
be uncertain in the present operating environment.

Division's Conclusions
.22 Because of the current deregulated environment and the uncertainty
regarding the recoverability of route developmental costs, the majority of the
Accounting Standards Executive Committee (AcSEC) believes that develop
mental costs, other than advertising costs, related to preparation of operations
of new routes should not be capitalized, as previously permitted under the
guide. (Advertising costs should be accounted for in conformity with the gui
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dance in SOP 93-7, Reporting on Advertising Costs [section 10,590].) Route
expansion or alteration has become a recurring activity among the airlines,
and any related cost is considered a normal and recurring cost of conducting
business. [As amended, effective for financial statements for years beginning
after June 15,1994, by Statement of Position 93-7.]

.23 Preoperating costs related to the integration of new types of aircraft
would continue to be eligible to be capitalized, as permitted in the guide.*
.24 A minority of AcSEC believes that the current accounting model
permits the capitalization of developmental costs. They believe that the airline
industry should not be precluded from capitalizing those costs.

.25 After the decision has been made to defer certain preoperating costs,
questions arise about the appropriate cost-accumulation periods (in other
words, the end-of-the-deferral period) and the date on which amortization of
deferred costs should begin. Generally, current practice is to terminate the
cost-deferral period and, consequently, begin the cost-amortization period on
the date scheduled air service commences. AcSEC believes that it is inappro
priate to defer preoperating costs after the new aircraft type is ready to be
placed in service and that the amortization period for such costs should begin
when the new aircraft is ready to be placed in service.*

Take-Off and Landing Slots
.26 New entrants to a market and airlines expanding in markets need
gates, and take-off and landing slots available to them at the airports in those
markets. At certain airports, the frequency of take-offs and landings at all
times is generally at capacity. At other airports, the slots during popular travel
times are at capacity.
.27 Because an airline cannot enter a market where no slots are available,
the DOT has adopted a rule under which airlines may sell or trade slots. These
transactions frequently include the sale of or access to gates for the acquiring
airlines. Although slots, particularly those in high-demand time periods, have
always had intrinsic value, the DOT policy of transferability through sale or
exchange has made the slot a salable right.

Division's Conclusions
.28 When airlines buy slots, the recorded asset is an identifiable intangi
ble asset that should be accounted for in conformity with Accounting Principles
Board Opinion No. 17, Intangible Assets. When establishing a policy for amor
tization of the cost of such intangible assets, the following factors should be
considered:
•

The accelerated pace of change in the airline industry and the effects
of competition among airports

•

The uncertainty of the continuation of the current governmental policy
regarding sale of and access to landing slots

SOP 98-5, Reporting on the Costs of Start-Up Activities, amends this SOP (a) to require that
preoperating costs be expensed as incurred rather than capitalized, and (b) to delete paragraph 25.
SOP 98-5 is effective for financial statements for fiscal years beginning after December 15,1998. This
SOP will be updated to reflect the provisions of SOP 98-5 nearer to the pronouncement’s effective
date. See section 10,750.
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•

The terms of existing facility leases at airports

•

Probability of new airport construction to serve the same metropolitan
area

•

Traffic patterns and trends and local operating restrictions

.29 When an airline exchanges slots with another airline, the slots ac
quired in the exchange are nonmonetary assets that should be recorded in
conformity with APB Opinion No. 29, Accounting for Nonmonetary Transac
tions, and amortized in accordance with APB Opinion No. 17.

Airframe Modifications
.30 Historically, airlines have undertaken major programs to modify
interior configurations of certain aircraft types—including the reconfiguration
and replacement of seats, galley equipment, and storage space—in response to
market forces and passenger demands. Since deregulation, such changes have
been more frequent.

Division's Conclusions
.31 If the modifications enhance the usefulness of the aircraft, the costs
associated with the changes should be capitalized and depreciated over the
estimated useful life of the aircraft or the modifications, whichever is less. The
cost of the replaced asset net of accumulated depreciation and anticipated
recovery value should be charged to income in the current period. However,
detailed records may often be inadequate to permit identification of the cost of
the replaced asset; therefore, estimates may be required.

Effective Date
.32 The conclusions in this statement of position should be applied to
transactions initiated after September 30, 1988, although earlier application
is encouraged. Restatement of previously issued financial statements is not
permitted.
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Section 10,450

Statement of Position 90-3
Definition of the Term Substantially the Same
for Holders of Debt Instruments, as Used
in Certain Audit Guides and a Statement
of Position
February 13, 1990
NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the AICPA authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances. However, an entity need not change an
accounting treatment followed as of March 15,1992 to the accounting treatment
specified in this Statement of Position.

Scope
.01 This Statement of Position provides guidance for determining
whether two debt instruments are substantially the same. The recommenda
tions herein are limited to transactions involving a sale and purchase or
exchange of debt instruments between entities who hold the debt instruments
as an asset. The term debt instruments is used in this statement of position to
include instruments usually considered to be securities such as notes, bonds,
and debentures, as well as other evidence of indebtedness such as money
market instruments, certificates of deposit, mortgage loans, commercial loans,
and commercial paper, that often are not referred to as securities. Debt
instruments also include evidence of indebtedness that represents aggrega
tions of debt instruments, such as mortgage-backed certificates.
.02 The conclusions in this statement of position are not intended to
modify, in any way, Financial Accounting Standards Board (FASB) Statement
of Financial Accounting Standards (SFAS) No. 15, Accounting by Debtors and
Creditors for Troubled Debt Restructurings. Paragraph 42 of SFAS No. 15
discusses certain situations in which troubled debt restructurings may involve
substituting debt of other business enterprises, individuals, or governmental
units for that of the troubled debtors. The accounting principles in paragraph
42 of SFAS No. 15 are not affected by this statement of position. Also, this
AICPA Technical Practice Aids
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statement of position is not intended to apply to situations in which financial
institutions originate or buy whole loan mortgages and exchange those loans
for a participation certificate issued by government-sponsored enterprises or
agencies (FHLMC, FNMA, or GNMA) representing direct ownership of the
same mortgages. However, the statement of position does apply to exchanges
of participation certificates.

.03 The recommendations in this statement of position amend AICPA
Industry Audit Guide Audits of Banks (Bank Audit Guide)1 and Audit and
Accounting Guide Audits of Brokers and Dealers in Securities (Broker-Dealer
Guide).

Background
.04 The preface of the Bank Audit Guide (May 1994) stated that certain
issues affecting the banking industry were not included in the guide or were
under study by the AICPA or the FASB. One of those issues related to the
definition of the term substantially the same as used in the guide.2
.05 In paragraphs 5.19 and 5.20 of the Bank Audit Guide (May 1994), the
term substantially the same was used in describing wash sales as follows:3
Bank supervisory agencies currently prescribe that investment security gains
and losses be recognized according to the completed transaction method. In
practice, serious questions develop about the proper definition of “completed
transactions” when securities are sold with the intent to reacquire the same or
substantially the same securities, most often to obtain income tax or other
benefits. In such transactions, known as “wash sales,” the period of time
between sale and reacquisition varies. It is often very short, especially when
readily marketable securities are involved. In some cases, the security or
evidence of ownership of the security remains in the possession of the seller or
his agent; only brokers’ advices provide evidence of the sale and reacquisition.

In a sale, the risks and opportunities of ownership are transferred for a
reasonable period of time; such a transfer is necessary to constitute realization
and permit recognition of revenue. Therefore, when a bank sells a security and
concurrently reinvests the proceeds from the sale in the same or substantially
the same security, no sale should be recognized, since the effect of the sale and
repurchase transaction leaves the bank in essentially the same position as
before, notwithstanding the fact that the bank has incurred brokerage fees and
taxes. When the proceeds are not reinvested immediately, but soon thereafter,
the test is whether the bank was at risk for a reasonable period of time to
warrant recognition of a sale. The period of time cannot be defined exactly;
rather, the type of securities involved and the circumstances of the particular
transaction should enter into the determination of what constitutes a reason
able period of time. For example, a day may be appropriate for a quoted stock
or bond that has a history of significant market price fluctuations over short
periods of time. Similarly, a bank’s liquidity requirements may require that a
1 The AICPA Audit and Accounting Guide Banks and Savings Institutions, incorporated and
superseded Statement of Position (SOP) 90-3 to the extent SOP 90-3 amended previous editions of the
Bank Audit Guide and the AICPA Audit and Accounting Guide Audits of Savings Institutions.
[Footnote added, April 1996, to reflect the conforming changes necessary due to the issuance of recent
authoritative literature.]
2 See footnote 1. [Footnote added, April 1996, to reflect the conforming changes necessary due to
the issuance of recent authoritative literature.]
3 See footnote 1. [Footnote added, April 1996, to reflect the conforming changes necessary due to
the issuance of recent authoritative literature.]
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long-term bond be replaced by a short-term money market instrument; but, a
week later, the bank’s liquidity requirements may change, and reacquisition of
the bond previously sold may be a reasonable business decision, wholly inde
pendent of the previous decision to sell the bond. [Emphasis added.]

.06 The terms substantially the same, substantially similar, and substan
tially identical are also used to describe a factor that is considered in determin
ing whether a sale of a debt instrument under an agreement to repurchase
should be accounted for as a sale and a purchase or as a financing transaction.
Dollar repurchase—dollar reverse repurchase agreements involve similar but
not identical securities. The terms of the agreements often provide data to
determine whether the securities are similar enough to make the transaction
in substance a borrowing and lending of funds or whether the securities are so
dissimilar that the transaction is a sale and purchase of securities.
.07 A dollar repurchase—dollar reverse repurchase agreement is an
agreement (contract) to sell and repurchase or to purchase and sell back
securities of the same issuer but not the original securities. Fixed coupon and
yield maintenance dollar agreements comprise the most common agreement
variations. In a fixed coupon agreement, the seller and buyer agree that
delivery will be made with securities having the same stated interest rate as
the interest rate stated on the securities sold. In a yield maintenance agree
ment, the parties agree that delivery will be made with securities that will
provide the seller a yield that is specified in the agreement.
[.08] [Paragraph deleted, August 1991, by the Audit and Accounting
Guide Audits of Savings Institutions.]

.09 The term substantially identical is also used by brokers and dealers
in discussing repurchase transactions. The AICPA Audit and Accounting
Guide, Audits of Brokers and Dealers in Securities states the following in
paragraph 1.40:
A repurchase transaction, commonly known as a repo transaction, is a sale of
security coupled with an agreement by the seller to repurchase the same or
substantially identical security at a stated price ....
A reverse repurchase agreement, known as a reverse repo, is the purchase of
a security at a specified price with an agreement to resell the same or substan
tially identical security at a definite price at a specific future date. [Emphasis
added.]

The Broker/Dealer Guide does not provide any guidance for determining
whether the securities are substantially identical.

.10 Because of the lack of an authoritative definition of substantially the
same, alternative accounting practices have developed or may develop for the
exchange of substantially the same assets.

Current Accounting Practices
.11 The issue of whether two debt instruments are substantially the same
is generally encountered in connection with determining whether a transaction
involving debt instruments results in a sale or a financing, for example, the
sale of a debt instrument under an agreement to repurchase another debt
instrument. If the debt instrument to be repurchased is substantially the same
as a debt instrument sold, it may be viewed as a financing transaction.
However, if the debt instrument to be repurchased is viewed as not being
substantially the same, that transaction is generally recorded as a sale with a
commitment to buy another debt instrument.
AICPA Technical Practice Aids
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.12 Two debt instruments can differ in a variety of ways, such as the
obligor, maturity, interest rate, and yield. If two debt instruments are ex
changed and many of the characteristics of the instruments differ, for example,
exchange of a U.S. Treasury bill for a mortgage-backed security, virtually all
would agree that a transaction has taken place that requires accounting
recognition as a sale, not a financing. In contrast, if two debt instruments are
exchanged and most of the characteristics of the instruments are the same,
many would view the exchange as involving substantially the same securities
prohibiting accounting recognition, for example, the exchange of two GNMA
securities bearing the identical contractual interest rate that are collateralized
by similar pools of mortgages resulting in approximately the same yield. Thus,
the issue to resolve is how similar the characteristics of two debt instruments
have to be viewed as substantially the same.

Conclusions
.13 To minimize diversity in practice, the AICPA Banking Committee,
Savings and Loan Associations Committee, and Stockbrokerage and Invest
ment Banking Committee believe the definition of substantially the same
should be narrow. Therefore, the committees have concluded that for debt
instruments, including mortgage-backed securities, to be substantially the
same, all the following criteria must be met:4

a.

The debt instruments must have the same primary obligor, except
for debt instruments guaranteed by a sovereign government, central
bank, government-sponsored enterprise or agency thereof, in which
case the guarantor and terms of the guarantee must be the same.5

b.

The debt instruments must be identical in form and type so as to give
the same risks and rights to the holder.6

c.

The debt instruments must bear the identical contractual interest
rate.

d.

The debt instruments must have the same maturity except for
mortgage-backed pass-through and pay-through securities for which
the mortgages collateralizing the securities must have similar re
maining weighted average maturities (WAMs) that result in approxi
mately the same market yield.7

4 See footnote 1. [Footnote added, April 1996, to reflect the conforming changes necessary due to
the issuance of recent authoritative literature.]
5 The exchange of pools of single-family loans would not meet this criterion because the mort
gages comprising the pool do not have the same primary obligor, and would therefore not be
considered substantially the same. [Footnote renumbered to reflect the conforming changes necessary
due to the issuance of recent authoritative literature, April 1996.]
6 For example, the following exchanges would not meet this criterion: GNMA I securities for
GNMA II securities; loans to foreign debtors that are otherwise the same except for different U.S.
foreign tax credit benefits (because such differences in the tax receipts associated with the loans
result in instruments that vary “in form and type”); commercial paper for redeemable preferred stock.
[Footnote renumbered to reflect the conforming changes necessary due to the issuance of recent
authoritative literature, April 1996.]
7 For example, the exchange of a “fast-pay” GNMA certificate (that is, a certificate with underly
ing mortgage loans that have a high prepayment record) for a “slow-pay” GNMA certificate would not
meet this criterion because differences in the expected remaining lives of the certificates result in
different market yields. [Footnote renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1996.]
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e.

Mortgage-backed pass-through and pay through securities must be
collateralized by a similar pool of mortgages, such as single-family
residential mortgages.

f.

The debt instruments must have the same aggregate unpaid princi
pal amounts, except for mortgage-backed pass-through and paythrough securities, where the aggregate principal amounts of the
mortgage-backed securities given up and the mortgage-backed secu
rities reacquired must be within the accepted “good delivery” stand
ard for the type of mortgage-backed security involved.8

Effective Date and Transition
.1 4 The conclusions of this statement of position should be applied
prospectively to transactions entered into after March 31,1990. Earlier appli
cation to transactions occurring in periods for which financial statements have
not been issued is encouraged. However, previously issued annual or interim
financial statements should not be restated.

8 Participants in the mortgage-backed securities market have established parameters for what is
considered acceptable delivery. These specific standards are defined by the Public Securities Associa
tion (PSA) and can be found in Uniform Practices for the Clearance and Settlement of MortgageBacked Securities and Other Related Securities, which is published by PSA. [Footnote renumbered to
reflect the conforming changes necessary due to the issuance of recent authoritative literature, April
1996.]
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Section 10,460

Statement of Position 90-7
Financial Reporting by Entities in
Reorganization Under the Bankruptcy Code
November 19,1990
NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the AICPA authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity with
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances. However, an entity need not change an
accounting treatment followed as of March 15,1992 to the accounting treatment
specified in this Statement of Position.

Introduction
.01 This statement of position (SOP) was prepared by the Task Force on
Financial Reporting by Entities in Reorganization Under the Bankruptcy Code
to provide guidance on financial reporting by entities that have filed petitions
with the Bankruptcy Court and expect to reorganize as going concerns under
Chapter 11 of title 11 of the United States Code (“Chapter 11”).1

Petition, Proceeding, and Plan
.02 An entity enters reorganization under Chapter 11 by filing a petition
with the Bankruptcy Court, an adjunct of the United States District Courts.
The filing of the petition starts the reorganization proceeding. The goal of the
proceeding is to maximize recovery by creditors and shareholders by preserv
ing it as a viable entity with a going concern value. For that purpose, the entity
prepares a plan of reorganization intended to be confirmed by the court. The
plan provides for treatment of all the assets and liabilities of the debtor, which
might result in forgiveness of indebtedness. For the plan to be confirmed and
the reorganization proceedings thereby concluded, the consideration to be
received by parties in interest under the plan must exceed the consideration
they would otherwise receive on liquidation of the entity under Chapter 7 of the
1 A glossary of defined terms, which are in italics when they first appear in the text, is in
paragraph .69.
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Bankruptcy Code. The court may confirm a plan even if some classes of
creditors or some of the stockholders have not accepted it, provided that it
meets standards of fairness required by Chapter 11 to the dissenting class of
creditors or the dissenting stockholders.

. 03 The plan is the heart of every Chapter 11 reorganization. The provi
sions of the plan specify the treatment of all creditors and equity holders upon
its approval by the Bankruptcy Court. Moreover, the plan shapes the financial
structure of the entity that emerges.
. 04 Chapter 11 provides that, unless a trustee is appointed, the debtor has
the exclusive right to file a plan for the first 120 days of the case, or such longer
or shorter time as the Bankruptcy Court decrees, for cause. If a plan is filed
within the exclusive period, additional time is provided to allow the debtor to
obtain plan acceptance. The appointment of the trustee immediately termi
nates the debtor’s exclusive right to file a plan, and any party in interest may
then do so.
. 05 Except to the extent that specific debts are determined by the Bank
ruptcy Court not to be discharged by the plan, the provisions of a confirmed
plan bind the debtor, any entity issuing securities under the plan, any entity
acquiring assets under the plan, and any creditor, equity security holder, or
general partner in the debtor, regardless of whether the claim is impaired
under the plan and whether such creditor, equity security holder, or general
partner has accepted the plan. A claim is impaired if, subject to certain rights
to cure defaults, its legal rights are affected adversely by the plan.
. 06 In general, except as provided in the plan or in the order confirming
the plan, confirmation of the plan discharges the debtor from all preconfirma
tion claims and terminates all rights and interest of equity security holders or
general partners as provided for in the plan.
07 The Bankruptcy Court confirms a plan if it finds all of the following:

.
•

The plan and the plan proponent have complied with various technical
requirements of the Bankruptcy Code.

•

Disclosures made in soliciting acceptance of the plan have been ade
quate.

•

Dissenting members of consenting classes of impaired claims would
receive under the plan at least the amount they would have received
under a Chapter 7 proceeding.

•

Claims entitled to priority under the Bankruptcy Code will be paid in
cash.

•

Confirmation of the plan is not likely to be followed by liquidation or
further reorganization.

•

At least one class of impaired claims, apart from insiders, has accepted
the plan.

•

The plan proponent has obtained the consent of all impaired classes
of claims or equity securities, or the plan proponent can comply with
the cram-down provisions of the Bankruptcy Code. (Under the cram
down provisions, the court may confirm a plan even if one or more
classes of holders of impaired claims or equity securities do not accept
it, as long as the court finds the plan does not discriminate unfairly
and is fair and equitable to each nonconsenting class impaired by the
plan.)
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.08 In general, a secured claim is deemed to be treated fairly and equita
bly if it remains adequately collateralized and will receive a stream of pay
ments whose discounted value equals the amount of the secured claim on the
effective date of the plan. In general, an unsecured claim is deemed to be
treated fairly and equitably if it receives assets whose discounted value equals
the allowed amount of the claim, or if the holder of any claim or equity security
interest that is junior to the dissenting class will not receive or retain any
assets under the plan. Similarly, an equity security interest is deemed fairly
and equitably treated if that interest receives assets whose discounted value
equals the greatest of any fixed liquidation preference, any fixed redemption
price, or the value of such interest, or if no junior equity security interest will
receive any assets under the plan.

Reorganization Value
.09 An important part of the process of developing a plan is the determi
nation of the reorganization value of the entity that emerges from bankruptcy.
Reorganization value generally approximates fair value of the entity before
considering liabilities and approximates the amount a willing buyer would pay
for the assets of the entity immediately after the restructuring. The reorgani
zation value of an entity is the amount of resources available and to become
available for the satisfaction of postpetition liabilities and allowed claims and
interest, as negotiated or litigated between the debtor-in-possession or trustee,
the creditors, and the holders of equity interests. Reorganization value in
cludes the sum of the value attributed to the reconstituted entity and other
assets of the debtor that will not be included in the reconstituted entity.
Reorganization value and the terms of the plan are determined only after
extensive arms-length negotiations or litigation between the interested par
ties. Before the negotiations, the debtor-in-possession, creditors, and equity
holders develop their own ideas on the reorganization value of the entity that
will emerge from Chapter 11. Several methods are used to determine the
reorganization value; however, generally it is determined by discounting fu
ture cash flows for the reconstituted business that will emerge from Chapter
11 and from expected proceeds or collections from assets not required in the
reconstituted business, at rates reflecting the business and financial risks
involved.

The Disclosure Statement
.10 A disclosure statement approved by the court is transmitted to all
parties entitled to vote on the plan at or before the time their acceptance of the
plan is solicited. The disclosure statement provides information that enables
them to make informed judgments about the plan.
.11 No postpetition solicitation of acceptance of a plan may be made
unless by the time of the solicitation a disclosure statement previously ap
proved by the Bankruptcy Court has been sent to those whose acceptance is
required. The disclosure statement must contain adequate information, which
is defined in the Bankruptcy Code as information that would enable a hypo
thetical reasonable investor typical of holders of claims or interests of the
relevant class to make an informed judgment about the plan, as far as it is
reasonably practicable to provide in light of the nature and history of the
emerging entity and the condition of the emerging entity’s records. Examples
of the kinds of items that may be included in disclosure statements to provide
such information include a summary of the reorganization plan, historical and
AICPA Technical Practice Aids
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prospective financial information, and a pro forma balance sheet reporting the
reorganization value and the capital structure of the emerging entity.
.12 What constitutes adequate information depends on the circumstances
of the entity in Chapter 11, the nature of the plan, and the sophistication of the
various classes whose acceptance is required. Although a valuation is not
required for a Bankruptcy Court’s approval of a disclosure statement, the
instances in which valuations are not made are generally restricted to those in
which the reorganization value of the emerging entity is greater than the
liabilities or in which holders of existing voting shares retain more than 50
percent of the emerging entity’s voting shares when the entity emerges from
reorganization.

.13 After reorganization proceedings have started, acceptances of a plan
may not be solicited by any person without a disclosure statement approved by
the court, but acceptances obtained before the proceedings started may be
counted if (a) they were solicited in compliance with applicable nonbankruptcy
law governing the adequacy of disclosure or (b) there is not any applicable
nonbankruptcy law but there was in fact adequate information provided at the
time of the prebankruptcy solicitation of acceptances of the plan.

Current Literature and Reporting Practices
.14 The current financial reporting literature provides no specific guid
ance for financial reporting by entities in reorganization proceedings. Entities
generally continue to apply the financial reporting principles they applied
before filing petitions; these principles usually do not adequately reflect all
changes in the entity’s financial condition caused by the proceeding. The
financial statements prepared while entities are in Chapter 11 reorganization
are therefore not as usefill to users of financial statements as they should be.
For example, the Bankruptcy Code allows the debtor to reject executory
contracts such as leases and take-or-pay contracts. Some entities report the
resulting claims at the estimated amounts of the allowed claims, while others
report them at the estimated amounts at which they will be settled.

.15 Another area in which reporting is diverse during the Chapter 11
reorganization is the classification of liabilities. Some entities report all prepe
tition liabilities as current, whereas others report them as long-term debt or as
a separate item between current and long-term liabilities. Financial Account
ing Standards Board (FASB) Statement No. 6, Classification of Short-Term
Obligations Expected to Be Refinanced, states that all short-term obligations
resulting from transactions in the normal course of business that are due in
customary terms, such as trade payables, advance collections, and accrued
expenses, are to be classified as current liabilities. However, FASB Statement
No. 6 does not address reporting by entities in Chapter 11 reorganization
whose unsecured debt may not be paid without approval of the Bankruptcy
Court and therefore may neither be paid within one year, or the operating
cycle, if longer, nor satisfied with current assets.
.16 Further, the financial reporting literature provides no specific guid
ance for financial reporting by entities emerging from Chapter 11 reorganiza
tion under confirmed plans. As a result, practice is diverse. For example, FASB
Statement No. 15, Accounting by Debtors and Creditors for Troubled Debt
Restructurings, in footnote 4, and FASB Technical Bulletin No. 81-6, Applica
bility of Statement 15 to Debtors in Bankruptcy Situations, indicate that State
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ment No. 15 does not apply to troubled debt restructurings in which debtors
restate their liabilities generally under the purview of the Bankruptcy Court.
A majority of reorganizations of businesses result in general restructuring of
liabilities, and considerable confusion exists on how to report the restructured
liabilities. FASB Interpretation No. 2, Imputing Interest on Debt Arrangements
Made under the Federal Bankruptcy Act, states that Accounting Principles
Board (APB) Opinion 21, Interest on Receivables and Payables, should apply to
cases under the Bankruptcy Code. However, that interpretation was super
seded by FASB Statement No. 15. An analysis of reporting by entities emerging
from bankruptcy indicates that some report their debt at discounted amounts
and others follow the guidelines in FASB Statement No. 15.

.17 There is no specific guidance on whether an emerging entity should
restate assets. For example, some restate their assets—though there generally
is no net write-up—through quasi-reorganizations, and others do not. An
analysis of reporting by emerging entities indicates that some eliminate defi
cits in their retained earnings by reducing additional paid-in capital while
others retain such deficits.

Scope
.18 This statement of position applies to financial reporting both by
entities that have filed petitions with the Bankruptcy Court and expect to
reorganize as going concerns under Chapter 11 and by entities that have
emerged from Chapter 11 (emerging entities) under confirmed plans.
.19 It does not apply to entities that restructure their debt outside Chap
ter 11, to governmental organizations, or to entities that liquidate or adopt
plans of liquidation under the Bankruptcy Code.

Conclusions
.20 The following is a summary of the conclusions reached by the Account
ing Standards Division. They should be read in conjunction with the discussion
of conclusions, which follows this summary and explains the basis for the
conclusions.

Financial Reporting During Reorganization Proceedings
.21 Entering a reorganization proceeding, although a significant event,
does not ordinarily affect or change the application of generally accepted
accounting principles followed by the entity in the preparation of its financial
statements. However, the needs of financial statement users change, and thus
changes in the reporting practices previously followed by the entity are neces
sary.

.22 An objective of financial statements issued by an entity in Chapter 11
should be to reflect its financial evolution during the proceeding. For that
purpose, the financial statements for periods including and subsequent to
filing the Chapter 11 petition should distinguish transactions and events that
are directly associated with the reorganization from the ongoing operations of
the business.

Balance Sheet
.23 The balance sheet of an entity in Chapter 11 should distinguish
prepetition liabilities subject to compromise from those that are not (such as
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fully secured liabilities that are expected not to be compromised) and postpeti
tion liabilities. Liabilities that may be affected by the plan should be reported
at the amounts expected to be allowed, even if they may be settled for lesser
amounts. If there is uncertainty about whether a secured claim is underse
cured, or will be impaired under the Plan, the entire amount of the claim
should be included with prepetition claims subject to compromise; such a claim
should not be reclassified unless it is subsequently determined that the claim
is not subject to compromise.
.24 Prepetition liabilities, including claims that become known after a
petition is filed, should be reported on the basis of the expected amount of the
allowed claims in accordance with FASB Statement No. 5, Accounting for
Contingencies, as opposed to the amounts for which those allowed claims may
be settled. Claims not subject to reasonable estimation should be disclosed in
the notes to the financial statements based on the provisions of FASB State
ment No. 5. Once these claims satisfy the accrual provisions of FASB State
ment No. 5, they should be recorded in the accounts in accordance with the first
sentence of this paragraph.
.25 Debt discounts or premiums as well as debt issue costs should be
viewed as valuations of the related debt. When the debt has become an allowed
claim and the allowed claim differs from the net carrying amount of the debt,
the recorded amount should be adjusted to the amount of the allowed claim
(thereby adjusting existing discounts or premiums, and deferred issue costs to
the extent necessary to report the debt at this allowed amount). The gain or
loss resulting from the entries to record the adjustment should be classified as
reorganization items, as discussed in paragraph .27. Premiums and discounts
as well as debt issuance cost on debts that are not subject to compromise, such
as fully secured claims, should not be adjusted.

.26 Liabilities subject to compromise should be segregated from those
that are not subject to compromise on the balance sheet. The principal catego
ries of the claims subject to compromise should be disclosed in the notes to the
financial statements. Circumstances arising during reorganization proceed
ings may require a change in the classification of liabilities between those
subject to compromise and those not subject to compromise. Liabilities not
subject to compromise should be further segregated into current and noncur
rent classifications if the entity presents a classified balance sheet.

Statement of Operations
.27 The statement of operations should portray the results of operations
of the reporting entity while it is in Chapter 11. Revenues, expenses (including
professional fees), realized gains and losses, and provisions for losses resulting
from the reorganization and restructuring of the business should be reported
separately as reorganization items, except for those required to be reported as
discontinued operations and extraordinary items in conformity with APB
Opinion 30, Reporting the Results of Operations.
.28 Some entities defer professional fees and similar types of expendi
tures until the plan is confirmed and then reduce gain from debt discharge to
the extent of the previously deferred expenses. Others accrue professional fees
and similar types of expenditures upon the filing of the Chapter 11 petition.
Still others expense professional fees and similar types of expenditures as
incurred. The task force concluded that professional fees and similar types of
expenditures directly relating to the Chapter 11 proceeding do not result in as
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sets or liabilities and thus should be expensed as incurred and reported as
reorganization items.

.29 Interest expense should be reported only to the extent that it will be
paid during the proceeding or that it is probable that it will be an allowed
priority, secured, or unsecured claim. Interest expense is not a reorganization
item. The extent to which reported interest expense differs from stated contrac
tual interest should be disclosed. The task force understands that the staff of
the Securities and Exchange Commission (SEC) prefers that SEC registrants
disclose this parenthetically on the face of the statement of operations.
.30 Interest income earned by an entity in Chapter 11 that it would not
have earned but for the proceeding (normally all interest income) should be
reported as a reorganization item.

Statement of Cash Flows
.31 Reorganization items should be disclosed separately within the oper
ating, investing, and financing categories of the statement of cash flows. This
presentation can be better accomplished by the use of the direct method of
presenting the statement. If the indirect method is used, details of operating
cash receipts and payments resulting from the reorganization should be dis
closed in a supplementary schedule or in the notes to the financial statements.

Condensed Combined Financial Statements
.32 Consolidated financial statements that include one or more entities in
reorganization proceedings and one or more entities not in reorganization
proceedings should include condensed combined financial statements of the
entities in reorganization proceedings. The combined financial statements
should be prepared on the same basis as the consolidated financial statements.

.33 Intercompany receivables and payables of entities in reorganization
proceedings should be disclosed in the condensed combined financial state
ments. In addition, the propriety of the carrying amounts of intercompany
receivables from entities in Chapter 11 should be evaluated.

Earnings Per Share
.34 Earnings per share should be reported, when required, in conformity
with APB Opinion 15, Earnings Per Share. If it is probable that the plan will
require the issuance of common stock or common stock equivalents, thereby
diluting current equity interests, that fact should be disclosed.

Financial Reporting When Entities Emerge From
Chapter 11 Reorganization
.35 Entities whose plans have been confirmed by the court and have
thereby emerged from Chapter 11 should apply the reporting principles in the
following paragraphs as of the confirmation date or as of a later date when all
material conditions precedent to the plan’s becoming binding are resolved.

Fresh-Start Reporting
.36 If the reorganization value of the assets of the emerging entity imme
diately before the date of confirmation is less than the total of all postpetition
liabilities and allowed claims, and if holders of existing voting shares immedi
ately before confirmation receive less than 50 percent of the voting shares of
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the emerging entity, the entity should adopt fresh-start reporting upon its
emergence from Chapter 11. The loss of control contemplated by the plan must
be substantive and not temporary. That is, the new controlling interest must
not revert to the shareholders existing immediately before the plan was filed
or confirmed.

.37 While the court determines the adequacy of the disclosure statement,
entities that expect to adopt fresh-start reporting should report information
about the reorganization value in the disclosure statement, so that creditors
and stockholders can make an informed judgment about the plan. The most
likely place to report the reorganization value is in the pro forma balance sheet
that is commonly part of the disclosure statement. Because reorganization
value may not have been allocated to individual assets concurrently with the
preparation of the pro forma balance sheet included in the disclosure state
ment in some cases, it may be necessary to include in the pro forma balance
sheet a separate line item to reflect the difference of the total reorganization
value of the emerging entity over recorded amounts. When possible, reorgani
zation value should be segregated into major categories.
.38 Entities that adopt fresh-start reporting in conformity with para
graph .36 should apply the following principles:

•

The reorganization value of the entity should be allocated to the
entity’s assets in conformity with the procedures specified by APB
Opinion 16, Business Combinations, for transactions reported on the
basis of the purchase method. If any portion of the reorganization
value cannot be attributed to specific tangible or identified intangible
assets of the emerging entity, such amounts should be reported as the
intangible asset identified as “reorganization value in excess of
amounts allocable to identifiable assets.” This excess should be amor
tized in conformity with APB Opinion 17, Intangible Assets. There
usually are overriding pertinent factors that should be considered in
determining the proper amortization period of this asset that would
generally result in a useful life of substantially less than forty years.
At a minimum, the same considerations used in determining the
reorganization value should be applied in determining the period of
amortization.

•

Each liability existing at the plan confirmation date, other than
deferred taxes, should be stated at present values of amounts to be
paid determined at appropriate current interest rates.

•

Deferred taxes should be reported in conformity with generally ac
cepted accounting principles. Benefits realized from preconfirmation
net operating loss carryforwards should first reduce reorganization
value in excess of amounts allocable to identifiable assets and other
intangibles until exhausted and thereafter be reported as a direct
addition to paid-in capital.

•

Changes in accounting principles that will be required in the financial
statements of the emerging entity within the twelve months following
the adoption of fresh-start reporting should be adopted at the time
fresh-start reporting is adopted.

.39 The financial statements of the entity as of and for the period imme
diately preceding the date determined in conformity with the guidance in
paragraph .35 should reflect all activity through that date in conformity with
the guidance in paragraphs .21 through .34. Additionally, the effects of the ad

§10,460.37

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

19,279

Reorganization Under the Bankruptcy Code

justments on the reported amounts of individual assets and liabilities resulting
from the adoption of fresh-start reporting and the effects of the forgiveness of
debt should be reflected in the predecessor entity’s final statement of opera
tions. Forgiveness of debt, if any, should be reported as an extraordinary item.
Adopting fresh-start reporting results in a new reporting entity with no begin
ning retained earnings or deficit. When fresh-start reporting is adopted, the
notes to the initial financial statements should disclose the following:
•

Adjustments to the historical amounts of individual assets and liabili
ties.

•

The amount of debt forgiveness.

•

The amount of prior retained earnings or deficit eliminated.

•

Significant matters relating to the determination of reorganization
value, such as—
— The method or methods used to determine reorganization value
and factors such as discount rates, tax rates, the number of years
for which cash flows are projected, and the method of determining
terminal value.
— Sensitive assumptions—that is, assumptions about which there
is a reasonable possibility of the occurrence of a variation that
would have significantly affected measurement of reorganization
value.
— Assumptions about anticipated conditions that are expected to be
different from current conditions, unless otherwise apparent.

Comparative Financial Statements
.40 Chapter 2A of Accounting Research Bulletin (ARB) No. 43, Restate
ment and Revision of Accounting Research Bulletins, state the following in
paragraph 1:
The presentation of comparative financial statements in annual and other
reports enhances the usefulness of such reports and brings out more clearly the
nature and trends of current changes affecting the enterprise.

Paragraph 3 of that chapter requires comparative financial statements that are
presented to be comparable from year to year, with any exceptions to compa
rability being clearly disclosed. Fresh-start financial statements prepared by
entities emerging from Chapter 11 will not be comparable with those prepared
before their plans were confirmed because they are, in effect, those of a new
entity. Thus, comparative financial statements that straddle a confirmation
date should not be presented.2

Reporting by Entities Not Qualifying for Fresh Start
.41 Entities emerging from Chapter 11 that do not meet the criteria in
paragraph .36 do not qualify for a fresh start. Liabilities compromised by
confirmed plans should be stated at present values of amounts to be paid,
determined at appropriate current interest rates. Forgiveness of debt, if any,
should be reported as an extraordinary item.
2 The SEC and other regulatory agencies may require the presentation of predecessor financial
statements. However, such presentations should not be viewed as a continuum because the financial
statements are those of a different reporting entity and are prepared using a different basis of
accounting, and, therefore, are not comparable. Attempts to disclose and explain exceptions that
affect comparability would likely result in reporting that is so unwieldy it would not be useful.
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.42 Because this statement of position applies to financial reporting for
entities that enter and intend to emerge from Chapter 11 reorganization,
quasi-reorganization accounting should not be used at the time of the reorgani
zation.

Discussion of Conclusions
Reporting Prepetition Liabilities
.43 The task force believes that entities in Chapter 11 reorganization
should segregate liabilities subject to compromise from those that are not
subject to compromise. Therefore, prepetition liabilities that may be impaired
by a plan and that are eligible for compromise because they are either unse
cured or undersecured should be separately classified and designated in the
balance sheet as prepetition liabilities subject to compromise, because that
provides the most meaningful presentation while in Chapter 11 reorganiza
tion.

.44 The financial reporting literature does not specifically address the
balance sheet classification issues that result from, filing a petition. Guidance
for classifying liabilities as current in a classified balance sheet is provided in
paragraph 7 of ARB No. 43, chapter 3A, which states the following:
The term current liabilities is used to designate obligations whose liquidation
is reasonably expected to require the use of existing resources properly classi
fied as current assets, or the creation of other current liabilities ....

Trade payables that are incurred in the normal course of business are usually
classified as current in classified balance sheets because they meet the ARB
No. 43 criteria cited above. However, filing a petition generally causes the
payment of unsecured or undersecured prepetition liabilities to be prohibited
before the plan is confirmed. The Chapter 11 reorganization ending in confir
mation of a plan typically takes more than one year or one operating cycle, if
longer.
.45 It might be argued that prepetition liabilities classified as current in
a classified balance sheet, such as trade payables, should retain that classifi
cation under the provisions of FASB Statement No. 6, Classification of ShortTerm Obligations Expected to Be Refinanced. That Statement requires all
short-term liabilities incurred in the normal course of business and due in
customary terms to be classified as current. Other short-term liabilities are
excluded from the current liability classification under FASB Statement No. 6
if the entity intends to refinance the obligations on a long-term basis and such
intent is supported by the facts. However, FASB Statement No. 6 does not
address what occurs when a petition is filed.

.46 FASB Statement No. 78, Classification of Obligations That Are Call
able by the Creditor, amended paragraph 7 of ARB No. 43, chapter 3A, by
requiring current liabilities classification in a classified balance sheet for
long-term liabilities that, by their terms, are due on demand or will be due on
demand within one year, or the operating cycle, if longer. This definition also
includes long-term liabilities that are or will be callable by the creditor because
of a violation of a provision of the debt agreement. The automatic stay provi
sions of Chapter 11 make it unnecessary to reclassify prepetition long-term
liabilities even though prepetition creditors might demand payment or there is
a violation of a covenant in the debt agreement.
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.47 Prepetition liabilities should be reported at the amounts of allowed
claims—that is, at the amount allowed by the court, even though such liabili
ties may not be paid in full.
.48 When prepetition claims become known after a petition is filed (for
example, a claim resulting from the rejection of an operating lease), they
should be reported at the estimated amounts of the allowed claims. Some
believe that such prepetition claims should be reported at estimates of the
settlement amounts. However, these prepetition claims should be reported at
an amount allowed by the court because that is the amount of the liability until
it is settled and the use of allowed amounts is consistent with the amounts at
which other prepetition liabilities are stated and thereby provides comparabil
ity among the various kinds of claims.

Statement of Operations
.49 Losses as a result of restructuring or disposal of assets directly related
to reorganization proceedings are best included as reorganization items to the
extent that they are not otherwise reported as part of the results of discontin
ued operations in conformity with APB Opinion 30, Reporting the Results of
Operations. That does not result in reclassification of revenues and expenses
from operations sold or abandoned, except those that meet the criteria in APB
Opinion 30. Rather, gains or losses classified as reorganization items might
include a gain or loss on disposal of assets plus related employee costs and
charges or other costs directly related to the assets disposed of or the opera
tions restructured. Also, income, expenses, realized gains, and losses that can
be directly associated with the proceeding are best segregated and presented
as reorganization items in the statement of operations. Examples include
interest income (as indicated in paragraph .30), professional fees, and losses on
executory contracts.3

.50 The task force believes that segregation of reorganization items pro
vides meaningful disclosure and is consistent with APB Opinion 30, paragraph
26, which states the following:
A material event or transaction that is unusual in nature or occurs infrequently
but not both, and therefore does not meet both criteria for classification as an
extraordinary item, should be reported as a separate component of continuing
operations.

Interest Expense
.51 Certain provisions of the Bankruptcy Code may relieve the entity
from its obligation to pay interest. Generally, interest on secured claims
accrues only to the extent that the value of underlying collateral exceeds the
principal amount of the secured claim. In addition, interest on unsecured
claims does not accrue during the proceeding if the entity is insolvent; there
fore, disclosure of contractual interest is considered useful because it may
differ from interest actually being reported.

Interest Income
.52 An entity in reorganization typically accumulates cash during the
proceeding because it is not paying its obligations currently. The cash ulti
mately is distributed to creditors or others in conformity with the plan. The
3 Appendix A [paragraph .67] illustrates a statement of operations that includes reorganization
items.
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amount of cash accumulated does not reflect the entity’s prepetition activities,
and it is not expected that such an accumulation would recur in the reorgan
ized entity. The interest income earned during the proceeding on cash accumu
lated during the proceeding, therefore, is a reorganization item. To the extent
that management can reasonably estimate that portion of interest income
applicable to normal invested working capital, it should be reported as an
operating item in the ordinary manner.

Statement of Cash Flows
.53 FASB Statement No. 95, Statement ofCash Flows, requires informa
tion on the cash activity of reporting entities. The task force believes that such
information is the most beneficial information that can be provided in the
financial statements of an entity in Chapter 11. It also believes the direct
method is the better method to provide such information by such entities.
.54 Paragraph 27 of FASB Statement No. 95 lists the operating items that
should be reported separately when the direct method is used. That paragraph
encourages further breakdown of those operating items if the entity considers
such a breakdown meaningful and it is feasible to do so. Further identification
of cash flows from reorganization items should be provided to the extent
feasible. For example, interest received might be segregated between esti
mated normal recurring interest received and interest received on cash accu
mulated because of the reorganization. Appendix A [paragraph .67] illustrates
a statement of cash flows for an entity operating under Chapter 11.

Fresh-Start Reporting
.55 The effects of a plan should be included in the entity’s financial
statements as of the date the plan is confirmed. However, inclusion should be
delayed to a date not later than the effective date if there is a material
unsatisfied condition precedent to the plan’s becoming binding on all the
parties in interest or if there is a stay pending appeal. That might occur, for
example, if obtaining financing for the plan or for the transfer of material
assets to the debtor by a third party is a condition to the plan’s becoming
effective.

.56 Financial statements prepared as of the date after the parties in
interest have approved a plan through the voting process, and issued after the
plan has been confirmed by the court, should report the effects of the plan if
there are no material unsatisfied conditions.
.57 An essential element in negotiating a plan with the various classes of
creditors and equity interests is the determination of reorganization value by
the parties in interest. The plan provides for allocating the reorganization
value among the parties in interest in accordance with their legal priorities:
first to secured claims to the extent of the value of the collateral securing the
claims, then to claims entitled to priority under the Bankruptcy Code, and then
to the various classes of unsecured debt and equity interests in accordance with
their legal priorities or as the parties may otherwise agree. In the event that
the parties in interest cannot agree on the reorganization value and presum
ably the plan of reorganization, the court may be called upon to determine the
reorganization value of the entity before a plan of reorganization can be
confirmed.
.58 The task force concluded that reorganization value can be a more
objective measure of fair value than a purchase price in a business combina
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tion. This view is based on two factors. First, a purchase price in a nonbank
ruptcy business combination may exceed the fair value of the acquired entity,
because such determinations may be influenced by a variety of factors unre
lated to that entity. Second, in the reorganization process, extensive informa
tion available to the parties in interest, the adversarial negotiation process, the
involvement of the Bankruptcy Court, the use of specialists by one or more of
the parties in interest, and the fact that all elements of the determination are
focused solely on the economic viability of the emerging entity result in an
objective and reliable determination of reorganization value.

.59 If, based on reorganization value, the parties in interest allow the
entity to survive as a going concern and emerge from Chapter 11, the financial
reporting should reflect that fact. The ability to reflect reorganization value
would enhance the representational faithfulness of the emerging entity’s fi
nancial statements.
.60 Under the absolute priority doctrine of the Bankruptcy Code, if the
amount of postpetition liabilities and allowed claims exceeds the reorganiza
tion value of the emerging entity, existing shareholders lose their legal right to
any economic interest without the consent of creditors. Therefore, any equity
interest in the emerging entity ultimately held by existing shareholders is
given to them by the creditors. Among the reasons the creditors might give
such shareholders equity interests in the emerging entity are to avoid the
expensive and time-consuming legal proceedings necessary to implement the
cram-down provisions of the Bankruptcy Code or to preserve continuity of
management.

.61 Based on the factors described in paragraphs .57, .58, and .60, some
would conclude that the combination of change in majority ownership and
voting control—that is, loss of control by the existing shareholders, a court-ap
proved reorganization, and a reliable measure of the entity’s fair value—re
sults in a fresh start, creating, in substance, a new reporting entity. Others
believe that a change in control and the exchange of debt and equity based on
reorganization value is in substance an acquisition at fair value by new
shareholders in exchange for extinguishing their debt. Although the former
shareholders can receive a portion of the new equity, they have lost their rights
to any equity interest in the reorganized entity and receive such interest only
with the consent of the real stakeholders, the creditors who will become the
new shareholders. The task force concluded that under each view a new
reporting entity is created and assets and liabilities should be recorded at their
fair values. That is, assets should be recorded on the basis of reorganization
value and liabilities should be recorded at fair value.
.62 Some believe that the recognition of reorganization value in the
balance sheet of an emerging entity that meets the criteria for fresh-start
reporting should be limited to no net write-up of assets, similar to the SEC
staff’s interpretation of FRR Section 210 (ASR 25). That view is a combination
of the notion that assets and liabilities should be reported at fair value in a
fresh start and the belief that assets cannot be written up in a historical cost
transaction-based accounting model. The task force did not accept that view for
the reasons stated in paragraph .61.

Fair Value of Liabilities
.63 In a typical Chapter 11 reorganization, there is a general restructur
ing of liabilities. FASB Statement No. 15, Accounting by Debtors and Creditors
for Troubled Debt Restructurings, does not apply in a general restructuring of
liabilities.
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.64 A general restructuring of liabilities involves negotiation between the
parties in interest. The negotiation and distribution under the confirmed plan
constitutes an exchange of resources and obligations. By analogy, the guidance
provided by APB Opinion 16 for recording liabilities assumed in a business
combination accounted for as a purchase should be applied in reporting liabili
ties by an entity emerging from Chapter 11.

Analogous Literature
.65 The task force believes that the principles of quasi-reorganization
accounting are not applicable to Chapter 11 reorganizations. Some argue that
such a requirement would conflict with ARB No. 43 because it would prohibit
adopting an accounting procedure that is now generally accepted. The task
force does not believe that is the case. ARB No. 43 relates to a procedure called
a quasi-reorganization. Webster’s dictionary defines quasi as “having some
resemblance.” The task force interprets ARB No. 43 to apply to situations that
resemble but are not reorganizations under Chapter 11. There is no specific
guidance for a legal reorganization, so practice has sometimes looked to ARB
No. 43 when reporting a legal reorganization. The task force believes that is
the case with many emerging entities. This statement of position provides
specific guidance for all reorganizations under Chapter 11, and an analogy to
ARB No. 43 is not appropriate.

Effective Date and Transition
.66 This entire statement of position shall become effective for financial
statements of enterprises that have filed petitions under the Bankruptcy Code
after December 31, 1990. Additionally, for enterprises that file petitions prior
to January 1,1991, and that have plans of reorganization confirmed after June
30, 1991, paragraphs .35 through .42 of this SOP shall be applied to their
financial statements. Earlier application by entities in reorganization is
encouraged.
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Appendix A
Illustrative Financial Statements and Notes to Financial
Statements for an Entity Operating Under Chapter 11
A-l. XYZ Company is a manufacturing concern headquartered in Tennes
see, with a fiscal year ending on December 31. On January 10,19X1, XYZ filed
a petition for relief under Chapter 11 of the federal bankruptcy laws. The
following financial statements (balance sheet and statements of operations and
cash flows) are presented as of and for the year ended December 31.

XYZ Company
(Debtor-in-Possession)
Balance Sheet
December 31,19X1
Assets

Current Assets
Cash
Accounts receivable, net
Inventory
Other current assets
Total current assets
Property, plant and equipment, net
Goodwill

Total Assets

AICPA Technical Practice Aids

(000s)

$

110
300
250
30

690
430
210

$1,330
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(000s)

Liabilities and Shareholders’Deficit

Liabilities Not Subject to Compromise
Current Liabilities:
Short-term borrowings
Accounts payable—trade
Other liabilities

25
200
50

$

Total current liabilities
Liabilities Subject to Compromise

275
1,100(a)
1,375

Total liabilities

Shareholders’ (deficit):
Preferred stock
Common stock
Retained earnings (deficit)

325
75

(445)
(45)

Total Liabilities & Shareholders’ (Deficit)

$

1,330

(a) Liabilities subject to compromise consist of the following:
Secured debt, 14%, secured by first mortgage on
building
$ 300,000 (b)
Priority tax claims
50,000
Senior subordinated secured notes, 15%
275,000
Trade and other miscellaneous claims
225,000
Subordinated debentures, 17%
250,000

$1,100,000

(b) The secured debt in this case should be considered, due to
various factors, subject to compromise.

The accompanying notes are an integral part of the financial statements.
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XYZ Company
(Debtor-in-Possession)
Statement of Operations
For the Year Ended December 31,19X1
(000s)

19X1

Revenues:
Sales
Cost and expenses:
Cost of goods sold
Selling, operating and administrative
Interest (contractual interest $5)

$2,400
1,800
550
3

2,353
Earnings before reorganization items and
income tax benefit
Reorganization items:
Loss on disposal of facility
Professional fees
Provision for rejected executory contracts
Interest earned on accumulated cash
resulting from Chapter 11 proceeding

47
(60)
(50)
(10)
1
(119)

Loss before income tax benefit and
discontinued operations
Income tax benefit
Loss before discontinued operations
Discontinued operations:
Loss from operations of discontinued
products segment

(72)
10
(62)

(56)

Net loss

$ (118)

Loss per common share:
Loss before discontinued operations
Discontinued operations

$ (.62)
$ (.56)

Net loss

$ (1.18)

The accompanying notes are an integral part of the financial statements.
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XYZ Company
(Debtor-in-Possession)
Statement of Cash Flows
For the Year Ended December 31,19X1
Increase in Cash and Cash Equivalents
(000s)

19X1

Cash flows from operating activities:
Cash received from customers
Cash paid to suppliers and employees
Interest paid

$ 2,220
(2,070)
(3)

Net cash provided by operating activities
before reorganization items

147

Operating cash flows from reorganization items:
Interest received on cash accumulated because of
the Chapter 11 proceeding
Professional fees paid for services rendered in
connection with the Chapter 11 proceeding

1
(50)

Net cash used by reorganization items

(49)

Net cash provided by operating activities

98

Cash flows from investing activities:
Capital expenditures
Proceeds from sale of facility due to Chapter 11
proceeding

(5)

40

Net cash provided by investing activities

35

Cash flows used by financing activities:
Net borrowings under short-term credit facility
(post petition)
Repayment of cash overdraft
Principal payments on prepetition debt
authorized by court

25
(45)
(3)

Net cash provided by financing activities

(23)

110
—

Net increase in cash and cash equivalents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year
Reconciliation of net loss to net cash provided by
operating activities
Net loss
Adjustments to reconcile net loss to net cash
provided by operating activities
Depreciation
Loss on disposal of facility
Provision for rejected executory contracts
Loss on discontinued operations
Increase in postpetition payables andother liabilities
Increase in accounts receivable
Net cash provided by operating activities

$

110

$ (118)

20
60
10
56
250
(180)

$

98

The accompanying notes are an integral part of the financial statements.

§10,460.67

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Reorganization Under the Bankruptcy Code

19,289

XYZ Company
Notes to Financial Statements
December 31,19X1

Note X—Petition for Relief Under Chapter 11
On January 10,19X1, XYZ Company (the “Debtor”) filed petitions for relief
under Chapter 11 of the federal bankruptcy laws in the United States Bank
ruptcy Court for the Western District of Tennessee. Under Chapter 11, certain
claims against the Debtor in existence prior to the filing of the petitions for
relief under the federal bankruptcy laws are stayed while the Debtor continues
business operations as Debtor-in-possession. These claims are reflected in the
December 31,19X1, balance sheet as “liabilities subject to compromise.” Addi
tional claims (liabilities subject to compromise) may arise subsequent to the
filing date resulting from rejection of executory contracts, including leases, and
from the determination by the court (or agreed to by parties in interest) of
allowed claims for contingencies and other disputed amounts. Claims secured
against the Debtor’s assets (“secured claims”) also are stayed, although the
holders of such claims have the right to move the court for relief from the stay.
Secured claims are secured primarily by liens on the Debtor’s property, plant,
and equipment.
The Debtor received approval from the Bankruptcy Court to pay or other
wise honor certain of its prepetition obligations, including employee wages and
product warranties. The Debtor has determined that there is insufficient
collateral to cover the interest portion of scheduled payments on its prepetition
debt obligations. Contractual interest on those obligations amounts to $5,000,
which is $2,000 in excess of reported interest expense; therefore, the debtor has
discontinued accruing interest on these obligations. Refer to note XX [see
Appendix B (paragraph .68), noteX] for a discussion of the credit arrangements
entered into subsequent to the Chapter 11 filings.
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Appendix B
Fresh-Start Accounting and illustrative Notes to
Financial Statements
B-1. The Bankruptcy Court confirmed XYZ’s plan of reorganization as
of June 30, 19X2. It was determined that XYZ’s reorganization value com
puted immediately before June 30, 19X2, the date of plan confirmation, was
$1,300,000, which consisted of the following:
Cash in excess of normal operating requirements
generated by operations
Net realizable value of asset dispositions
Present value of discounted cash flows of the
emerging entity
Reorganization value

$ 150,000
75,000
1,075,000

$1,300,000

XYZ Company adopted fresh-start reporting because holders of existing voting
shares immediately before filing and confirmation of the plan received less than
50% of the voting shares of the emerging entity and its reorganization value is
less than its postpetition liabilities and allowed claims, as shown below:
Postpetition current liabilities
Liabilities deferred pursuant to Chapter 11
proceeding
Total postpetition liabilities and allowed
claims
Reorganization value

$ 300,000

Excess of liabilities over reorganization value

$ 100,000

1,100,000
1,400,000
(1,300,000)

B-2. The reorganization value of the XYZ Company was determined in
consideration of several factors and by reliance on various valuation methods,
including discounting cash flow and price/earnings and other applicable ratios.
The factors considered by XYZ Company included the following:
•

Forecasted operating and cash flow results which gave effect to the
estimated impact of
— Corporate restructuring and other operating program changes
— Limitations on the use of available net operating loss carryovers
and other tax attributes resulting from the plan of reorganization
and other events

•

The discounted residual value at the end of the forecast period based
on the capitalized cash flows for the last year of that period

•

Market share and position

•

Competition and general economic considerations

•

Projected sales growth

•

Potential profitability
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Seasonality and working capital requirements

B-3. After consideration of XYZ Company’s debt capacity and other capital
structure considerations, such as industry norms, projected earnings to fixed
charges, earnings before interest and taxes to interest, free cash flow to interest,
and free cash flow to debt service and other applicable ratios, and after
extensive negotiations among parties in interest, it was agreed that XYZ’s
reorganization capital structure should be as follows:
Postpetition current liabilities
IRS note
Senior debt
Subordinated debt
Common stock

$ 300,000
50,000
275,000(1)
175,000
350,000

$1,150,000 (2)
(1) Due $50,000 per year for each of the next four years, at 12% interest,
with $75,000 due in the fifth year.
(2) See paragraph B-5 for the balance sheet adjustments required to reflect
XYZ Company’s reorganization value as of the date of plan confirmation.

B-4 . The following entries record the provisions of the plan and the adop
tion of fresh-start reporting:
Entries to record debt discharge:
Liabilities subject to compromise
Senior debt—current
Senior debt—long-term
IRS note
Cash
Subordinated debt
Common stock (new)
Additional paid-in capital
Gain on debt discharge

1,100,000
50,000
225,000
50,000
150,000
175,000
86,000
215,000
149,000

Entries to record exchange of stock for stock:
Preferred stock
Common stock (old)
Common stock (new)
Additional paid-in capital

325,000
75,000
14,000
386,000

Entries to record the adoption of fresh-start
reporting and to eliminate the deficit:
Inventory
Property, plant, and equipment
Reorganization value in excess of amounts
allocable to identifiable assets
Gain on debt discharge
Additional paid-in capital
Goodwill
Deficit

AICPA Technical Practice Aids
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175,000
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B-5. The effect of the plan of reorganization on XYZ Company’s balance
sheet, as of June 30,19X2, is as follows:
Adjustments to Record
______ Confirmation of Plan______
Preconfirmation

Debt
discharge

$ 200,000
250,000
175,000

$(150,000)

Exchange
of stock

Fresh
Start

XYZ
Company’s
Reorganized
Balance
Sheet

Assets:
Current Assets
Cash
Receivables
Inventory
Assets to be disposed of
valued at market,
which is lower than cost
Other current assets

$

$ 50,000

25,000
25,000

25,000
25,000

675,000
Property, plant, and
equipment
Assets to be disposed of
valued at market, which
is lower than cost
Goodwill
Reorganization value in
excess of amounts alloc
able to identifiable assets

575,000

50,000

(150,000)

175,000

350,000

175,000

50,000
200,000

$1,100,000

50,000
250,000
225,000

50,000

(200,000)

$(150,000)

175,000

175,000

$ 200,000

$1,150,000

Liabilities and Shareholders’
Deficit:
Liabilities Not Subject to
Compromise Current
liabilities
Short-term borrowings
Current maturities of
senior debt
Accounts payable trade
Other liabilities
Liabilities Subject to
Compromise
Prepetition liabilities
IRS note
Senior debt, less current
maturities
Subordinated debt
Shareholders’ deficit:
Preferred stock
Additional paid-in capital
Common stock-old
Common stock-new
Retained earnings (deficit)

$

$

25,000

$

50,000

25,000
50,000
175,000
100,000

175,000
100,000

300,000

50,000

350,000

1,100,000

(1,100,000)
50,000

50,000

225,000
175,000

225,000
175,000

325,000

$(325,000)
386,000 $(351,000)
(75,000)
86,000
14,000
149,000
700,000
_________
(149,000)
215,000

75,000
(700,000)
__________

(300,000) 450,000
$1,100,000

0____ 200,000

$ (150,000) $0

$ 200,000

250,000
100,000

350,000
$1,150,000

B-6. The following illustrative footnote disclosure discusses the details of
XYZ Company’s confirmed plan of reorganization. In this illustration a tabular
presentation entitled “Plan of Reorganization Recovery Analysis” is incorpo
rated in the footnote. The plan of reorganization recovery analysis may alter
natively be presented as supplementary information to the financial
statements.
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Note X—Plan of Reorganization
On June 30,19X2, the Bankruptcy Court confirmed the Company’s plan of
reorganization. The confirmed plan provided for the following:
Secured Debt—The Company’s $300,000 of secured debt (secured by a first
mortgage lien on a building located in Nashville, Tennessee) was exchanged for
$150,000 in cash and a $150,000 secured note, payable in annual installments
of $27,300 commencing on June 1, 19X3, through June 1, 19X6, with interest
at 12% per annum, with the balance due on June 1,19X7.

Priority Tax Claims—Payroll and withholding taxes of $50,000 are payable
in equal annual installments commencing on July 1, 19X3, through July 1,
19X8, with interest at 11% per annum.

Senior Debt—The holders of approximately $275,000 of senior subordinated
secured notes received the following instruments in exchange for their notes:
(a) $87,000 in new senior secured debt, payable in annual installments of
$15,800 commencing March 1, 19X3, through March 1, 19X6, with interest at
12% per annum, secured by first liens on certain property, plants, and equip
ment, with the balance due on March 1,19X7; (b) $123,000 of subordinated debt
with interest at 14% per annum due in equal annual installments commencing
on October 1,19X3, through October 1,19X9, secured by second liens on certain
property, plant, and equipment; and (c) 11.4% of the new issue of outstanding
voting common stock of the Company.
Trade and Other Miscellaneous Claims—The holders of approximately
$225,000 of trade and other miscellaneous claims received the following for
their claims: (a) $38,000 in senior secured debt, payable in annual installments
of $6,900 commencing March 1,19X3, through March 1,19X6, with interest at
12% per annum, secured by first liens on certain property, plants, and equip
ment, with the balance due on March 1,19X7; (b) $52,000 of subordinated debt,
payable in equal annual installments commencing October 1, 19X3, through
October 1,19X8, with interest at 14% per annum; and (c) 25.7% of the new issue
of outstanding voting common stock of the Company.

Subordinated Debentures—The holders of approximately $250,000 of sub
ordinated unsecured debt received, in exchange for the debentures, 48.9% of
the new issue outstanding voting common stock of the Company.
Preferred Stock—The holders of3,250 shares of preferred stock received 12%
of the outstanding voting common stock of the new issue of the Company in
exchange for their preferred stock.

Common Stock—The holders of approximately 75,000 outstanding shares
of the Company’s existing common stock received, in exchange for their shares,
2% of the new outstanding voting common stock of the Company.

The Company accounted for the reorganization using fresh-start reporting.
Accordingly, all assets and liabilities are restated to reflect their reorganization
value, which approximates fair value at the date of reorganization. The follow
ing table (“Plan of Reorganization Recovery Analysis”) summarizes the adjust
ments required to record the reorganization and the issuance of the various
securities in connection with the implementation of the plan.
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$(25,000)

$1,100,000

$200,000

225,000
(45,000)
250,000
(79,000)
1,100,000
325,000
(283,000)
75,000
(68,000)
(700,000)
700,000

300,000
50,000
275,000

$ 300,000

_________

$150,000

$300,000

$150,000

_________

$300,000

The aggregate par value of the common stock issued under the plan is $100,000.

Total

Preferred stockholders
Common stockholders
Deficit

Postpetition liabilities
Claim/Interest
Secured debt
Priority tax claim
Senior debt
Trade and other miscellaneous
claims
Subordinated debentures

_________

$275,000

$50,000

38,000

87,000

$150,000

________

$50,000

100.0% $350,000

$175,000

_________

$1,300,000

___________

42,000
7,000
42,000
7,000
12.0
2.0
_____

180,000
80
171,000 68

100
100
91

100%

90,000
171,000

300,000
50,000
250,000

$ 300,000

Total Recovery
$
%

25.7
48.9

11.4% $ 40,000

_________

52,000

$123,000

Elimination ______________________________________________________________________________ *
o f Debt
Surviving
IRS
Senior
Subordinated Common Stock
and Equity
Debt
Cash
Note
Debt
Debt
%
Value

__________________________________________ Recovery

XYZ Company
Plan of Reorganization
Recovery Analysis
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Glossary
Absolute priority doctrine. A doctrine that provides that if an impaired class
does not vote in favor of a plan, the court may nevertheless confirm the
plan under the cram-down provisions of the Bankruptcy Code. The abso
lute priority doctrine is triggered when the cram-down provisions apply.
The doctrine states that all members of the senior class of creditors and
equity interests must be satisfied in full before the members of the second
senior class of creditors can receive anything, and the full satisfaction of
that class must occur before the third senior class of creditors may be
satisfied, and so on.

Administrative expenses (claims). Claims that receive priority over all other
unsecured claims in a bankruptcy case. Administrative claims (expenses)
include the actual, necessary costs and expenses of preserving the estate,
including wages, salaries, or commissions for services rendered after the
commencement of the case. Fees paid to professionals for services rendered
after the petition is filed are considered administrative expenses.

Allowed claim(s). The amount allowed by the Court as a claim against the
Estate. This amount may differ from the actual settlement amount.

Automatic stay provisions. Provisions causing the filing of a petition under
the Bankruptcy Code to automatically stay virtually all actions of creditors
to collect prepetition debts. As a result of the stay, no party, with minor
exceptions, having a security or adverse interest in the debtor’s property
can take any action that will interfere with the debtor or the debtor’s
property, regardless of where the property is located or who has possession,
until the stay is modified or removed.

Bankruptcy Code. A federal statute, enacted October 1, 1979, as title 11 of
the United States Code by the Bankruptcy Reform Act of 1978, that applies
to all cases filed on or after its enactment and that provides the basis for
the current federal bankruptcy system.

Bankruptcy Court. The United States Bankruptcy Court is an adjunct of the
United States District Courts. Under the jurisdiction of the District Court,
the Bankruptcy Court is generally responsible for cases filed under Chap
ters 7, 11,12, and 13 of the Bankruptcy Code.

Chapter 7. A liquidation, voluntarily or involuntarily initiated under the
provisions of the Bankruptcy Code, that provides for liquidation of the
business or the debtor’s estate.

Chapter 11. A reorganization action, either voluntarily or involuntarily initi
ated under the provisions of the Bankruptcy Code, that provides for a
reorganization of the debt and equity structure of the business and allows
the business to continue operations. A debtor may also file a plan of
liquidation under Chapter 11.

Claim. As defined by Section 101(4) of the Bankruptcy Code, (a) a right to
payment, regardless of whether the right is reduced to judgment, liquida
ted, unliquidated, fixed, contingent, matured, unmatured, disputed, undis
puted, legal, secured, or unsecured, or (6) a right to an equitable remedy
for breach of performance if such breach results in a right to payment,
regardless of whether the right is reduced to a fixed, contingent, matured,
unmatured, disputed, undisputed, secured, or unsecured right.
AICPA Technical Practice Aids
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Confirmed plan. An official approval by the court of a plan of reorganization
under a Chapter 11 proceeding that makes the plan binding on the debtors
and creditors. Before a plan is confirmed, it must satisfy eleven require
ments in section 1129(a) of the Bankruptcy Code.

Consenting classes. Classes of creditors or stockholders that approve the
proposed plan.

Cram-down provisions. Provisions requiring that for a plan to be confirmed,
a class of claims or interests must either accept the plan or not be impaired.
However, the Bankruptcy Code allows the Court under certain conditions
to confirm a plan even though an impaired class has not accepted the plan.
To do so, the plan must not discriminate unfairly and must be fair and
equitable to each class of claims or interests impaired under the plan that
have not accepted it. The Code states examples of conditions for secured
claims, unsecured claims, and stockholder interests in the fair and equita
ble requirement.

Debtor-in-possession. Existing management continuing to operate an entity
that has filed a petition under Chapter 11. The debtor-in-possession is
allowed to operate the business in all Chapter 11 cases unless the court,
for cause, authorizes the appointment of a trustee.

Disclosure statement. A written statement containing information approved
as adequate by the court. It is required to be presented by a party before
soliciting the acceptance or rejection of a plan of reorganization from
creditors and stockholders affected by the plan. Adequate information
means information of a kind, and in sufficient detail, as far as is reasonably
practicable in light of the nature and history of the debtor and the condition
of the debtor’s records, that would enable a hypothetical reasonable inves
tor typical of holders of claims or interests of the relevant class to make an
informed judgment about the plan.

Emerging entity (reorganized entity). An entity that has had its plan con
firmed and begins to operate as a new entity.

Impaired claims. In determining which class of creditors’ claims or stockhold
ers’ interests must approve the plan, it is first necessary to determine if
the class is impaired. A class of creditors’ claims or stockholders’ interests
under a plan is not impaired if the plan (a) leaves unaltered the legal,
equitable, and contractual right of a class, (b) cures defaults that lead to
acceleration of debt or equity interest, or (c) pays in cash the full amount
of the claim, or for equity interests, the greater of the fixed liquidation
preference or redemption price.

Nonconsenting class. A class of creditors or stockholders that does not ap
prove the proposed plan.

Obligations subject to compromise. Includes all prepetition liabilities
(claims) except those that will not be impaired under the plan, such as
claims where the value of the security interest is greater than the claim.

Petition. A document filed in a court of bankruptcy, initiating proceedings
under the Bankruptcy Code.

Plan (plan of reorganization). An agreement formulated in Chapter 11 pro
ceedings under the supervision of the Bankruptcy Court that enables the
debtor to continue in business. The plan, once confirmed, may affect the
rights of undersecured creditors, secured creditors, and stockholders as
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well as those of unsecured creditors. Before a plan is confirmed by the
Court, it must comply with general provisions of the Code. Those provisions
mandate, for example, that (a) the plan is feasible, (b) the plan is in the
best interest of the creditors, and, (c) if an impaired class does not accept
the plan, the plan must be determined to be fair and equitable before it can
be confirmed.

Postpetition liabilities. Liabilities incurred subsequent to the filing of a pe
tition that are not associated with prebankruptcy events. Thus, these
liabilities are not considered prepetition liabilities.

Prepetition liabilities. Liabilities that were incurred by an entity prior to its
filing of a petition for protection under the Code, including those considered
by the Bankruptcy Court to be prepetition claims, such as a rejection of a
lease for real property.

Reorganization items. Items of income, expense, gain, or loss that are real
ized or incurred by an entity because it is in reorganization.

Reorganization proceeding. A Chapter 11 case from the time at which the
petition is filed until the plan is confirmed.

Reorganization value. The value attributed to the reconstituted entity, as
well as the expected net realizable value of those assets that will be
disposed before reconstitution occurs. Therefore, this value is viewed as
the fair value of the entity before considering liabilities and approximates
the amount a willing buyer would pay for the assets of the entity immedi
ately after the restructuring.

Secured claim. A liability that is secured by collateral. A fully secured claim
is one where the value of the collateral is greater than the amount of the
claim.

Terminal value. Reorganization value calculated based on the discounting of
cash flows normally consists of three parts: (a) the discounted cash flows
determined for the forecast period, (b) residual value or terminal value,
and (c) the current value of any excess working capital or other assets that
are not needed in reorganization. Terminal or residual value represents
the present value of the business attributable to the period beyond the
forecast period.

Trustee. A person appointed by the Bankruptcy Court in certain situations
based on the facts of the case, not related to the size of the company or the
amount of unsecured debt outstanding, at the request of a party in interest
after a notice and hearing.

Undersecured claim (liability). A secured claim whose collateral is worth
less than the amount of the claim.

Unsecured claim (liability). A liability that is not secured by collateral. In the
case of an undersecured creditor, the excess of the secured claim over the
value of the collateral is an unsecured claim, unless the debtor elects in a
Chapter 11 proceeding to have the entire claim considered secured. The
term is generally used in bankruptcy to refer to unsecured claims that do
not receive priority under the Bankruptcy Code.
AICPA Technical Practice Aids
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Section 10,500

Statement of Position 92-1
Accounting for Real Estate
Syndication Income
February 6, 1992
NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the AICPA authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances.

Introduction
.01 This statement of position (SOP) provides guidance for the recognition
of income from real estate syndication activities. Syndication activities are
efforts to directly or indirectly sponsor the formation of entities that acquire
interests in real estate by raising funds from investors. As consideration for
their investments, the investors receive ownership of or other financial inter
ests in the sponsored entities.
.02 The sponsored entities are generally organized as limited partner
ships, trusts, or joint ventures, but they may also be organized in other forms.
For convenience, the term partnership is used in this SOP to refer to such
entities regardless of their form.

Scope
.03 This SOP applies to the recognition of income from real estate syndi
cation activities and to all entities that perform those activities. For purposes
of applying the guidance in this SOP, entities that perform real estate syndi
cation activities are syndicators regardless of whether their primary business
is related to real estate syndication. Entities that may function as syndicators
include real estate companies, brokers and dealers in securities, banks, savings
and loan associations, insurance companies, finance companies, and entities
organized solely to syndicate real estate.
.04 This SOP applies to the combined activities of entities in the consoli
dated or combined financial statements of syndicators, including those entities
in which the syndicators have investments accounted for under the equity
AICPA Technical Practice Aids
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method, as set forth in Accounting Principles Board (APB) Opinion No. 18, The
Equity Method of Accounting for Investments in Common Stock. However, it
does not apply to the separate financial statements of subsidiaries or affiliates
of syndicators, unless such entities are also considered to be syndicators on the
basis of the separate activities included in their consolidated or combined
financial statements. For example, this SOP does not apply to the separate
financial statements issued by a broker-dealer subsidiary of a syndicator if the
role of the subsidiary and its subsidiaries, if any, in the transaction is limited
to the sale of partnership interests.

.05 This SOP does not address accounting by the partnerships in which
the interests are syndicated, and it does not apply to syndications of assets
other than real estate.

Definitions
.06 Significant terms used in this SOP are defined as follows:
Blind pool or partially blind pool partnerships. Partnerships in which
investment units are sold before some or all of the properties to be acquired are
identified.

Flip transactions. Transactions in which syndicators acquire ownership
interests and resell them to the partnerships shortly thereafter.

Investor notes. Promissory notes, generally with full recourse, that are
payable by investors to partnerships in connection with purchases of partner
ship interests.
Ownership interests. Title to real estate or other interests in real estate,
such as partnership interests or shares in joint ventures; also, options or
contracts to acquire specified real estate or real estate interests.

Partnership notes. Notes payable to syndicators by partnerships in connec
tion with acquisitions of property or in payment of fees. Partnership notes may
be collateralized by investor notes, mortgages, or other Iiens against partner
ship assets.

Syndication activities. Efforts to directly or indirectly sponsor the forma
tion of entities that acquire interests in real estate by raising funds from
investors. As consideration for their investments, the investors receive owner
ship or other financial interests in the sponsored entities. For purposes of
applying the guidance in this SOP, all general partners in syndicated partner
ships are deemed to perform syndication activities.
Syndication (or securities-placement) fees. Compensation, including com
missions and reimbursement of expenses, for selling debt or equity interests in
partnerships. Such fees are generally paid in cash, notes, or partnership
interests.

Background
.07 In order to earn commissions and fees, syndicators perform a variety
of services and activities. For example, they organize partnerships, sell (syndi
cate) debt or equity interests in the partnerships to third parties, sell real
estate to the partnerships, arrange for the partnerships to purchase real estate
directly from (or sell it directly to) third parties, develop partnership proper
ties, supervise construction of partnership properties, raise or provide funds
for use by the partnerships, provide income or cash-flow guarantees to the
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partnerships, and provide initial and long-term property management services
to the partnerships. They also earn income from a variety of other sources, such
as incentive arrangements and participations in profits on future sales of real
estate by the partnerships.

.08 Syndicators may receive cash, notes or other receivables, partnership
interests, or rights to share in the proceeds of the sale or refinancing of the
properties. At the time of syndication, partnerships generally pay cash to the
syndicators for portions of their fees. The sources of the cash are generally
initial payments by the investors to the partnerships or proceeds of borrowings
secured by investor notes. Subsequent payments are expected to be made to
the syndicators based on the availability of cash from installments on investor
notes, partnership operations, mortgage refinancing, or sales of properties.

.09 Syndicators may arrange for partnerships to acquire properties in the
following ways:
•

By acquiring ownership interests and reselling them to the partner
ships in flip transactions

•

By selling to the partnerships properties that the syndicators already
own, or by transferring options or contracts to buy properties

•

By arranging for the partnerships to acquire the properties directly
from third parties

Selling prices may be greater than the syndicators’ acquisition costs, or the
syndicators may receive compensation for arranging the acquisitions.

.10 In some syndication transactions, the syndicators have substantial
risks of ownership in properties they sell to the partnerships or arrange for the
partnerships to acquire, as indicated by some or all of the following charac
teristics:
•

The partnerships make only nominal down payments.

•

The syndicators receive partnership notes that are subject to future
subordination by the partnerships to the claims of other creditors.

•

The syndicators, or affiliates of the syndicators, are general partners
in the partnerships.

•

The syndicators are obligated to or intend to continue supporting the
properties after syndication.

.11 In some syndication transactions, the syndicators market no-load
investment units.1 Some syndicators that sponsor such transactions initially
own the entire partnership and, after completing the syndication, generally
retain an ownership interest in the partnership. Other syndicators that do not
initially have an ownership interest in the partnership generally receive an
ownership interest in lieu of selling commissions. In addition, syndicators that
market no-load investment units pay expenses related to organization and
syndication activities in excess of contractual reimbursement allowances, such
as charges for lawyers and broker-dealers. Such syndicators generally expect
1 The North American Securities Administrators’ Association, Inc. (NASAA) defines a carried
interest in the “Real Estate Programs” section of its Statements ofPolicy as an equity interest (other
than a “promotional interest”) that participates in all allocations and distributions and for which full
consideration is neither paid nor to be paid. A syndication in which the syndicator receives a carried
interest is known in the industry as a “no load” offering.
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to recover their costs by charging fees for various other services, such as
property acquisition and asset management.

.12 Investors in partnerships expect to realize appreciation, earn operat
ing income, receive distributions of cash, obtain tax benefits, or obtain some or
all of those benefits. The interests in real estate may be represented by direct
ownership, mortgages, master leases, sale-leasebacks, or options to acquire
real estate. Some partnership agreements require investors to pay their total
capital contributions to the partnerships immediately; others require the
investors to pay some cash immediately and permit them to issue investor
notes to the partnerships for the balance.

Current Practice
.13 Syndicators use various methods of accounting for income from syn
dications. Some recognize profit on the sales of real estate in conformity with
Financial Accounting Standards Board (FASB) Statement No. 66, Accounting
for Sales of Real Estate, and recognize additional fee income either as part of
the real estate sales transactions or separately. Others believe that FASB
Statement No. 66 does not apply to syndication transactions, and they either
recognize all syndication profits immediately upon entering into the syndica
tion transaction or follow methods based on discounting cash flows.
.14 Some syndicators that apply FASB Statement No. 66 to syndication
transactions in which they sell real estate to the partnerships do not apply it
to syndication transactions in which they do not have ownership interests in
the real estate acquired by the partnerships.

.15 Some syndicators do not apply FASB Statement No. 66 to flip trans
actions because they believe the brief ownership period involved in a flip
transaction is not substantive.

.16 Syndicators that use discounted cash-flow methods include in re
ported revenue the discounted amounts of expected cash flows from partner
ships. The discount rates are determined by reference to the estimated market
rate of interest, using APB Opinion No. 21, Interest on Receivables and Pay
ables, as guidance. Discounts or premiums on notes are determined to the
extent that the stated or implicit interest rates of the notes differ from the
market rates of interest. Some syndicators use the stated payment periods of
principal and interest in determining the timing of the expected cash flows
from the notes, whereas others use anticipated payment dates corresponding
to the dates on which the syndicators expect the properties to be sold.
.17 Some syndicators determine the projected depreciated cost of the
properties and subtract the estimated balances of senior mortgage debt at the
properties’ anticipated dates of disposal (before the maturity of partnership
notes). The difference is discounted to determine the amounts at which the
partnership notes should be carried.
.18 Syndicators that use discounted cash-flow methods recognize the
discounted amounts of notes received from partnerships as income at the time
capital is raised from investors in the partnerships. In subsequent periods,
discounts or premiums on the notes, if any, are recognized in income ratably
using the interest method.
.19 Some syndicators recognize all revenue as of the date of syndication.
Others use the guidance in FASB Statement No. 66 and, because of continuing
involvement, defer recognizing some portion of the revenue.
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.20 Some syndicators use the criteria in FASB Statement No. 66 to
account for fee revenue from real estate syndication transactions because they
believe the transactions are, in substance, sales of real estate.
.21 Some syndicators that account for fees by applying the revenue-recog
nition criteria in FASB Statement No. 66 exclude from the sales value of the
properties, as the term sales value is defined in paragraph 7 of that Statement,
some or all of the fees charged to the partnerships. Accordingly, they do not
include the related payments of such fees in determining whether the buyers’
initial and continuing investments in the properties are adequate for the seller
to recognize profit in full on the sales. Other syndicators include all fees and
related payments in determining sales value and in assessing whether the
buyers’ initial and continuing investment criteria have been met.

.22 Syndicators of blind pool or partially blind pool transactions are often
entitled to nonrefundable syndication fees at the time of syndication, which
would generally be before some or all of the properties are acquired by the
partnerships. The general practice is to recognize nonrefundable syndication
fees or partnership interests in income when received if there will be adequate
fees to compensate the syndicators for whatever future services they may have
to perform for the partnerships.
.23 Syndicators may receive or retain partnership interests as compensa
tion for services. Some syndicators do not record their partnership interests,
and others record them based principally on the following amounts:

•

Estimated fair values

•

The proportionate shares of (a) the amounts at which the syndicators
carried the properties, if the syndicators had ownership interests in
the properties, or (6) the partnerships’ acquisition costs, if the syndi
cators never had ownership interests in the properties

•

The costs incurred by the syndicators in excess of amounts charged to
the partnerships

•

Nominal amounts

Conclusions
.24 The following conclusions should be read in conjunction with the
“Discussion of Conclusions and Implementation Guidance,” beginning with
paragraph .40 of this SOP, which explains the bases for the conclusions and
provides guidance for implementing them.

Applicability of FASB Statement No. 66 to Syndication Activities
.25 FASB Statement No. 66 applies to the recognition of profit on the sale
of real estate by syndicators to partnerships. This SOP concludes that the
guidance in FASB Statement No. 66 should also be applied to the recognition
of profit on real estate syndication transactions even if the syndicators never
had ownership interests in the properties acquired by the real estate partner
ships. For purposes of applying the profit recognition criteria of FASB State
ment No. 66 to transactions in which syndicators never had such ownership
interests, the syndicators should recognize profit on the transactions in the
same way that they would have recognized such profit had they acquired the
real estate and sold it to the partnerships.
AICPA Technical Practice Aids
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Determining the Sales Value of Property and Fee Income
.26 All fees charged by syndicators should be included in the determina
tion of sales value in applying FASB Statement No. 66, except (a) fees for which
future services must be performed and (b) syndication fees. FASB Statement
No. 66 does not apply to the recognition of fees excluded from sales value.
.27 Fees for Future Services. Syndicators should recognize fees for fu
ture services when they render the services. If fees designated for future
services are excessive or inadequate, they should be adjusted for accounting
purposes and the adjustments should be allocated to or from the real estate
sales portion of the transaction. However, the buyer’s initial and continuing
investment should not include cash payments on amounts reallocated from
fees for future services until the services have been performed.
.28 Syndication Fees. Syndicators should not recognize syndication fees
until the earnings process is complete and collectibility is reasonably assured.
Further, if a syndicator receives or retains a partnership interest as compen
sation for a portion of the syndication fee, the profit recognized on that portion
of the fee should not exceed the amount that would be recognized by applying
partial sale accounting to the underlying partnership interest, as set forth in
paragraph .38 of this SOP.
.29 If stated syndication fees are not reasonable, they should be adjusted
for accounting purposes to amounts that are reasonable, and the adjustments
should be allocated to or from the real estate sales portion of the transaction.
Guidance on accounting for nonrefundable fees received from blind pools before
property acquisition is provided in paragraph .32 of this SOP.

.30 The syndication fee for a transaction, which consists of cash and the
value of any notes or partnership interests designated as consideration for the
syndication fee, is reasonable if it falls within the range of syndication fees
charged by independent brokers in similar transactions and is at least ade
quate to reimburse the syndicator for amounts paid to independent brokers or
other third parties associated with the transaction. The range of reasonable
fees can generally be determined by reference to various sources, including
independent brokers, publicly offered transactions, and industry-monitoring
reports.
.31 If, in addition to cash or notes, a syndicator receives a partnership
interest as compensation for the syndication fee, the syndicator should include
the value of the partnership interest in determining the reasonableness of the
syndication fee. If the amount of the syndication fee is determined not to be
reasonable, the fee should be adjusted for accounting purposes, as described in
paragraph .29 of this SOP. However, the adjustment should not reduce the
syndication fee by more than the sum of the cash and notes received for the
syndication fee. Further, the syndication fee should not be adjusted if all, or
substantially all, of the compensation to the syndicator consists of partnership
interests received or retained, as in the no-load transactions discussed in
paragraph .11 of this SOP.

Accounting for Nonrefundable Fees Received From Blind Pools
Before Property Acquisition
.32 Syndication fees received from blind pool transactions should be
recognized in income ratably as the syndication partnership invests in prop
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erty acquisitions, but only to the extent that the syndication fees are nonrefundable and meet all conditions for recognition in income, as set forth in
paragraphs .28 to .31 of this SOP.

Exposure to Losses or Costs From Syndicator Involvement and
Collectibility Risk
.33 If syndicators are exposed to future losses or costs from (a) material
involvement with the properties, partnerships, or partners or (b) uncertainties
regarding the collectibility of partnership notes, they should defer income
recognition on syndication fees and fees for future services until the losses or
costs can be reasonably estimated. Syndicators should reduce income recog
nized by the estimated losses or costs. The guidance in paragraphs 29 and 30
of FASB Statement No. 66 should be used in estimating potential losses or
costs of support obligations. If such losses or costs cannot be estimated, the
income recognized should be reduced by the maximum exposure. Paragraphs
.61 to .63 of this SOP provide examples of syndicator involvement and uncer
tainties surrounding the collectibility of partnership notes that should be
considered in recognizing real estate syndication income.

Allocating Cash Payments
.34 For the purpose of determining whether buyers’ initial and continuing
investments satisfy the requirements for recognizing profit in full in conform
ity with FASB Statement No. 66, cash received by syndicators should be
allocated to unpaid syndication fees before being allocated to the initial and
continuing investment. After the syndication fee has been fully paid, additional
cash received should be allocated to unpaid fees for future services, to the
extent that those serviceshave been performed by the time the cash is received,
before being allocated to the initial and continuing investment.

.35 If, at or near the time of syndication, syndicators pay cash or uncon
ditionally commit to pay cash to the partners or partnerships or to third parties
on behalf of the partners or partnerships, the syndicators should account for
those amounts as reductions of cash received from the partnerships, rather
than as separate cash outlays.

Recognition of Partnership Interests Received or Retained
.36 This SOP amends paragraph 32 of SOP 78-9, Accounting for Invest
ments in Real Estate Ventures [section 10,240.32], which requires the investor’s
costs of services or intangibles contributed to a partnership or joint venture to
be allocated to the cost of the investment. The following footnote is appended
to paragraph 32 of that SOP immediately following the paragraph heading
“Contribution of Services or Intangibles”:
•

The provisions of this paragraph do not apply to real estate syndication
activities in which the syndicators receive or retain partnership interests. Such
activities are discussed in SOP 92-1, Accounting for Real Estate Syndication
Income.

.37 Participation in Future Profits Without Risk of Loss. If syndicators
receive or retain limited partnership interests that are subordinate for any
distributions to the majority class of ownership interests, they should generally
account for the interests as participations in future profits without risk of loss.
Profits should be recognized when they are realized, in conformity with para
graph 43 of FASB Statement No. 66.
AICPA Technical Practice Aids

§10,500.37

19,458

Statements of Position

.38 Partial Sale. If the partnership interests received by the syndicators
have the same pro rata rights as the majority class of ownership interests for
all distributions, the syndicators should account for their partnership interests
as retained interests from partial sales of real estate, in conformity with FASB
Statement No. 66, regardless of whether the syndicators ever held title to the
underlying properties. Syndication fees should be accounted for as set forth in
paragraphs .28 to .31 of this SOP.

Effective Date and Transition
.39 The recommendations in this SOP should be applied to transactions
for which the initial closing with investors occurs after March 15,1992. Earlier
application is encouraged for financial statements that have not been pre
viously issued.

Discussion of Conclusions and
Implementation Guidance
.40 The following discussion explains the bases for the conclusions
reached in this SOP and provides implementation guidance.

Applicability of FASB Statement No. 66 to Syndication Activities
.41 In some syndication transactions, the syndicator acquires the proper
ties, or options to acquire the properties, and sells them to the partnership.
Paragraph 1 of FASB Statement No. 66 indicates that such real estate sales
transactions are within the scope of that Statement, as follows: “This State
ment establishes standards for recognition of profit on all real estate sales
transactions without regard to the nature of the seller’s business.” Ownership
interests provide evidence that syndicators are sellers of real estate, and FASB
Statement No. 66 therefore applies to real estate syndication transactions in
which ownership interests in properties pass from the syndicators to the
partnerships. FASB Statement No. 66 does not specify the duration of owner
ship, so it applies as much to a brief ownership as to a lengthy one.
.42 In other transactions, the syndicator arranges for the partnership to
acquire the property from a third party without ever having acquired the
property or an option to acquire the property. Although the form of such
transactions differs from those described previously, the substance is the same:
The syndicator is primarily compensated for arranging the acquisition of
property by the partnership and for arranging the sale of partnership shares
to investors. Accordingly, this SOP takes the position that the guidance in
FASB Statement No. 66 should be applied to the recognition of profit on real
estate syndication transactions even if the syndicators never had ownership
interests in the properties acquired by the real estate partnerships.

.43 The following describes how a syndicator should apply the profit-rec
ognition criteria in FASB Statement No. 66 to a real estate syndication
transaction in which a partnership acquires real estate from a third party
rather than from the syndicator:
•

The syndicator should impute a purchase of the real estate from the
third party at the amount paid by the partnership to the third party.
The syndicator should also impute a corresponding sale of the real
estate to the partnership at the same price.
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•

Except for fees for which future services must be performed and
syndication fees, all fees charged by the syndicator to the partnership
as part of the syndication transaction should be added to the sales price
in the imputed sales transaction to arrive at the deemed sales value
of the real estate syndication transaction.

•

The syndicator should recognize profit on the real estate syndication
transaction to the extent that profit could be recognized in conformity
with FASB Statement No. 66 on an otherwise identical transaction
with the deemed sales value described in the preceding bullet. In
determining whether the partnership would meet the initial and
continuing investment criteria for recognition of profit in full on the
imputed sales transaction, as described in paragraphs 11 and 12 of
FASB Statement No. 66, the syndicator should include amounts paid
by the partnership to the third party on the real estate sale.

Example lb of appendix B of this SOP [paragraph .73] illustrates the account
ing methods described previously.

Determining the Sales Value of Property and Fee Income
.44 Paragraph 7 of FASB Statement No. 66 states that sales value is
determined by—
a.

Adding to the stated sales price the proceeds from the issuance of a
real estate option that is exercised and other payments that are in
substance additional sales proceeds. These nominally may be man
agement fees, points, or prepaid interest or fees that are required to
be maintained in an advance status and applied against the amounts
due to the seller at a later date. [Emphasis added.]

b.

Subtracting from the sale price a discount to reduce the receivable
to its present value and by the net present value of services that the
seller commits to perform without compensation or by the net present
value of the services in excess of the compensation that will be
received.

.45 In reviewing fees charged in connection with syndication transac
tions, the Real Estate Committee found that syndication fees and fees for
future services are the only fees that are consistently separable from the
corresponding real estate sales transaction. This SOP therefore concludes that
all other fees should be included in the calculation of sales value, as described
in part a of the foregoing quotation. This SOP also concludes that fees for future
services associated with syndication transactions should be accounted for in
the same manner as similar fees associated with real estate sales transactions,
as described in part b of the foregoing quotation. Guidance on accounting for
syndication fees is provided in paragraphs .28 to .31 of this SOP.

.46 Fees for Future Services. Fees for future services excluded from
sales value include fees for managing properties and brokerage commissions
on sales of properties by partnerships but do not include fees directly related
to the acquisition or initial financing of syndication properties, such as cash
flow guarantee fees, initial loan fees, and rent-up guarantee fees.
.47 Fees for future services that are deemed to be excessive or inadequate
should be adjusted for accounting purposes. If the fees for future services are
deemed to be excessive, the adjustments reduce amounts accounted for as fees
for future services, and the sales value of the real estate is adjusted upward.
However, until the services are performed, the syndicator remains contractu
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ally obligated to the partnership for the stated amount of the fees for future
services regardless of whether they have been reallocated to sales value for
reporting purposes. Payments made in consideration of such services are thus
not included in the determination of the buyer’s initial and continuing invest
ment until the services are performed.
.48 Conversely, if the fees are deemed to be inadequate, the adjustments
increase amounts accounted for as fees for future services. The sales value of
the real estate is adjusted downward, because the real estate sales price is
assumed to be overstated by the amount by which the fees for future services
are understated. Furthermore, the payments made on the portion of sales
value reallocated to fees for future services are not considered in evaluating
whether the buyer has demonstrated a commitment to pay for the real estate,
as described in paragraph 8 of FASB Statement No. 66. Profit is recognized on
the amounts reallocated to the fees as the services are performed.
.49 Syndication Fees. This SOP recommends excluding syndication fees
from sales value because they relate to the raising of equity rather than to the
acquisition or operation of property. Recognition of syndication fees in income
on completion of the earnings process is consistent with paragraph 11 of FASB
Statement No. 91, Accounting for Nonrefundable Fees and Costs Associated
with Originating or Acquiring Loans and Initial Direct Costs of Leases, which
states that the “enterprise managing a loan syndication (the syndicator) shall
recognize loan syndication fees when the syndication is complete.”

.50 Syndication fees are usually paid in cash at the time of syndication,
and thus, their inclusion in sales value would unsoundly accelerate recognition
of income on the real estate transaction, because the cash received would be
included in calculating the down payment on the transaction, as provided in
paragraph 8 of FASB Statement No. 66.
.51 This SOP recommends adjusting unreasonable stated syndication
fees for accounting purposes to amounts that are reasonable, and allocating the
adjustments to the real estate sales portion of the transaction. Such adjust
ments are necessary to account for the substance of the transaction.

.52 Syndication fees are generally based on a percentage of funds raised
from investors. The variety of real estate syndication transactions precludes
the applicability of a particular rate of syndication fee in all circumstances. For
example, the rate may be affected by—
•

The size of the offering.

•

The effort expected to be required to market the offering.

•

The tax consequences to the partnership and to the investors.

•

The stated syndication fees in similar syndication transactions.

•

Regulatory constraints.

•

Any payments to independent brokers or other independent third
parties associated with the transaction.

•

Any costs incurred in connection with the syndication, such as the
preparation of offering circulars or prospectuses.

•

The choice of a public or private offering.

•

The existence of competitors.

. 53 If the adjustments increase amounts accounted for as syndication
fees, the sales value of the real estate is adjusted downward because the real
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estate sales price is considered to be overstated by the amount by which the
syndication fees are understated. The adjustments reduce the sales value of
the real estate, and the payments made on the portion of sales value reallo
cated to syndication fees are not considered in evaluating whether the partner
ship has demonstrated a commitment to pay for the real estate, as described
in paragraph 8 of FASB Statement No. 66, because such payments do not give
the partnership an increased stake in the property.
. 54 Conversely, if adjustments reduce amounts accounted for as syndica
tion fees, the sales value of the real estate is adjusted upward, and the
payments made on the portion of sales value reallocated from syndication fees
are accounted for as part of the partnership’s initial or continuing investment
in the property, because such payments create an increased stake in the
property from the partnership’s perspective.

. 55 Example 2 in appendix B of this SOP [paragraph .73] illustrates
transactions in which syndication fees are adjusted.

. 56 Syndication fees should not be adjusted in transactions in which
partnership interests are received or retained by the syndicators in lieu of cash
syndication fees, as in the no-load transactions discussed in paragraph .11 of
this SOP, because the partnership interests represent the total compensation
to which the syndicator is entitled, unless additional future services are
performed. To be consistent with that guidance, this SOP prohibits adjustment
of the syndication fee by more than the sum of the cash and notes received for
the syndication fee.
. 57 All Other Fees. All fees charged by syndicators, other than syndica
tion fees and fees for which future services must be performed, are included in
the determination of sales value, in conformity with FASB Statement No. 66,
because they cannot be consistently distinguished from the corresponding real
estate transaction as discussed in paragraph .44 of this SOP.

Accounting for Nonrefundable Fees Received From Blind Pools
Before Property Acquisition
. 58 In blind pool and partially blind pool syndications, partnerships gen
erally pay syndication fees to syndicators, or promise to pay them, before the
syndicators acquire properties for the partnerships. Such fees are usually
stated separately from the property acquisition fees.
. 59 Although the syndication fees may be contractually nonrefundable
even if the syndicators do not ultimately locate properties to acquire, a syndi
cator that could not successfully complete that phase of the transaction would
soon be out of business. As a result, the earnings process is incomplete until
both the partnership shares are sold and the corresponding properties are
acquired.

. 60 If the syndicator arranges for the partnership to acquire a property in
which the syndicator has or expects to have significant involvement, or if the
syndicator has a history of such transactions, revenue recognition should be
deferred for all fees related to all properties, in conformity with the guidance
in the following section.

Exposure to Losses or Costs From Syndicator Involvement and
Collectibility Risk
. 61 If syndicators are exposed to future losses or costs from (a) material
involvement with the properties, partnerships, or partners or (b) uncertainties
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regarding the collectibility of partnership notes, they should defer income
recognition on syndication fees and fees for future services until the losses or
costs can be reasonably estimated. This SOP recommends that the syndicators
reduce income recognized by the estimated losses or costs. The guidance in
paragraphs 29 and 30 of FASB Statement No. 66 is used in estimating
potential losses or costs of support obligations. If such losses or costs cannot be
estimated, the income recognized should be reduced by the maximum expo
sure.
. 62 Involvement. The following scenarios describe some common forms
of involvement that may expose syndicators to future losses or costs:

•

The syndicator agrees to reimburse the partnership or partners for
any loss of amounts invested.

•

The syndicator guarantees a minimum return on amounts invested by
the partnership or partners.

•

The syndicator is required to operate properties belonging to the
partnership or partners, or to support the operations of those proper
ties, at its own risk.

•

The syndicator is required to construct or renovate properties ac
quired, or to be acquired, by the partnership or partners.

•

The syndicator guarantees obligations or debt of the partnership or
partners.

. 63 Collectibility. The following factors associated with syndication
transactions may expose syndicators to future losses or costs beyond those
normally associated with the collection of receivables:

•

Collection may depend primarily on income, cash flows, gain on sale,
or gain on refinancing, which are affected by future events that cannot
be assured.

•

Minimal levels of capital in the partnership, coupled with operating
losses, may dilute the equity of the partnership in the property to such
an extent that the risk of loss by default no longer sufficiently moti
vates the partnership or partners to honor their obligations to the
syndicators.

•

Certain partnership notes (for example, notes in payment of syndica
tion fees) may be unsecured or may otherwise be subject to future
subordination, as described in paragraph 17 of FASB Statement No.
66. Syndicators should determine whether any notes accounted for as
proceeds of real estate sales are subject to future subordination,
particularly if notes originally designated for payment of syndication
fees are adjusted and reclassified as sales proceeds in conformity with
paragraphs .28 to .31 of this SOP.

Allocating Cash Payments
.64 Because syndication fees have historically been paid in cash at the
time of syndication, all payments should be allocated to unpaid syndication
fees before being allocated to any other unpaid amounts. After the syndication
fee has been fully paid, additional cash received should be allocated to unpaid
fees for future services excluded from sales value, to the extent those services
have been performed by the time the cash is received, before being allocated to
the initial and continuing investment and to fees included in sales value. Such

§10,500.62

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

19,463

Real Estate Syndication Income

additional cash received does not demonstrate an additional commitment to
pay for the property, as described in paragraph 8 of FASB Statement No. 66,
and applying it to the initial and continuing investment would thereby un
soundly accelerate the recognition of profit in full on the real estate sales
portion of the transaction.
.65 Some transactions provide for syndicators to both receive cash from
the partnerships and pay cash to them. Payments received by syndicators in
such transactions may effectively be refundable to the extent that the syndica
tors later make payments to the partnerships. Consequently, if the syndicators
pay cash to the partnerships or unconditionally commit to pay cash at or near
the time of syndication, the syndicators should account for those amounts as
reductions of cash already received from the partnerships, rather than as
separate cash outlays. The reductions are allocated first to partnership down
payment, next to other fees excluded from sales value to the extent performed,
and last to syndication fees.

Recognition of Partnership Interests Received or Retained
.66 As stated in paragraph .36 of this SOP, syndication services for which
partnership interests are received or retained are not contributions of services
to the partnership, as described in paragraph 32 of SOP 78-9 [section
10,240.32], They are, instead, services for which a syndication fee is paid
through receipt or retention of the partnership interest. Such accounting is
consistent with the premise of this SOP that the guidance in FASB Statement
No. 66 should be applied to the recognition of profit on real estate syndication
transactions.
.67 Participation in Future Profits Without Risk of Loss. Transfers of
subordinate limited partnership interests by partnerships to syndicators are
similar to transfers of rights to participate in future profits without risk of loss.
The syndicators’ profits are contingent upon the ability of the partnerships to
produce sufficient profits to pay their majority security holders, and the
syndicators are not liable for partnership losses. Paragraph 43 of FASB State
ment No. 66 provides the following guidance for accounting for participations
in future profits without risk of loss:
If the transaction otherwise qualifies for recognition of profit by the full accrual
method, the transfer of risks and rewards of ownership and absence of continu
ing involvement criterion shall be considered met. The contingent future profits
shall be recognized when they are realized. [Footnote omitted.]

.68 Partial Sale. In general, syndicators should recognize as retained
interests from partial sales of real estate those partnership interests received
or retained that have the same pro rata rights as the majority class of
ownership interests for all distributions. Partnership interests are typically
received or retained as compensation for selling properties to partnerships,
arranging sales of properties to partnerships by independent third parties, or
performing other services in connection with syndication transactions.
.69 If a syndicator receives or retains a partnership interest as compen
sation for syndication services performed, the syndication fee for performing
the services should be accounted for as follows:

a.

All real estate owned by the partnership should be assumed to have
been sold to the partnership by the syndicator, as described in
paragraph .25 of this SOP.
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b.

The partnership interest received or retained by the syndicator
should be accounted for as a retained interest from a partial sale of
the real estate by the syndicator to the partnership, as described in
paragraph .38 of this SOP.

c.

The amount of profit recognized as the syndication fee should be
equal to the carrying amount of such a retained interest.

.7 0 Paragraph 33 of FASB Statement No. 66 states that a “sale is a partial
sale if the seller retains an equity interest in the property or has an equity
interest in the buyer.” That Statement requires the use of partial sale account
ing if properties acquired by the partnerships are owned by the syndicators
before the syndication transactions. As noted in the preceding paragraph and
in paragraph .25 of this SOP, even if a syndicator never owns a property and,
for example, a transaction is a sale of securities, the guidance in FASB
Statement No. 66 should be applied if real estate is the principal underlying
asset.
.7 1 If a syndicator receives or retains a general partnership interest in a
limited partnership as consideration for the portion of the syndication transac
tion classified as a real estate sale, the syndicator should recognize any
associated profit in conformity with FASB Statement No. 66. Receipt or reten
tion of a general partnership interest may expose a syndicator to losses or costs
that should be evaluated as described in paragraphs .33 and .61 to .63 of this
SOP.
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Appendix A
Other Relevant Literature
A-l. This appendix provides background information on literature dis
cussed only briefly in the body of this SOP. It also discusses literature that is
not cited in the body of this SOP but that may be relevant, directly or by analogy,
to the recognition of income from syndication activities.

FASB Statement No. 5, Accounting for Contingencies
A-2. Paragraph 17 of FASB Statement No. 5, Accounting for Contingencies,
states: “Contingencies that might result in gains usually are not reflected in
the accounts since to do so might be to recognize revenue prior to its realization.”

FASB Statement No. 13, Accounting for Leases
A-3. FASB Statement No. 13, Accounting for Leases, specifies the account
ing by lessors of residual interests in real and personal property leased under
leases accounted for as sales-type and direct financing leases. In general,
unguaranteed residual values are determined at the inceptions of the leases,
thereby affecting the amounts of income to be recognized over the lease terms.
Residual values are required to be reviewed at least annually, and downward
adjustments made currently, if declines in estimated residual values are
deemed to be other than temporary.

FASB Statement No. 66, Accounting for Sales of Real Estate
A-4. Paragraphs 29 and 30 of FASB Statement No. 66 provide the following
guidance for estimating potential costs of support obligations:
29. The seller is required to initiate or support operations or continue to
operate the property at its own risk, or may be presumed to have such a risk, for
an extended period, for a specified limited period, or until a specified level of
operations has been obtained, for example, until rentals of a property are
sufficient to cover operating expenses and debt service. If support is required or
presumed to be required10 for an extended period of time, the transaction shall
be accounted for as a financing, leasing, or profit-sharing arrangement. If
support is required or presumed to be required for a limited time, profit on the
sale shall be recognized on the basis of performance of the services required.
Performance of those services shall be measured by the costs incurred and to
be incurred over the period during which the services are performed. Profit
shall begin to be recognized when there is reasonable assurance that future
rent receipts will cover operating expenses and debt service including payments
due the seller under the terms of the transaction. Reasonable assurance that
rentals will be adequate would be indicated by objective information regarding
occupancy levels and rental rates in the immediate area. In assessing whether
rentals will be adequate to justify recognition of profit, total estimated future
rent receipts of the property shall be reduced by one-third as a reasonable safety
10 Support shall be presumed to be required if: (a) a seller obtains an interest as a general
partner in a limited partnership that acquires an interest in the property sold; (b) a seller retains an
equity interest in the property, such as an undivided interest or an equity interest in a joint venture
that holds an interest in the property; (c) a seller holds a receivable from a buyer for a significant part
of the sales price and collection of the receivable depends on the operation of the property; or (d) a
seller agrees to manage the property for the buyer on terms not usual for the services to be rendered,
and the agreement is not terminable by either the seller or the buyer.
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factor unless the amount so computed is less than the rents to be received from
signed leases. In this event, the rents from signed leases shall be substituted
for the computed amount....
30. Ifthe sales contract does not stipulate the period during which the seller
is obligated to support operations of the property, support shall be presumed
for at least two years from the time of initial rental unless actual rental
operations cover operating expenses, debt service, and other contractual com
mitments before that time. If the seller is contractually obligated for a longer
time, profit recognition shall continue on the basis of performance until the
obligation expires.

FASB Technical Bulletin No. 88-1, Issues Relating to Accounting

for Leases
A-5. Paragraphs 21 and 22 of FASB Technical Bulletin No. 88-1, Issues
Related to Accounting for Leases, requires “wrap lease” transactions to be
accounted for in the following manner:
Question 5
21. An enterprise purchases an asset, leases the asset to a lessee, obtains
nonrecourse financing using the lease rentals or the lease rentals and the asset
as collateral, sells the asset subject to the lease and the nonrecourse debt to a
third-party investor, and leases the asset back while remaining the substantive
principal lessor under the original lease (commonly referred to as a wrap lease
transaction). Other than as required by Statement 13, as amended by State
ments 28, 66, and 98, should an enterprise ever recognize any profit on the
wrap lease transaction at its inception? If not, how should the enterprise
account for the transaction?

Response

22. If the property involved is real estate, the provisions of Statement 98
apply to the sale-leaseback transaction. If the property involved is not real
estate, the enterprise should account for the transaction as a sale-leaseback
transaction. If the property involved is not real estate, the enterprise should
account for the transaction as a sale-leaseback transaction in accordance with
paragraphs 32-34 of Statement 13, as amended, and the lease to the end user
should be accounted for as a sublease in accordance with paragraph 36 of
Statement 13. Under Statement 13 the asset should be removed from the books
of the original enterprise, the leaseback should be classified in accordance with
paragraph 6 of Statement 13, and any gain on the transaction should be
recognized or deferred and amortized in accordance with paragraph 33 of
Statement 13, as amended. The enterprise would also reflect the retained
residual interest, gross sublease receivable, nonrecourse third-party debt, the
leaseback obligation, and the note receivable from the investor in the statement
of financial position. As in accounting for a money-over-money lease transaction
. . ., the sublease asset and the related nonrecourse debt should not be offset in
the statement of financial position unless a right of setoff exists.

AICPA Statement of Position No. 78-9, Accounting for

Investments in Real Estate Ventures
A-6. SOP 78-9 [section 10,240] provides guidance on accounting for invest
ments in real estate ventures in financial statements prepared in conformity
with generally accepted accounting principles. Paragraph 32 [section
10,240.32] states the following:
Contribution of Services or Intangibles. The division believes the accounting
considerations that apply to real property contributed to a partnership or joint
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venture also apply to contributions of services or intangibles. The investor’s
cost of such services or intangibles to be allocated to the cost of the investment
should be determined by the investor in the same manner as for an investment
in a wholly owned real estate project.

A-7. Paragraph 37 [section 10,240.37] states the following:
If services are performed for a venture by an investor and their cost is
capitalized by the venture, profit may be recognized by the investor to the extent
attributable to the outside interests in the venture if the following conditions
are met:

a. The substance of the transaction does not significantly differ from
its form.
b. There are no substantial uncertainties about the ability of the inves
tor to complete performance (as may be the case if the investor
lacks experience in the business of the venture) or the total cost
of services to be rendered.
c. There is a reasonable expectation that the other investors will bear
their share of losses, if any.
The method of recognizing income from services rendered should be consistent
with the method followed for services performed for unrelated parties.

FASB Emerging Issues Task Force Issue No. 85-37, Recognition
of Notes Received for Real Estate Syndication Activities
A-8. Issue No. 85-37, Recognition of Notes Received for Real Estate Syndi
cation Activities, discusses a number of methods of accounting for syndication
transactions, including a method described as the “cash method,” under which
no carrying amount is recorded for notes receivable by syndicators from the
partnerships except for portions of the notes that will be paid from the proceeds
of the investors’ contributions. The Emerging Issues Task Force (EITF) did not
reach a consensus on the issue and referred it to the AICPA Real Estate
Committee. However, the Securities and Exchange Commission (SEC) observer
attending the EITF meeting stated that without a task force consensus, the
SEC staff would challenge registrants that use a method other than the cash
method. He also stated that the SEC objects to extending the 1980 AICPA
Issues Paper Accounting by Lease Brokers to activities other than those of lease
brokers. The SEC staff has also specifically objected to accretion of income on
purchased, unguaranteed lease residuals and to income recognition and accre
tion of income on residual interests, realization of which depends on transac
tions whose occurrence in the future and whose terms are currently only
anticipated.

AICPA Issues Paper, Accounting by Lease Brokers
A-9. The 1980 AICPA Issues Paper, Accounting by Lease Brokers, explicitly
applies to equipment-leasing transactions, but the paper has been applied to
real estate syndication transactions by analogy. Under lease-broker account
ing, income is recognized at the inception of a lease based on cash received and
the discounted amount of the expected residual (subject to an assessment of
realizability). Until the FASB issued Technical Bulletin No. 86-2, Accounting
for an Interest in the Residual Value of a Leased Asset, the residual could be
accreted until realized. The amount of income to be recognized at the inception
of a lease in money-over-money lease brokerage transactions was significantly
restricted in FASB Technical Bulletin No. 88-1.
AICPA Technical Practice Aids
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Appendix B
Examples
Example 1
B-l. The following examples illustrate the determination of sales value,
the allocation of cash payments, and the calculation of syndication fees, as
described in paragraphs .26 to .31, .34, and .35 of this SOP.

B-2. Example la. A syndicator arranges for a newly formed partnership
to acquire a single-tenancy property using part of the proceeds raised through
the sale of partnership interests to unrelated third parties, as follows:
•

Limited partners contribute $4,000, of which $700 is retained for
working capital, and the unrelated general partner contributes $100.

•

The partnership acquires real estate from the syndicator at the syn
dicator’s cost of $20,000. The partnership gives the following consid
eration:
— $3,000 in cash.
— The assumption of a $16,250 nonrecourse first mortgage note,
payable in monthly installments over fifteen years with interest
at a market rate.
— A second mortgage note, payable to the syndicator for the balance
of $750. The second mortgage is payable on the same terms as the
first mortgage.

•

The cash flow on the property is currently sufficient to meet the
required principal and interest payments on the first and second
mortgage notes.

•

In addition, the syndicator receives the following:
— Syndication fee:

Cash
Note bearing a market rate of interest due
in three years secured by a lien on the pro
perty that is not subject to future subordi
nation
—

100

$

300
400

Other fees—rent-up fee for activities prior to acquisition (ac
counted for as part of sales value)
Cash
Note bearing a market rate of interest due
in three years secured by a lien on the pro
perty that is not subject to future subordi
nation
Total fees

§10,500.73
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Sales Value
Purchase price
Other fees accounted for as part of sales value—
rent-up fee for activities prior to acquisition
Adjusted sales value

Cash Down Payment
Per sales contract
Add: Fees paid in cash that are included in sales
value
Less: Portion of syndication fee not paid in cash
Adjusted cash down payment

$20,000
950
$20,950

$ 3,000

$300
300

Gain Calculation
Sales value
Syndicator’s cost
Gain

-0$ 3,000

$20,950
20,000
$
950

Gain Recognition
Down-payment test:

Down payment $3,000
=
Sales value $20,950

14%

Required minimum down payment set forth in paragraph 54 of
FASB Statement No. 66

15%

The sale does not meet the minimum required down-payment test for full profit
recognition.

Use of the installment method2 would result in profit recognition of:

Down payment $3,000
Sales value $20,950

x $950 = $1363

Syndication Fee Recognition
The syndication fee of $400 is deemed to have been received in cash and,
accordingly, to have been collected. In addition, the syndicator’s involve
ment with the property does not indicate that a funding obligation by the
syndicator is likely. Therefore, the entire fee is recognizable currently. The
collectibility of the balance of the amount designated as the note in
payment of the syndication fee ($300) is evaluated as part of the evaluation
of the collectibility of all notes from the real estate sale.
If the $300 note were unsecured or otherwise subject to future subordination,
profit to the extent of the note would be recognized under the cost-recovery
2 The method used is consistent with FASB Emerging Issues Task Force Issue No. 88-24, Effect
of Various Forms of Financing under FASB Statement No. 66.
3 Because the seller’s receivable of $1,700 ($750 second mortgage plus $300 designated for
syndication fees plus $650 designated for other fees) for the sales price and the fees exceeds the
amount of deferred gain of $814 ($950 total gain less $136 profit recognized), no additional gain is
currently recognized.
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method. Profit to be recognized under the installment method would thus be
reduced to $650 ($950 total less $300 under the cost-recovery method) and
recognized as follows:
Down payment $3,000
Sales value $20,6504 x $650 = $94

B-3. Example lb. The same facts apply as in example la, except that the
property is purchased from an independent third party for $20,000.
Sales Value
Same as in example la

$20,950

Cash Down Payment
Same as in example la

$ 3,000

Gain Calculation
Same as in example la

$

950

Gain Recognition
Same as in example la
The sale does not meet the minimum required down-payment test for full
profit recognition.
Use of the installment method would result in profit recognition of $136.
Syndication Fee Recognition
Same as in example la

B-4. Example 1c. The same facts apply as in example la, except that the
syndicator retains a 3 percent limited partnership interest.
Sales Value

Same as in example la

$20,950

Cash Down Payment
Same as in example la

$ 3,000

Gain Calculation

Sales value
Syndicator’s cost

Less: 3% limited partnership interest—partial sale
Gain

$20,950

$20,000
1125

19,888

$ 1,062

4 In the calculation of profit under the installment method, the $20,950 sales value determined
in example la is reduced by the $300 note that is being recognized under the cost-recovery method.
5 The $112 partial sale amount is computed by applying the limited partnership percentage (3
percent) to the difference between the syndicator’s cost ($20,000) and the amount of the nonrecourse
first mortgage note ($16,250) assumed at purchase by the partnership.
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Gain Recognition
Down-payment test:
Down payment $3,000

Sales value $20,950

= 14%

Required minimum down payment set forth in paragraph 54 of
FASB Statement No. 66

15%

The sale does not meet the minimum required down-payment test for full profit
recognition.

Use of the installment method would result in profit recognition of—
Adjusted cash down payment $3,000
Sales value $20,950

x $1,062 = $1526

Syndication Fee Recognition
Same as in example la

B-5. Example 1d. The same facts apply as in example la, except that the
syndicator agrees to fund cash-flow deficiencies for the first three years, up to
a maximum of $1,500. In calculating the profit to be recognized based on
performance of the services required (including reduction of rents by the
one-third safety factor described in paragraph 29 of FASB Statement No. 66),
there is a $1,100 exposure to loss. Current forecasts indicate discounted
cash-flow losses of $500 in year 1, $300 in year 2, $200 in year 3, and positive
cash flow thereafter. The partnership also pays an additional $200 of the $400
syndication fee in cash.
Sales Value

Same as in example la

$20,950

Cash Down Payment
Down payment as calculated in example la

$ 3,000

Additional cash
Adjusted cash down payment

200
$ 3,200

Gain Calculation
Gain as calculated in example la

Less: Syndicator’s exposure to loss under paragraph 29 of
FASB Statement No. 66
Gain

$

950

1,100
NONE

6 Because the seller’s receivable of $1,700 ($750 second mortgage plus $300 designated for
syndication fees plus $650 designated for other fees) for the sales price and the fees exceeds the
amount of deferred gain of $910 ($1,062 total gain less $152 profit recognized), no additional gain is
currently recognized.
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Gain Recognition
Down-payment test:
Down payment $3,200
- ----------- = 15%
Sales value $20,950
Required minimum down payment set forth in paragraph 54 of
FASB Statement No. 66

15%

Although the sale meets the minimum required down-payment test for full
profit recognition, no gain is recognizable because the exposure to loss exceeds
the gain.

Syndication Fee Recognition
The syndicator would recognize $250 in syndication fee income, which is
equal to the $400 syndication fee less the $150 excess of the syndicator’s
expected funding obligation ($1,100) over other fee income ($950).

Example 2
B-6. The following example illustrates the adjustment of syndication fees
when stated fees are not reasonable, as described in paragraphs .28 to .31 of
this SOP. The property is an office building subject to lease on a long-term basis
to parties with a satisfactory credit rating; cash flow is currently sufficient to
service all indebtedness.
Case 1

Case 2

Stated real estate sales price

$1,000

$ 900

Cost
Payments:

$ 800

$ 800

Cash

Stated syndication fees
Stated down payment
Total cash paid at closing
Assumption of existing noncourse debt for which
the seller has no contingent liability

$

40

140

100

____ 0

140

140

800

800

100
$1,040
Total payments
Required minimum down payment for full recognition of profit in conformity with FASB Statement
10%
No. 66
Reasonable fee7
$ 100

Second mortgage not payable to seller

$

100
$1,040

10%

$

100

7 The syndication fee that is reasonable depends on circumstances unique to the individual
transaction. The amount used in the example is not intended to serve as a benchmark for determin
ing whether syndication fees are reasonable in practice.
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Case 1
Syndication
Fees

Real Estate
Sale

Syndication
Fees

Real Estate
Fees

$ 40
60

$1,000
(60)

$100

$ 940

$140
(40)
$100

$900
40
$940

Case 1

Case 2

Stated terms
Reallocation of fees

Adjusted balances

Syndication fee recognized in income at date of sale:
Stated fee
Adjustment
Total

$ 40
60
$100
Case 1

Allocation of cash:
Stated syndication fees
Syndication fee allocated from real estate sale
Syndication fee allocated to real estate sale

$ 40
60
___ 0

Adjusted syndication fee
Real estate down payment
Total Cash

Cash down payment required for full profit recognition:
10% of adjusted sales price
Real estate down payment
Additional cash required for full profit recognition
Total profit on real estate transaction:
Adjusted sales price
Cost

Total profit

$140
(40)
$100
Case 2

$140
0
(40)

100
40

100
40

$140

$140

Case 1

Case 2

$ 94
40

$ 94
40

$ 54

$ 54

$940
800

$940
800

$140

$140

$

6

$__ 6

$140
100

$140
100

___ 0

___ 0

$ 40

$ 40

Profit on real estate sales transaction recognizable
under installment method—greater of.8
(a) ($40/$940) x $140

or
(b) Total accounted for as real estate profit
Less: Second mortgage receivable
Less: Buyer’s debt secured by the property for which
the seller is contingently liable
Total profit recognizable on real estate sale

8 The method used is consistent with FASB Emerging Issues Task Force Issue No. 88-24.
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Case 1

Total profit recognizable at closing:
Syndication fee
Real estate sale

Total

Case 2

$100
40

$100
40

$140

$140

The remaining balance of $100 in profit is deferred and recognized as cash
payments are received by the syndicator.

Example 3
B-7. The following example illustrates the recognition of syndication fees
received from blind pool transactions, as described in paragraph .32 of this SOP.
The terms of the transaction are as follows:
•

In June 19X1, syndication A raises $50,000 for investment in real
estate in a blind pool transaction; at the time the equity is raised, no
properties have been acquired or identified for acquisition.

•

The offering memorandum states that $45,000 will be available for
investment in property after payment of the following items:
— $3,000 in syndication fees
— $1,000 in expenses
— $1,000 set aside for working-capital funds
In addition, the offering memorandum states that it is anticipated that
$15,000 of debt financing will be obtained in connection with the
property acquisition.

•

In July 19X1, a property is acquired for $15,000 cash and the assump
tion of an existing $5,000 first mortgage loan. The partnership is to
use an additional $4,000 of its funds to renovate the property.

Syndication Fee Recognition
Assuming that the syndication fees to be recognized are nonrefundable and
meet all conditions for recognition in income, as set forth in paragraphs .28
to .31 of this SOP, $1,200 should be recognized in July 19X1, as follows:

Cash purchase price
Portion of purchase price financed with debt
Cash committed for renovation

$15,000
5,000
4,000
$24,000

Total invested
Total invested $24,000

Cash committed for investment $60,000
The syndication fee to be recognized in July 19X1 is $1,200 (40% x $3,000 total
syndication fee).
The remaining syndication fee of $1,800 ($3,000 total less $1,200 recognized in
July 19X1) would be recognized in income ratably as the syndication partner
ship invests in property acquisitions.
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Section 10,510

Statement of Position 92-3
Accounting for Foreclosed Assets’
April 28, 1992
NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances.

Scope
.01 This Statement of Position (SOP) provides guidance on determining
the balance sheet treatment of foreclosed assets1 after foreclosure. (Para
graphs A-6 and A-7 of the appendix [paragraph .18] discuss the exclusion from
this SOP of conclusions on the accounting treatment of results of operations
related to foreclosed assets held for sale.) It applies to all reporting entities
except those that account for assets at market value or fair value, such as
broker-dealers, futures commission merchants, and investment companies. It
applies to all assets obtained through foreclosure or repossession except for (a)
inventories that are covered by chapter 4 of Accounting Research Bulletin No.
43, Restatement and Revision ofAccounting Research Bulletins', (b) marketable
equity securities that are covered by Financial Accounting Standards Board
(FASB) Statement of Financial Accounting Standards (Statement) No. 12,
Accounting for Certain Marketable Securities; and (c) foreclosed real estate
previously owned by the lender and accounted for under FASB Statement No.
67, Accounting for Costs and Initial Rental Operations of Real Estate Projects.
Except for the requirements in paragraphs .12 and .17, the conclusions of this
SOP do not apply to in-substance foreclosed assets (see paragraph A-10 of the
appendix [paragraph .18]).
Material appearing in footnote 2 and the indented portion of paragraph A-5 of the appendix
[paragraph .18] is copyrighted by the Financial Accounting Standards Board, 401 Merritt 7, P.O. Box
5116, Norwalk, Connecticut, 06856-5116, U.S.A. It is reprinted by permission. Copies of the complete
document are available from the FASB.
1 As used in this SOP, the term foreclosed assets includes all assets received in satisfaction of a
receivable in a troubled debt restructuring, as the term is used in FASB Statement No. 15, Account
ing by Debtors and Creditors for Troubled Debt Restructurings. It includes real property and personal
property; equity interests in corporations, partnerships, and joint ventures; and beneficial interests
in trusts.
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Background
.02 Paragraph 29 of FASB Statement No. 15, Accounting by Debtors and
Creditors for Troubled Debt Restructurings, issued in 1977, requires the follow
ing: “After a troubled debt restructuring, a creditor shall account for assets
received in satisfaction of a receivable the same as if the assets had been
acquired for cash.” That requirement has been interpreted in diverse ways.
.03 The American Institute of Certified Public Accountants’ (AICPA’s)
Industry Audit Guide Audits of Stock Life Insurance Companies requires that
foreclosed real estate be carried at the lower of cost (less accumulated depre
ciation) or market value, net of any encumbrances. Paragraphs 17 and 21 of
SOP 75-2, Accounting Practices of Real Estate Investment Trusts [section
10,060.17 and .21] (as amended by SOP 78-2), require that estimated losses on
individual loans and properties be based on net realizable value. The guidance
in the AICPA Audit and Accounting Guide Audits of Savings Institutions (May
1994) and in the Industry Audit Guide Audits of Finance Companies is consis
tent with SOPs 75-2 [section 10,060] and 78-2. The AICPA Industry Audit
Guide Audits ofBanks (May 1994) states that subsequent to foreclosure, a loss
on foreclosed real estate should be recognized if cost cannot be recovered
through sale or use, but it does not indicate how the loss is to be measured. The
AICPA Audit and Accounting Guide Audits ofProperty and Liability Insurance
Companies does not address accounting for foreclosed assets. [Revised to
reflect the conforming changes necessary due to the issuance of recent authori
tative literature.]

.04 In practice, accounting by creditors for foreclosed assets, particularly
real estate assets, is diverse. After foreclosure, some enterprises continue to
write down the carrying amount of foreclosed assets for subsequent, further
declines in fair value; others do not. After foreclosure, some enterprises dis
count projected cash flows related to foreclosed assets in estimating net realiz
able value of those assets; others do not.
.05 Sections 4(b)(1) and 4(b)(2)(A) of the Home Owners’ Loan Act of 1933
as amended by the Financial Institutions Reform, Recovery and Enforcement
Act of 1989 generally provide that the director of the Office of Thrift Supervi
sion prescribe uniform accounting and disclosure standards for savings asso
ciations, to be used in determining associations’ compliance with applicable
regulations, and incorporate generally accepted accounting principles into
those standards to the same degree that such principles are used to determine
compliance with regulations prescribed by federal banking agencies. Section
1215 of the Financial Institutions Reform, Recovery and Enforcement Act of
1989 also provides the following:

Before the end of the 1-year period beginning on the date of the enactment
of this Act [August 9, 1989], each appropriate Federal banking agency (as
defined in section 3(q) of the Federal Deposit Insurance Act) shall establish
uniform accounting standards to be used for determining the capital ratios of
all federally insured depository institutions and for other regulatory purposes.
Each such agency shall report annually to the Chairman and ranking minority
member of the Committee on Banking, Housing, and Urban Affairs of the SenThe AICPA Audit and Accounting Guide Banks and Savings Institutions superseded the
Guides Audits of Savings Institutions and Audits ofBanks and refers readers to FASB Statement No.
121, Accounting for the Impairment ofLong-Lived Assets and for Long-Lived Assets to Be Disposed Of,
and SOP 92-3. [Footnote added, April 1996, to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]
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ate and the Chairman and ranking minority member of the Committee on
Banking, Finance and Urban Affairs of the House of Representatives any
differences between the capital standards used by such agency and capital
standards used by any other such agency. Each such report shall contain an
explanation of the reasons for any discrepancy in such capital standards, and
shall be published in the Federal Register.

.06 The chairman of the Federal Home Loan Bank Board (now the Office
of Thrift Supervision) asked the AICPA in 1987 to address the inconsistency
between banks and savings and loan associations in accounting for loans and
real estate assets. The AICPA’s Accounting Standards Executive Committee
(AcSEC) attempted to eliminate that inconsistency in 1988 and 1989 but
decided to refer the matter to the FASB at that time. On April 4, 1989, soon
after AcSEC’s decision to refer the matter to the FASB, the chairman of the
Federal Home Loan Bank Board wrote to the chairman of the Securities and
Exchange Commission (SEC) asking that the SEC or its staff remove the
inconsistency for public reporting entities. The SEC has not done so.

.07 Further, the chairman of the Federal Deposit Insurance Corporation,
in a letter to the FASB dated November 8,1989, asked the FASB to assist in
developing “uniform accounting standards among depository institutions.” In
that letter, the chairman stated that “the accounting treatment in practice for
certain transactions among participants in the financial services industry
seems to be more a reflection of the type of charter than the substance of the
transaction.” Furthermore, the chairman “urge[d] the FASB to reconcile the
different accounting practices outlined in [AICPA] guides for thrifts, banks,
and finance companies.” In early 1990, AcSEC decided that it could deal with
the inconsistencies and diversity in accounting for foreclosed assets, and this
SOP is a result of that decision.
.08 AcSEC believes that all enterprises, not just financial institutions,
should account for foreclosed assets held for sale the same way, except that
enterprises that account for assets at market value or fair value should not
change their accounting. AcSEC’s primary objectives in issuing this statement
of position are to reduce the inconsistencies and diversity in accounting for
foreclosed assets and to improve the understandability, comparability, and
relevance of amounts reported as foreclosed assets in balance sheets. Another
objective is to make all of the AICPA Audit and Accounting Guides and SOPs
consistent on this matter. Achieving those objectives will also address the
needs of Congress and the thrift and banking regulators.
.09 This SOP affects the following AICPA statements of position and
industry audit and accounting guides:
a.

Audits of Finance Companies

b.

Audits of Property and Liability Insurance Companies

c.

Audits of Stock Life Insurance Companies

d.

Guide for the Use of Real Estate Appraisal Information

[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]

Conclusions
Held-for-Sale Presumption
.10 Most enterprises do not intend to hold foreclosed assets for the pro
duction of income but intend to sell them; in fact, some laws and regulations
AICPA Technical Practice Aids
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applicable to financial institutions require the sale of foreclosed assets. There
fore, under this SOP, it is presumed that foreclosed assets are held for sale and
not for the production of income. That presumption may be rebutted, except for
in-substance foreclosed assets, by a preponderance of the evidence. If the
held-for-sale presumption is not rebutted, the asset should be classified in the
balance sheet as held for sale.

.11 The presumption of sale can be rebutted if (a) management intends to
hold a foreclosed asset for the production of income, (b) that intent is not
inconsistent with the enterprise’s ability to do so or with laws or regulations,
including the manner in which the laws or regulations are administered by
federal or state regulatory agencies, and (c) that intent is supported by a
preponderance of the evidence.

Foreclosed Assets Held for Sole
.12 After foreclosure, foreclosed assets held for sale should be carried at
the lower of (a) fair value2 minus estimated costs to sell or (b) cost.3 Such
determination should be made on an individual asset basis. If the fair value of
the asset minus the estimated costs to sell the asset is less than the cost of the
asset, the deficiency should be recognized as a valuation allowance. If the fair
value of the asset minus the estimated costs to sell the asset subsequently
increases and the fair value of the asset minus the estimated costs to sell the
asset is more than its carrying amount, the valuation allowance should be
reduced, but not below zero. Increases or decreases in the valuation allowance
should be charged or credited to income.4
.13 The amount of any senior debt (principal and accrued interest) to
which the asset is subject should be reported as a liability at the time of
foreclosure and not be deducted from the carrying amount of the asset; pay
ments on such debt should be charged to the liability. Interest that accrues
after foreclosure should be recognized as interest expense.

.14 FASB Statement No. 67, Accounting for Costs and Initial Rental
Operations ofReal Estate Projects, was extracted by the FASB from SOP 78-3,
Accounting for Costs to Sell and Rent, and Initial Rental Operations of Real
Estate Projects', SOP 80-3, Accounting for Real Estate Acquisition, Develop2 Fair value,as used in this SOP, is defined in paragraph 13 of FASB Statement No. 15 as follows:
The fair value of the assets transferred is the amount that the . . . [creditor] could reasonably
expect to receive for them in a current sale between a willing buyer and a willing seller, that is,
other than in a forced or liquidation sale. Fair value of assets shall be measured by their mar
ket value if an active market for them exists. If no active market exists for the assets trans
ferred but exists for similar assets, the selling prices in that market may be helpful in estima
ting the fair value of the assets transferred. If no market price is available, a forecast of expec
ted cash flows may aid in estimating the fair value of assets transferred, provided the expected
cash flows are discounted at a rate commensurate with the risk involved.6
6 Some factors that may be relevant in estimating the fair value of various kinds of assets
are described in paragraphs 88 and 89 of APB [Accounting Principles Board] Opinion No. 16
[“Business Combinations”], paragraphs 12-14 ofAPB Opinion No. 21, “Interest on Receivables
and Payables,” and paragraph 25 ofAPB Opinion No. 29, “Accounting for Nonmonetary Trans
actions.”
3 The cost of such assets at the time of foreclosure is the fair value of the asset foreclosed or
repossessed. Any specific valuation allowance related to the loan should not be carried forward. This
SOP provides no guidance for determining cost subsequent to foreclosure (see paragraphs A-6 and A-7
of the Appendix [paragraph .18]).
4 Because the allowance is considered a valuation adjustment, insurance enterprises should
report changes in the valuation allowance as realized gains and losses in income, not as unrealized
gains and losses in equity.
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merit, and Construction Costs, and the AICPA Industry Audit Guide Account
ing for Retail Land Sales. These documents did not, in the opinion of AcSEC,
apply to foreclosed real estate held for sale. AcSEC therefore believes that the
fair-value test in this SOP, not the net-realizable-value test in FASB State
ment No. 67, should be applied to foreclosed real estate held for sale, except
when the foreclosed real estate was previously owned by the lender and
accounted for under FASB Statement No. 67, in which case such foreclosed
assets should be accounted for under FASB Statement No. 67.

Foreclosed Assets Held for the Production of Income
.15 After foreclosure, assets determined to be held for the production of
income (and not held for sale) should be reported and accounted for in the same
way that they would be had the assets been acquired other than through
foreclosure.

Change in Classification
.16 If it is subsequently decided that a foreclosed asset classified as held
for sale will be held for the production of income, the asset should be reclassi
fied from the held-for-sale category. The reclassification should be made at the
amount the asset’s carrying amount would have been had the asset been held
for the production of income since the time of foreclosure. Selling costs included
in the valuation allowance should be reversed. The net effect should be re
ported in income from continuing operations in the period in which the decision
not to sell the asset is made.

Effective Date and Transition
.17 This SOP should be applied to foreclosed assets in annual financial
statements for periods ending on or after December 15, 1992, with earlier
application permitted. On initial application of this SOP, all enterprises should
adjust the carrying amount of foreclosed assets held for sale to the lower of (a)
the fair value of the asset minus the estimated costs to sell the asset or (b) the
cost of the asset as of the date of the initial adoption of this SOP. For many
enterprises, adoption of this SOP will result in a change in accounting princi
ple. The nature of the change should be disclosed in the financial statements
of the period in which the change is made. Any adjustment arising from the
initial application of this SOP should be included in income from continuing
operations in the period in which the change is made. No restatement of
previously issued financial statements or cumulative-effect adjustment as of
the beginning of the year this SOP is first applied is permitted.
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Appendix
Discussion of Major Comments on the Exposure Draft
A-l. This appendix summarizes considerations that were deemed signifi
cant by members of AcSEC in reaching the conclusions in this SOP.

A-2. In the exposure draft, AcSEC concluded that there is a rebuttable
presumption that foreclosed assets are held for sale and that foreclosed assets
held for sale should be carried at the lower of cost or fair value minus the
estimated costs to sell. Few respondents objected to those conclusions.

Held-for-Sale Presumption
A-3. Some respondents requested more explanation of the circumstances
under which the held-for-sale presumption could be rebutted. After considering
the concerns expressed by respondents about the rebuttable presumption,
AcSEC decided not to give detailed, specific guidance, thereby allowing for the
exercise of judgment in determining whether the presumption is rebutted by
the facts in particular circumstances.
A-4. AcSEC recognizes that some enterprises may hold foreclosed assets
for several years before sale and may even operate the assets, but concludes
that a holding period in excess of one year does not, in and of itself, rebut the
held-for-sale presumption. Further, AcSEC notes that if the form of the fore
closed asset is a majority interest in an enterprise, FASB Statement No. 94,
Consolidation of All Majority-Owned Subsidiaries, requires the subsidiary to
be consolidated unless control is likely to be temporary.

Fair Value
A-5. Some respondents requested guidance on the determination of fair
value. AcSEC recognizes that estimating fair value requires judgment. AcSEC
concluded, however, that it would be inappropriate and is unnecessary to
develop a new definition of fair value in this SOP, and that the definition of fair
value in FASB Statement No. 15 should be used in this SOP. Moreover, AcSEC
believes that the following discussion about fair value from Statement No. 15,
particularly paragraph 82, will be helpful in implementing this SOP.
Concept of Fair Value
79. Some respondents to the Exposure Draft continued to argue that all
troubled debt restructurings should be accounted for as modifications of the
terms of debt and that none should be accounted for as transfers of assets
(paragraphs 66 and 67). Others accepted the need to account for some troubled
debt restructurings as asset transfers but held that obtaining assets through
foreclosure or repossession under terms included in lending agreements should
be distinguished from obtaining assets in exchange for cash or in other “asset
swaps.” They contended that (a) only the form of the asset is changed by
foreclosure or repossession, (b) the substance of a secured loan is that the lender
may choose either to postpone receipt of cash or take the asset to optimize cash
receipts and recovery of its investment, and (c) foreclosure or repossession is
not the completion of a lending transaction but merely a step in the transaction
that begins with lending cash and ends with collecting cash.
80. The Board rejected those arguments for the reasons given in paragraphs
71-77, emphasizing that an event in which (a) an asset is transferred between
debtor and creditor, (b) the creditor relinquishes all or part of its claim against
the debtor, and (c) the debtor is absolved of all or part of its obligation to the
creditor is the kind of event that is the basis of accounting under the existing
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transaction-based accounting framework. To fail to recognize an event that fits
the usual description of a transaction and to recognize only the lending and
collection of cash as transactions would significantly change the existing
accounting framework.
81. Use of the fair value of an asset transferred to measure the debtor’s gain
on restructuring and gain or loss on the asset’s disposal or the creditor’s cost of
acquisition is not adopting some kind of “current value accounting.” On the
contrary, that use of fair value is common practice within the existing account
ing framework. Paragraph 13 of this Statement explains briefly the meaning
of fair value and refers to APB Opinions No. 16, No. 21, and No. 29, which use
fair value in the same way and provide guidance about determining fair values
within the existing accounting framework. The term fair value is used in
essentially the same way as market value was used in the Discussion Memo
randum to denote a possible attribute to be measured at the time a debt is
restructured. Fair value is defined in paragraph 181 of APB Statement No. 4
as “the approximation of exchange price in transfers in which money or money
claims are not involved.” Although a “money claim” is necessarily involved in
transferring assets to settle a payable in a troubled debt restructuring, the
troubled circumstances in which the transfer occurs make it obvious that the
amount of the “money claim” does not establish an exchange price. Determining
fair value of the assets transferred in a troubled debt restructuring is usually
necessary to approximate an exchange price for the same reasons that deter
mining fair value is necessary to account for transfers of assets in nonmonetary
transactions (APB Opinion No. 29).
82. That point is emphasized in this Appendix because some respondents to
the Exposure Draft apparently misunderstood the concept of fair value (para
graph 11 of the Exposure Draft and paragraph 13 of this Statement) and the
discounting of expected cash flows specified in those paragraphs. Paragraph
13 permits discounting of expected cash flows from an asset transferred or
received in a troubled debt restructuring to be used to estimate fair value only
if no market prices are available either for the asset or for similar assets. The
sole purpose ofdiscounting cash flows in that paragraph is to estimate a current
market price as if the asset were being sold by the debtor to the creditor for cash.
That estimated market price provides the equivalent ofa sale price on which the
debtor can base measurement of a gain on restructuring and a gain or loss on
disposal of the asset and the equivalent ofa purchase price on which the creditor
can measure the acquisition cost of the asset. To approximate a market price,
the estimate of fair value should use cash flows and discounting in the same
way the marketplace does to set prices—in essence, the marketplace discounts
expected future cash flows from a particular asset “at a rate commensurate with
the risk involved” in holding the asset. An individual assessment of expected
cash flows and risk may differ from what the marketplace’s assessment would
be, but the procedure is the same. (Emphasis added by AcSEC.]
83. In contrast to the purpose of paragraph 13, AICPA Statement of Position
No. 75-231 is concerned with different measures—net realizable value to a
creditor of a receivable secured by real property and net realizable value of
repossessed or foreclosed property. Its method of accounting for assets obtained
by foreclosure or repossession thus differs from the method specified in this
Statement. It proposes discounting expected cash flows at a rate based on the
creditor’s “cost of money” to measure the “holding cost” of the asset until its
realizable value is collected in cash. The concept of fair value in paragraph 13
does not involve questions of whether interest is a “holding cost” or “period cost”
because it is concerned with estimating market price, not net realizable value,
however defined. Accounting for transfers of assets in troubled debt restructur
ings and for the assets after transfer is, of course, governed by this Statement.
31 See paragraphs 59 and 60 of this Statement.
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[Note: Paragraph 13 of Statement of Position 75-2, Accounting Practices ofReal
Estate Investment Trusts, has been effectively superseded by FASB Statement
No. 114, Accounting by Creditors for Impairment of a Loan, and FASB State
ment No. 121, Accounting for the Impairment of Long-Lived Assets and for
Long-Lived Assets to Be Disposed Of. [Footnote added, April 1996, to reflect the
conforming changes necessary due to the issuance of recent authoritative
literature.]]

Results of Operations Related to Foreclosed Assets Held for Sale
A-6. In the exposure draft, AcSEC proposed that there should be no results
of operations—revenues and expenses—from foreclosed assets while they are
held for sale; net cash receipts related to foreclosed assets during the holding
period would have been credited to the carrying amount of the asset, and net
cash payments, except for capital additions and improvements, would have
been charged to income as a loss on holding the foreclosed assets. Further, in
the exposure draft, AcSEC concluded that no depreciation, depletion, or amor
tization expense should be recorded. Many respondents objected to the exclu
sion of the results of operating a foreclosed asset from income; many also
objected to crediting net cash receipts to the carrying amount of the asset and
charging net cash payments to income. They raised questions about the con
servatism of such treatment, about whether the treatment was conceptually
sound, and about whether it would be practical to implement. Some comment
letters also raised questions about whether it is appropriate not to depreciate
foreclosed assets held for sale. After considering the comments, AcSEC decided
not to adopt the method proposed in the exposure draft.

A-7. AcSEC considered various other ways to account for operations during
the period foreclosed assets are held for sale, such as—
•

Reporting the net of revenues and expenses in income, including
charges or credits related to changes in the valuation allowance and
depreciation expense on depreciable assets, for each reporting period
as a gain or loss on holding the asset.

•

Reporting the net of revenues and expenses in income, including
charges or credits related to changes in the valuation allowance and
depreciation expense on depreciable assets held or expected to be held
for more than a specified length of time (for example, one year).

•

Reporting the net of revenues and expenses in income, including
charges or credits related to changes in the valuation allowance, and
recognizing no depreciation expense.

•

Crediting or debiting the net of revenues and expenses to the asset,
and recognizing no depreciation expense. Changes in the valuation
allowance would be included in income.

AcSEC believes that it should consider those options further and that its
ultimate decision on the treatment of operations during the period foreclosed
assets are held for sale should be exposed for public comment; AcSEC intends
to undertake such a project. However, because AcSEC believes that its conclu
sion that foreclosed assets held for sale should be carried at the lower of fair
value minus estimated costs to sell or cost would not change regardless of its
conclusions on operations of foreclosed assets, AcSEC decided that it should
issue the guidance in this SOP now, rather than delay issuing the guidance
until the results of operations issues are resolved.
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Foreclosed Assets Held for the Production of Income
A-8. In the exposure draft, AcSEC proposed to require that foreclosed
assets held for the production of income be carried at an amount not greater
than the assets’ net realizable value. AcSEC decided to eliminate that state
ment.

Change in Classification
A-9. AcSEC also decided that, on reclassification of a foreclosed asset from
the held-for-sale category, the asset should be measured and recorded as if the
asset had been held for the production of income since foreclosure. That decision
is consistent with the consensus of the Emerging Issues Task Force in Issue 2
of Issue 90-6, where the reversal of a decision to sell an asset acquired in a
business combination gives rise to an accounting as if the asset had never been
held for sale.

In-Substance Foreclosed Assets
A-10. Many respondents asked for specific guidance on in-substance fore
closed assets, and they asked whether the SOP would apply to such assets.
AcSEC concluded that, except for paragraphs .12 and .17, the guidance in this
SOP need not be applied to in-substance foreclosures for the following reasons:
a.

The accounting for in-substance foreclosed assets was not explicitly
addressed in the exposure draft.

b.

AcSEC would have found it difficult to resolve issues concerning
senior debt related to in-substance foreclosed assets.

However, AcSEC notes that paragraph 34 of FASB Statement No. 15; para
graph 6 of AICPA Practice Bulletin 7, Criteria for Determining Whether Collat
eral for a Loan Has Been In-Substance Foreclosed [section 12,070.06*]; and SEC
Financial Reporting Release 28, Accounting for Loan Losses by Registrants
Engaged in Lending Activities, include accounting guidance related to in-substance foreclosed assets indicating that in-substance foreclosed assets should
be accounted for in the same way as assets that have actually been foreclosed
or repossessed. Further, AcSEC concluded that for purposes of applying this
SOP, the held-for-sale presumption could not be rebutted for in-substance
foreclosed assets. Accordingly, after in-substance foreclosure, an in-substance
foreclosed asset, like a foreclosed asset held for sale, would be reported in the
balance sheet at the lower of (a) fair value minus estimated costs to sell or (b)
cost.

Carrying Amount of Assets at Foreclosure
A-11. Some respondents expressed concerns and opinions about the carry
ing amount of the foreclosed assets to be recognized at foreclosure. The exposure
draft indicated that the attribute to be recognized at foreclosure should be the
fair value of the collateral, implying that, if at the time of foreclosure the fair
value of the collateral is greater than the recorded investment in the related
loan, a credit to income would result. Some respondents suggested that no such
credits should be permitted and that the carrying amount of the asset recog
nized at foreclosure should be the lower of the fair value of the collateral or the
Practice Bulletin 7, Criteria for Determining Whether Collateral for a Loan Has Been In-Sub
stance Foreclosed, was withdrawn in December 1994 by the Accounting Standards Executive Com
mittee. [Footnote added, April 1996, to reflect the conforming changes necessary due to the issuance
of recent authoritative literature.]
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recorded investment in the loan. Notwithstanding those concerns, AcSEC notes
that paragraph 28 of FASB Statement No. 15 requires that foreclosed assets
be accounted for at their fair value at the time of foreclosure.
A-12. Some respondents also said that the definition offair value, which is
the definition in paragraph 13 of FASB Statement No. 15, implicitly contains
a reduction for selling costs. For purposes of applying this SOP, AcSEC believes
that the definition of fair value in paragraph 13 of FASB Statement No. 15
should be viewed as the cash sales/purchase price in a principal-to-principal
transaction wherein no agents, dealers, brokers, or commission merchants are
involved. If either principal decides to involve and pay outsiders to assist that
principal, or to bring principals together, any amount paid by that principal is
independent of the fair value of the asset and does not affect that fair value.
Accordingly, immediately after foreclosure, a valuation allowance related to
foreclosed assets held for sale should be recognized for estimated costs to sell
through a charge to income.

Offsetting of Debt
A-13. Contrary to what was proposed by AcSEC in the exposure draft, some
respondents suggested that nonrecourse senior debt not assumed by the holder
of the foreclosed asset be offset against the carrying amount of the asset. To
protect its interest in the asset, the holder of the asset will have to settle the
debt or have a subsequent transferee take the asset subject to the debt. If debt
is offset, leverage is not portrayed, and the degree of possible gain is obscured.
Moreover, offsetting nonrecourse senior debt against a foreclosed asset would
be inconsistent with the manner in which such debt is portrayed when assets
are purchased for cash and there is related nonrecourse debt. Therefore, AcSEC
reaffirms that senior debt should not be offset against the asset.

Transition
A-14. Comments were specifically requested on the transition proposed in
the exposure draft. Most respondents agreed that determining the cumulative
effect of the change in accounting principle would either be impossible or
possible only at significant cost for enterprises that do not have available the
fair value of foreclosed assets at earlier balance sheet dates, and that a
restatement of previously issued financial statements or a cumulative effect
adjustment should not be required. Further, AcSEC concluded that, because
one of the principal objectives of this SOP is to have consistent accounting of
foreclosed assets, those two alternatives should not be permitted.

§10,510.18

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Accounting for Foreclosed Assets

19,511

Accounting Standards Executive Committee
(1991-1992)
Norman N. Strauss, Chairman
G. Michael Crooch
H. John Dirks
Andrew D. Finger
George P. Fritz
Stuart H. Harden
James E. Healey
James A. Johnson

Krista Marie Kaland
Gregory D. Koschinska
Aram G. Kostoglian
John M. Lacey
Marjorie B. Marker
Reva Steinberg
Edward W. Trott

AICPA Staff
John F. Hudson
Vice President
Technical Standards and Services
Dionne D. McNamee
Technical Manager
Accounting Standards

Frederick R. Gill
Senior Technical Manager
Accounting Standards

The Accounting Standards Executive Committee (AcSEC) gratefully acknow
ledges the contributions of Walter Schuetze, a former AcSEC member, who
served as project chairman.

[The next page is 19,551.]

AICPA Technical Practice Aids

§10,510.18

19,551

Section 10,520

Statement of Position 92-5
Accounting for Foreign Property and
Liability Reinsurance
June 1,1992
NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the AICPA authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances.

Introduction
.01 The promulgation of rules and regulations by state insurance depart
ments and the adoption of specialized insurance industry accounting stand
ards by the Financial Accounting Standards Board (FASB) have resulted in
considerable uniformity in accounting practices in the insurance industry in
the United States. Outside the United States, insurance accounting and re
porting practices vary widely. The diversity in insurance accounting and
reporting practices of foreign insurance companies has led to questions on how
U.S. insurance companies should account for property and liability reinsur
ance assumed from foreign companies (foreign reinsurance).
.02 Reinsurers assuming business from domestic companies have histori
cally had sufficient information to monitor and account for contract results. In
contrast, some reinsurers assuming business from foreign companies do not
receive such information, because in some foreign jurisdictions, insurance
companies’ accounting and reporting practices concerning periodic recognition
of revenue and incurred claims are substantially different from U.S. practices.
Therefore, reinsurers assuming business from foreign ceding companies can
not always obtain sufficient information to periodically estimate earned premi
ums for the business assumed from the foreign ceding companies.

.03 A significant amount of reinsurance is transacted through syndicates
organized by Lloyd’s of London. Lloyd’s syndicates report the amounts of
premiums, claims, and expenses recorded in an underwriting account for a
particular year to the assuming companies that participate in the syndicates.
The syndicates generally keep accounts open for three years. Traditionally,
three years have been necessary to report substantially all premiums associ
ated with an underwriting year and to report most related claims, although
AICPA Technical Practice Aids
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claims may remain unsettled after the account is closed. A Lloyd’s syndicate
typically closes an underwriting account by reinsuring outstanding claims on
that account with a syndicate for the next underwriting year. The ceding
syndicate pays the assuming syndicate an amount based on the unearned
premiums and outstanding claims in the underwriting account at the date of
the assumption and distributes the remaining balance to its participants.

Current Practices
.04 Three methods are currently used in the United States to account for
foreign property and liability reinsurance: the periodic method, the zero bal
ance method, and the open year method.

Periodic Method
.05 The periodic method of accounting for reinsurance provides for cur
rent recognition of profits and losses. It is used when ultimate premiums and
the period of recognition can be reasonably estimated currently. Premiums are
recognized as revenue over the policy term, and claims, including an estimate
of claims incurred but not reported, are recognized as they occur. The periodic
method is consistent with current practice for primary insurance and domestic
reinsurance for which sufficient information is available to reasonably esti
mate and recognize earned premiums and related claims. (Refer to FASB
Statement of Financial Accounting Standards No. 60, Accounting and Report
ing by Insurance Enterprises.)

.06 Some foreign ceding companies maintain the information necessary
to estimate earned premiums, incurred claims, and related expenses currently.
As a result, U.S. reinsurers doing business with these foreign ceding companies
are able to account for reinsurance assumed by applying the same periodic
method of accounting that they use to account for domestic reinsurance.
Although not all foreign ceding companies maintain and report current infor
mation necessary to estimate earned premiums, incurred claims, and related
expenses, some U.S. reinsurers have sufficient experience with the foreign
business assumed to estimate earned premiums. When earned premiums can
be estimated, sufficient information usually exists to estimate incurred claims
and related expenses. Anticipated results based on either the reinsurer’s
experience or reported data make it possible to reasonably estimate underwrit
ing results and use the periodic method.

Zero Balance Method
.07 Many foreign ceding companies do not maintain the information
necessary to estimate earned premiums. As a result, U.S. reinsurers doing
business with these foreign companies generally are not able to apply the
periodic method of accounting. Some of these companies use the zero balance
method, which is a modified cash basis of accounting. This method is similar
to the cost recovery method described in FASB Statement No. 60, paragraph
14. Because of the inherent lag in reporting claims, profits reported by foreign
ceding companies in early years often exceed the total profits that will ulti
mately be realized. To avoid reporting overstated profits, companies using this
method adjust the records with arbitrary provisions for claims incurred in
amounts that exactly offset the cash basis profits.

Open Year Method
.08 Under the open year method, underwriting results of foreign reinsur
ance are not included in the income statement until sufficient information be
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comes available to provide reasonable estimates of earned premiums. The open
year method is similar to the deposit method as defined in FASB Statement
No. 60. Because the measurement period extends over more than one account
ing period, premiums, claims, and expenses are not immediately included in
operating results. Instead, they are accumulated and reported in the balance
sheet as an open underwriting balance. The underwriting balance is disaggre
gated and reported in the income statement as premiums, claims, and ex
penses only when earned premiums become reasonably determinable. If it is
probable that a loss has been incurred before an underwriting balance is closed,
a provision for a loss generally is recorded. Examples of situations in which a
provision may be recorded before an underwriting balance is closed include
catastrophic losses, higher-than-expected claim frequency, significant unan
ticipated adverse events, or a negative open year account. The accounting
treatment is similar to that for premium deficiencies described in FASB
Statement No. 60, paragraph 32.

Comparison With Practices in Other Industries
.09 Deferral of revenue occurs in industries that sell goods subject to
rights of return. If a right of return exists, current recognition of a sale is not
permitted unless the amount of future returns is reasonably estimable. If that
amount is not reasonably estimable, recognition of income is postponed until
the return privilege has substantially expired. Income recognition is also
postponed for certain real estate sales through the use of the installment and
cost recovery methods. Those methods are analogous to the open year method.

Discussion
.10 Methods that defer recognition of underwriting profits raise financial
accounting issues concerning (a) whether premiums and claims should be re
ported as income currently, even though the related underwriting balance1 is
deferred, and (b) whether the underwriting balance should be recorded as
deferred income or as an addition to claim liabilities. Most companies that
follow the zero balance method record premium and claim amounts currently
and defer recognition of profits by additions to claim liabilities. Although this
presentation provides timely information on the volume of business being
conducted by the enterprise, the usefulness of the information is limited
because the related profit margins are not also reported.
.11 Current accounting literature supports alternative methods of finan
cial presentation when profit recognition is deferred. For example, recognition
as income of both revenues and related costs is deferred under the completed
contract method until the contract is substantially completed. However, if
either the installment method or cost recovery method is used to defer the
recognition of gain on the sale of real estate, the sale and related costs are
ordinarily reported on the date of the transaction. The deferred profit is
reported separately in the income statement as a deduction from sales in the
year the transaction occurs and as a separate item of revenue in future years’
income statements, when the profit is recognized.

.12 Proponents of presenting premiums, claims, and expenses in the
income statement when the amounts are reported to the reinsurer point out
1 The term underwriting balance refers to the excess of reported premiums over reported claims
and expenses. This amount is not intended to represent income realized on a contract.
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that excluding those amounts from the income statement until an underwrit
ing year is closed does not reflect the economic substance of current period
activities under the reinsurance contract. In response to criticism that presen
tation of the amounts in the income statement may cause profit margins to be
misstated, they argue that disclosure of profits deferred and profits recognized
provides sufficient information for users to evaluate operating results.
.13 Proponents of reporting deferred amounts in the balance sheet until
the profits relating to the underwriting year are recognized point out that the
income statement should reflect profit margins associated with the premium
volume reported in the income statement, and that this can best be done by
recognizing the related premiums in the periods the profits are recognized.
They acknowledge that premiums, claims, and expenses associated with a
contract in a period may be important information to users, but they argue that
the information could be disclosed in the notes to the financial statements or
in the statement of cash flows to avoid misstating the profit margins.

Conclusions
.14 The periodic method should be used to account for foreign reinsurance
except in the circumstance described in paragraph .15.
.15 If, due to local revenue recognition policies, the foreign ceding com
pany cannot provide the information required by the assuming company to
estimate both the ultimate premiums and the appropriate periods of recogni
tion in accordance with U.S. generally accepted accounting principles, then the
open year method should be used.2 The presence of uncertainties that may be
inherent in estimating earned premiums is not an acceptable basis for using
the open year method. As discussed in paragraph .08, premiums, claims,
commissions, and related direct taxes should not be reported currently as
income under the open year method; instead, they should be included in the
open underwriting balance to which they pertain. The underwriting balances
should be aggregated and included in the balance sheet as a liability. Each
underwriting balance should be kept open until sufficient information becomes
available to record a reasonable estimate of earned premiums. The underwrit
ing balance should be disaggregated and reported in the income statement as
premiums, claims, commissions, and related direct taxes when earned premi
ums are reasonably determinable.

.16 If it becomes probable that a loss has been incurred before an under
writing balance is closed, a provision for the loss should be recorded.
.17 The periodic and open year methods are not interchangeable in the
same circumstances. The periodic method should be used to account for foreign
reinsurance. Only if reasonable estimates cannot be made currently, for the
reason discussed in paragraph .15, should the open year method be used. The
periodic and open year methods are not alternative accounting principles as
discussed in Accounting Principles Board (APB) Opinion No. 20, Accounting
Changes. Rather, one or the other is to be used depending on the circum
stances. As such, changes between these methods are not accounting changes.
In addition, changes frpm the periodic method to the open year method would
be seldom.
2 If the foreign ceding company maintains supplementary records that are sufficient to reason
ably estimate earned premiums currently, then the U.S. assuming company should obtain the
necessary information and use the periodic method to account for the foreign reinsurance.
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.18 The zero balance method should not be used because it results in
misstatement of the income statement by arbitrarily recognizing revenues and
costs. The method also causes the profit to be reported in periods other than
those in which the related premiums, claims, and expenses are reported.

Disclosures
.19 Disclosure in the financial statements of an insurance company’s
accounting policies should include a description of the methods used to account
for foreign reinsurance. In addition, for foreign reinsurance accounted for by
the open year method, the following should be disclosed for each period for
which an income statement is presented:

•

The amounts of premiums, claims, and expenses recognized as income
on closing underwriting balances

•

The additions to underwriting balances for the year for reported
premiums, claims, and expenses.

Also, the amounts of premiums, claims, and expenses in the underwriting
account should be disclosed for each balance sheet presented.

Effective Date and Transition
.20 This SOP should be applied prospectively to contracts or arrange
ments covered by it and entered into in fiscal years beginning on or after
December 15, 1992. Retroactive application, by restating all prior years pre
sented, is encouraged but not required.
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Section 10,530
Statement of Position 92-6
Accounting and Reporting by Health and
Welfare Benefit Plans
August 3, 1992
NOTE
Statements of Position (SOPs) of the Accounting Standards Division present
the conclusions of at least a majority of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA SOPs as sources of
established accounting principles that an AICPA member should consider if the
accounting treatment of a transaction or event is not specified by a pronouncement
covered by Rule 203 of the AICPA Code of Professional Conduct. In such
circumstances, the accounting treatment specified by this SOP should be used or
the member should be prepared to justify a conclusion that another treatment
better presents the substance of the transaction in the circumstances.
SOP 92-6 is amended by SOP 94-4, Reporting of Investment Contracts Held by
Health and Welfare Benefit Plans and Defined-Contribution Pension Plans. SOP
94-4 is effective for financial statements for plan years beginning after December
15, 1994, except that the application of SOP 94-4 to investment contracts entered
into before December 15,1993, is delayed to plan years beginning after December
15, 1995. Earlier application of SOP 94-4 is encouraged. Accounting changes
adopted to conform to the provisions of SOP 94-4 should be made as of the beginning
of the year in which the change is adopted. The effect of initially applying SOP
94-4 should be reported in a manner similar to the cumulative effect of a change
in accounting principle (APB Opinion No. 20, Accounting Changes, paragraph 20).
Pro forma effects of retroactive application (APB Opinion No. 20, paragraph 21)
are not required. Restatement of financial statements of prior years is not
permitted.
SOP 92-6 is also amended by SOP 99-3, Accounting for and Reporting of Certain
Defined Contribution Plan Investments and Other Disclosure Matters. SOP 99-3 is
effective for financial statements for plan years ending after December 15, 1999.
Earlier application is encouraged for fiscal years for which annual financial
statements have not been issued. If the previously required “by fund” disclosures
are eliminated, the reclassification of comparative amounts in financial
statements for earlier periods is required.

SOP 92-6 is also amended by SOP 01-2, Accounting and Reporting by Health
and Welfare Benefit Plans. SOP 01-2 is effective for financial statements for plan
years beginning after December 15, 2000. Earlier application is encouraged.
Financial statements presented for prior plan years are required to be restated to
comply with the provisions of this SOP. The effect of restating the beginning
balance of benefit obligations for the earliest year presented should be disclosed.
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Scope
.01 Health and welfare benefit plans include plans that provide—
a.

Medical, dental, visual, psychiatric, or long-term health care; life
insurance (offered separately from a pension plan); certain severance
benefits; or accidental death or dismemberment benefits.

b.

Benefits for unemployment, disability, vacations, or holidays.

c.

Other benefits such as apprenticeships, tuition assistance, day care,
dependent care, housing subsidies, or legal services.

This statement of position (SOP) applies to both defined-benefit and definedcontribution health and welfare benefit plans (referred to hereafter as health
and welfare benefit plans).
.02 Defined-benefit health and welfare plans specify a determinable
benefit, which may be in the form of a reimbursement to the covered plan
participant or a direct payment to providers or third-party insurers for the cost
of specified services. Such plans may also include benefits that are payable as
a lump sum, such as death benefits. The level of benefits may be defined or
limited based on factors such as age, years of service, and salary. Contributions
may be determined by the plan’s actuary or be based on actual claims paid or
other factors determined by the plan sponsor. Even when a plan is funded
pursuant to agreements that specify a fixed rate of employer contributions (for
example, a collectively bargained multiemployer plan), such a plan may never
theless be a defined-benefit health and welfare plan if its substance is to
provide a defined benefit.

.03 Defined-contribution health and welfare plans maintain an individ
ual account for each plan participant. They have terms that specify the means
of determining the contributions to participants’ accounts, rather than the
amount of benefits the participants are to receive. The benefits a plan partici
pant will receive are limited to the amount contributed to the participant’s
account, investment experience, expenses, and any forfeitures allocated to the
participant’s account. These plans also include flexible spending arrangements.
.04 Health and welfare benefit plans generally are subject to certain
fiduciary, reporting, and other requirements of the Employee Retirement
Income Security Act of 1974 (ERISA). Plans that are unfunded (that is, those
whose benefits are paid solely and directly out of the general assets of the
employer), are fully insured (through the direct payment of premiums to the
insurance company by the employer; see paragraphs .14 and .15), or are certain
combinations thereof (for example, self-funded plans with stop-loss coverage;
see paragraph .17) may not be required to include financial statements in their
ERISA filings.1 An understanding of the health and welfare benefit plan is
needed to determine its accounting and reporting requirements. It is also
important to consider the new forms of funding vehicles that are emerging,
particularly with respect to postretirement health benefits.

.05 This SOP describes generally accepted accounting principles (GAAP)
that are particularly important to defined-benefit and defined-contribution
health and welfare plans. Generally accepted accounting principles other than
those discussed in this SOP may also apply. This SOP does not address the
1 Refer to appendix A of the AICPA Audit and Accounting Guide Audits ofEmployee Benefit Plans.
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preparation of financial statements on a comprehensive basis of accounting
other than GAAP; however, the presentation of a plan’s benefit obligation
information in GAAP-basis financial statements, as required by paragraph .20,
is consistent with the disclosures required in financial statements prepared on
such bases as the cash basis or modified cash basis, as defined by the require
ments of financial reporting to the Department of Labor (DOL).

.06 The most significant changes in accounting and reporting by health
and welfare benefit plans that this SOP makes to the AICPA Audit and
Accounting Guide Audits of Employee Benefit Plans are the following:
•

The objective of financial reporting by a defined-benefit health and
welfare plan has been clarified and is the same as the objective offinancial
reporting by a defined-benefit pension plan (see paragraph .19).

•

Single-employer, multiemployer, and multiple-employer definedbenefit health and welfare plans should account for and separately
report benefit obligations, including postretirement benefit obliga
tions (see paragraphs .41 through .54). Information regarding benefit
obligations should be presented on the face of one or more financial
statements. Note disclosure is not appropriate (see paragraph .20).

•

The requirement to recognize claims incurred but not reported (IBNR)
has been clarified. For a self-funded plan, the cost of IBNR includes
the present value of the estimated ultimate cost of settling the claims,
including estimated costs to be incurred after the financial statement
date (for example, the cost of disability; see paragraph .44).

•

Benefit obligations should not include death benefits actuarially ex
pected to be paid during the active service period of participants (see
paragraph .41).

•

Defined-contribution health and welfare plans are distinguished from
defined-benefit health and welfare plans (see paragraphs .03 and .23).

•

The calculation of the obligation for accumulated eligibility credits has
been clarified and generally should consider mortality rates and the
probability of employee turnover (see paragraph .48).

.07 Financial Accounting Standards Board (FASB) Statement of Finan
cial Accounting Standards No. 35, Accounting and Reporting by Defined Benefit
Pension Plans, does not apply to health and welfare benefit plans; however, as
set forth in the guide, the methods of valuing plan investments and require
ments for financial statement disclosures are the same as those specified in
FASB Statement No. 35 and are not changed by this SOP.

.08 FASB Statement No. 106, Employers’ Accounting for Postretirement
Benefits Other Than Pensions, establishes standards of financial accounting
and reporting by employers for health and welfare benefits expected to be
provided to a participant during retirement. While FASB Statement No. 106
does not apply to health and welfare benefit plans, this SOP adopts certain of
its measurement concepts (see paragraphs .49 through .54). Terminology used
in discussing postretirement benefits in this SOP is intended to follow usage
and definitions provided in FASB Statement No. 106.
.09 FASB Statement No. 105, Disclosure oflnformation about Financial
Instruments with Off-Balance-Sheet Risk and Financial Instruments with
Concentrations of Credit Risk, applies to financial instruments of a pension
plan other them the plan’s obligation for pension benefits. This SOP conforms
AICPA Technical Practice Aids
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to the relevant disclosure requirements of FASB Statement No. 105 for finan
cial instruments of health and welfare benefit plans other than obligations for
benefits (see paragraph .61).

Background
.10 Plan participants may be active or terminated employees (including
retirees), as well as covered dependents and beneficiaries, of a single employer
or group of employers. Employer contributions may be voluntary or required
under the terms of a collective bargaining agreement negotiated with one or
more labor organizations. Plans may require contributions from employers and
participants (contributory plans) or from employers only (noncontributory
plans). During periods of unemployment, a noncontributory plan may require
contributions by participants to maintain their eligibility for benefits. Benefits
may be provided through insurance contracts paid for by the plan (an insured
plan), from net assets accumulated in a trust established by the plan (a
self-funded plan), or both.
.11 As noted above, a plan may establish a trust to hold assets to pay all
or part of the covered benefits. The assets may be segregated and legally
restricted under a trust arrangement (such as a voluntary employees’ benefi
ciary association or a 501(c)(9) trust, a 401(h) account, or other funding
vehicles). Generally, if a separate trust exists, financial statements are re
quired under ERISA. A trust always exists for a multiemployer plan. Such
trusteed plans with more than 100 participants generally will require an audit.
For ERISA filings, the DOL will not accept an accountant’s report that covers
the assets of more than one plan. For example, where the assets of more than
one plan are held in a 501(c)(9) Voluntary Employees’ Beneficiary Association
(VEBA) trust, separate reports must be prepared for each plan. If the trustee
of the VEBA is a bank or trust company, and the trust holds the assets of more
than one plan sponsored by a single employer or by a group of companies under
common control, it is a master trust subject to the DOL’s master trust filing
requirements.

.12 A health and welfare plan may process benefit payments directly or it
may retain a third-party administrator (see paragraph .18). In either case, a
plan that is fully or partially self-funded is obligated for the related benefits
(see paragraphs .41 through .54).

Arrangements With Insurance Companies
.13 The nature of, and method of accounting for, the assets and benefit
obligations of a health and welfare benefit plan may be determined by the
arrangement with the insurance company. The insurance company may as
sume all or a portion of the financial risk (see paragraphs .14 through .17), or
it may provide only administrative services (see paragraph .18) or investment
management services.2 It is important to have an understanding of the insur
ance arrangement to determine whether any or all of the risks associated with
benefit payments or claims have been transferred to the insurance company.
Also, other arrangements are being developed that may involve new types of
contracts that involve other parties, including those involving payments to
providers, risk sharing of administrative expense with carriers, and so on.
Details of these arrangements must also be reviewed carefully.
2 Refer to chapter 7 of the guide.
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.14 In a fully insured, pooled arrangement, specified benefits are covered
by the insurance company. The insurance company pools the experience of the
plan with that of other similar businesses and assumes the financial risk of
adverse experience. In such an arrangement, a plan generally has no obligation
for benefits covered by the arrangement other than the payment of premiums
due to the insurance company (see paragraph .45).
.15 In a fully insured experience-rated arrangement, specified benefits are
paid by the insurance company that assumes all the financial risk. Contract
experience is monitored by the insurance company. Contract experience may or
may not include the experience of other similar contract holders. To the extent that
benefits incurred plus risk charges and administration costs are less than premi
ums paid, the plan is entitled to an experience-rating refund or dividend (see
paragraphs .34 and .35). If the total of benefits incurred, risk charges, and
administrative costs exceeds premiums, the accumulated loss is generally borne
by the insurance company but may be carried over to future periods until it has
been recovered (see paragraphs .46 and .47). The plan often has no obligation to
continue coverage or to reimburse the carrier for any accumulated loss, although
there are certain types of contracts that require additional payments by the plan.
.16 In a minimum premium plan arrangement, specified benefits are also
paid by the insurance company. The insurance contract establishes a dollar limit,
or trigger point. All claims paid by the insurance company below the trigger point
are reimbursed by the plan to the insurance company. The insurance company is
not reimbursed for benefits incurred that exceed the trigger point. This type of
funding arrangement requires the plan to fund the full claims experience up to the
trigger point. Minimum premium plan arrangements may have characteristics of
both self-funded and fully insured experience-rated arrangements. Details of each
arrangement must be reviewed carefully to determine the specific benefit obliga
tions assumed by the insurance company.
.17 In a stop-loss insurance arrangement, a plan’s obligation for any plan
participant’s claims may be limited to a fixed dollar amount, or the plan’s total
obligation may be limited to a maximum percentage (for example, 125 percent)
of a preset expected claims level. These arrangements are commonly used with
administrative service arrangements. The insurance company assumes the
benefit obligation in excess of the limit. Stop-loss insurance arrangements may
have characteristics of both self-funded and fully insured arrangements. Stop
loss arrangements of this type may be described by a variety of terms; there
fore, details of all insurance or administrative arrangements should be
reviewed carefully to determine if stop-loss provisions are included and to
determine the specific benefit obligations assumed by the insurance company.
.18 In an administrative service arrangement, the plan retains the full
obligation for plan benefits. The plan may engage an insurance company or
other third party to act as the plan administrator. The administrator makes all
benefit payments, charges the plan for those payments, and collects a fee for
the services provided.

Financial Statements of Defined-Benefit Health and
Welfare Plans
.19 The objective of financial reporting by defined-benefit health and
welfare plans is the same as that of defined-benefit pension plans; both types
of plans provide a determinable benefit. Accordingly, the primary objective of
the financial statements of a defined-benefit health and welfare plan is to
provide financial information that is useful in assessing the plan’s present
and future ability to pay its benefit obligations when due. To accomplish that
AICPA Technical Practice Aids
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objective, a plan’s financial statements should provide information about (a) plan
resources and the manner in which the stewardship responsibility for those
resources has been discharged, (6) benefit obligations, (c) the results of transac
tions and events that affect the information about those resources and obligations,
and (d) other factors necessary for users to understand the information provided.3

.20 The financial statements of a defined-benefit health and welfare plan
prepared in accordance with GAAP4 should be prepared on the accrual basis
of accounting and include—
•

A statement of net assets available for benefits as of the end of the
plan year (see paragraphs .25 through .38).

•

A statement of changes in net assets available for benefits for the year
then ended (see paragraphs .39 and .46).

•

Information regarding the plan’s benefit obligations as of the end of
the plan year (see paragraphs .41 through .54).

•

Information regarding the effects, if significant, of certain factors
affecting the year-to-year change in the plan’s benefit obligations (see
paragraphs .58 and .59).

Information about the benefit obligations should be presented in a separate
statement, combined with other information on another financial statement, or
presented in the notes to financial statements. Regardless of the format selected,
the plan financial statements should present the benefit obligations informa
tion in its entirety in the same location. The information should be presented
in such reasonable detail as is necessary to identify the nature and classification
of the obligations.5 [As amended, effective for financial statements for plan years
beginning after December 15, 2000, by Statement of Position 01-2.]

.21 FASB Statement No. 102, Statement of Cash Flows—Exemption of
Certain Enterprises and Classification of Cash Flows from Certain Securities
Acquired for Resale, provides that employee benefit plans other than pension
plans (such as health and welfare plans, both defined benefit and defined
contribution) that provide information similar to that required by FASB State
ment No. 35 are not required to provide a statement of cash flows. However,
FASB Statement No. 102 encourages that a statement of cash flows be in
cluded in the financial statements of an employee benefit plan when such a
statement would provide relevant information about the ability of the plan to
meet future obligations (for example, when the plan invests in assets that are
not highly liquid or obtains financing for investments).

Financial Statements of Defined-Contribution Health
and Welfare Plans
.22 The objective of financial reporting by a defined-contribution health
and welfare plan is to provide financial information that is useful in assessing
3 It should be recognized that (a) information in addition to that contained in a plan’s financial
statements is needed in assessing the plan’s present and future ability to pay its benefit obligations when
due and (b) financial statements for several plan years may provide more useful information in assessing
the plan’s future ability to pay benefit obligations than can financial statements for a single year.
4 Financial statements prepared on a comprehensive basis of accounting other than GAAP
should disclose information regarding benefit obligations (see paragraphs 13.19 through 13.22 of the
guide, which discuss auditor’s report considerations).
5 The appendix [paragraph .70] of this SOP provides illustrative financial statements of two
health and welfare benefit plans.
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the plan’s present and future ability to pay its benefits when due. To accom
plish that objective, a plan’s financial statements should provide information
about (a) plan resources and the manner in which the stewardship responsibil
ity for those resources has been discharged, (b) the results of transactions and
events that affect the information about those resources, and (c) other factors
necessary for users to understand the information provided.6

.23 The financial statements of a defined-contribution health and welfare
plan prepared in accordance with GAAP7 should be prepared on the accrual
basis of accounting and include—
•

A statement of net assets available for benefits of the plan as of the
end of the plan year (see paragraphs .25 through .38).

•

A statement of changes in net assets available for benefits of the plan
for the year then ended (see paragraphs .39 and .40).

Because a plan’s obligation to provide benefits is limited to the amounts
accumulated in an individual’s account, information regarding benefit obliga
tions is not applicable.

ERISA Reporting Requirements
.24 ERISA established annual reporting requirements for employee bene
fit plans, including health and welfare benefit plans.8 The financial statements
required by ERISA are a statement of assets and liabilities and a statement of
changes in net assets available for benefits. The schedules required by ERISA
include assets held for investment purposes, transactions with parties in
interest, loans or fixed-income obligations due that are in default or uncollect
ible, leases that are in default or uncollectible, and reportable transactions.

Statement of Net Assets Available for Benefits
Investments
.25 Plan investments, whether they are in the form of equity or debt
securities, real estate, or other investments (excluding insurance contracts and
fully benefit-responsive investment contracts held by defined-contribution
health and welfare benefit plans), should be reported at their fair value at the
financial statement date.9 The fair value of an investment is the amount that
the plan could reasonably expect to receive for it in a current sale between a
willing buyer and a willing seller, that is, other than in a forced or liquidation
sale. Fair value should be measured by the market price if there is an active
market for the investment. If there is no active market for the investment but
there is a market for similar investments, selling prices in that market may be
6 See footnote 3.
7 See footnote 4.
8 ERISA annual reporting requirements, as well as the common exemptions, are described in
appendix A of the guide.
9 The accrual basis of accounting requires that purchases and sales of securities be recorded on a
trade-date basis. However, if the settlement date is later than the financial statement date and (a)
the fair value of the securities purchased or sold just before the financial statement date does not
change significantly from the trade date to the financial statement date and (6) the purchases or sales
do not significantly affect the composition of the plan’s assets available for benefits, accounting on a
settlement-date basis for such sales and purchases is acceptable.
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helpful in estimating fair value. If a market price is not available, a forecast of
expected cash flows, discounted at a rate commensurate with the risk involved,
may be used to estimate fair value.10 [As amended, effective for financial
statements for plan years beginning after December 15,1994, by Statement of
Position 94-4.]

.26 Insurance contracts, as defined by FASB Statement No. 60, Account
ing and Reporting by Insurance Enterprises, should be presented in the same
manner as specified in the annual report filed by the plan with certain
governmental agencies pursuant to ERISA; that is, either at fair value or at
amounts determined by the insurance enterprise (contract value). Plans not
subject to ERISA should present insurance contracts as if the plans were
subject to the reporting requirements of ERISA.[11] [As amended, effective for
financial statements for plan years beginning after December 15, 1994, by
Statement of Position 94-4.]

.27 Investment contracts held by defined-benefit health and welfare
benefit plans should be reported at their fair values. [Paragraph added, effec
tive for financial statements for plan years beginning after December 15,1994,
by Statement of Position 94-4.]
.28 Defined-contribution health and welfare benefit plans provide bene
fits based on the amounts contributed to employees’ individual accounts plus
or minus forfeitures, investment experience, and administrative expenses. In
such plans, plan participants have a vested interest in monitoring the financial
condition and operations of the plan since they bear investment risk under
these plans, and plan transactions can directly affect their benefits (for exam
ple, investment mix, and risk and return). [Paragraph added, effective for
financial statements for plan years beginning after December 15, 1994, by
Statement of Position 94-4.]
.29 Plan assets of defined-contribution health and welfare benefit plans
should be measured and reported at values that are meaningful to financial
statement users including plan participants. The contract value of a fully
benefit-responsive investment contract held by a defined-contribution health
and welfare benefit plan is the amount a participant would receive if he or she
were to initiate transactions under the terms of the ongoing plan. Defined-con
tribution health and welfare benefit plans should report fully benefit-respon
sive investment contracts at contract value, which may or may not be equal to
fair value. If, however, plan management is aware that an event has occurred
that may affect the value of the contract (for example, a decline in the credit
worthiness of the contract issuer or third-party guarantor—if different from
the contract issuer—or the possibility of premature termination of the contract
by the plan), pursuant to FASB Statement No. 5, Accounting for Contingencies,
disclosure of the event or reporting the investment at less than contract value
may be appropriate. [Paragraph added, effective for financial statements for
plan years beginning after December 15,1994, by Statement of Position 94-4.]

.30 Benefit responsiveness is the extent to which a contract’s terms
permit and require withdrawals at contract value for benefit payments, loans, or
10 For an indication of the factors to be considered in determining the discount rate, see
paragraph 27 of FASB Statement No. 107, Disclosures about Fair Value ofFinancial Instruments. The
fair value of an investment should be reported net of the brokerage commissions and other costs
normally incurred in a sale, if significant (see also paragraphs 2.09 and 2.10 of the guide).
[11] [Footnote deleted to reflect the conforming changes necessary due to the issuance of recent
authoritative literature.]
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transfers to other investment options offered to the participant by the plan.
Investment contracts frequently are negotiated directly between the plan and
the issuer and generally prohibit assignment of contracts or their proceeds to
another party. Investment contracts must transfer the risk of principal and
accrued interest to a financially responsible third party (that is, they provide
for all participant-initiated transactions permitted by an ongoing plan at
contract value with no conditions, limits, or restrictions) to be considered fully
benefit-responsive. The plan itself must also allow plan participants reason
able access to their funds. If access to funds is substantially restricted by plan
provisions, investment contracts held by those plans may not be considered to
be fully benefit-responsive. For example, if plan participants are allowed
access at contract value to all or a portion of their account balances only upon
termination of their participation in the plan, it would not be considered
reasonable access and, therefore, investment contracts held by that plan would
generally not be deemed to be fully benefit-responsive. However, in plans with
a single investment fund that allow reasonable access to assets by inactive
participants, restrictions on access to assets by active participants consistent
with the objective of the plan (for example, retirement or health and welfare
benefits) will not affect the benefit responsiveness of the investment contracts
held by those single-fund plans. Also, if a plan limits participants’ access to
their account balances to certain specified times during the plan year (for
example, semiannually or quarterly) to control the administrative costs of the
plan, that limitation generally would not affect the benefit responsiveness of
the investment contracts held by that plan. In addition, administrative provi
sions that place short-term restrictions (for example, three or six months) on
transfers to competing fixed income investment options to limit arbitrage
among those investment options (equity wash provisions) would not affect a
contract’s benefit responsiveness. [Paragraph added, effective for financial
statements for plan years beginning after December 15,1994, by Statement of
Position 94-4.]

. 31 If a plan holds multiple contracts, each contract should be evaluated
individually for benefit responsiveness. If a plan invests in pooled funds that
hold investment contracts, each contract in the pooled fund should be evalu
ated individually for benefit responsiveness. However, if the pooled fund places
any restrictions on access to funds for the payment of benefits, the underlying
investment contracts would not be considered fully benefit-responsive. Con
tracts that provide for prospective interest adjustments may still be fully
benefit-responsive provided that the terms of the contracts specify that the
crediting interest rate cannot be less than zero. [Paragraph added, effective for
financial statements for plan years beginning after December 15, 1994, by
Statement of Position 94-4.]
. 32 Information regarding a plan’s investments should be presented in
enough detail to identify the types of investments and should indicate whether
reported fair values have been measured by quoted prices in an active market
or have been determined otherwise (paragraph .61 specifies additional disclo
sures related to investments). [Paragraph renumbered by the issuance of
Statement of Position 94-4, September 1994.]

Contributions Receivable
. 33 Contributions receivable are the amounts due, as of the date of the
financial statements, to the plan from employers, participants, and other
sources of funding (for example, state subsidies or federal grants), each of
which should be separately identified. They include amounts due pursuant to
AICPA Technical Practice Aids
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firm commitments, as well as legal or contractual requirements. With respect
to employers’ contributions, evidence of a formal commitment may include (a)
a resolution by the employer’s governing body approving a specified contribu
tion; (b) a consistent pattern of making payments after the end of the plan year,
pursuant to an established funding policy that attributes such subsequent
payments to the preceding plan year; (c) a deduction of a contribution for
federal income tax purposes for periods ending on or before the financial
statement date; or (d) the employer’s recognition as of the financial statement
date of a contribution payable to the plan.12 Contributions receivable should
include an allowance for estimated uncollectible amounts. [Paragraph renum
bered by the issuance of Statement of Position 94-4, September 1994.]

Deposits With and Receivables From Insurance Companies and
Other Service Providers
. 34 Whether a premium paid to an insurance company represents pay
ment for the transfer of risk or merely represents a deposit will depend on the
circumstances of the arrangement. As noted earlier, the nature of payments
made to an insurance company should be analyzed to determine the extent to
which financial risk has been transferred from the plan to the insurance
company. Insurance companies may require that a deposit be maintained that
can be applied against possible future losses in excess of current premiums.
These deposits should be reported as plan assets until such amounts are used
to pay premiums. Similarly, premium stabilization reserves, which exist when
premiums paid to an insurance company exceed the total of claims paid and
other charges, are held by an insurance company and used to reduce future
premium payments. Premium stabilization reserves generally should be re
ported as assets of the plan until such amounts are used to pay premiums.
Disclosure of the nature of this type of deposit or reserve should be made. If
such reserves are forfeitable if the insurance contract terminates, this possibil
ity should be considered in recognizing this asset. [Paragraph renumbered by
the issuance of Statement of Position 94-4, September 1994.]

. 35 Certain group insurance contracts covering health and welfare bene
fit plans include a provision for a refund, at the end of the policy year, of the
excess of premiums paid over the total of paid claims, required reserves, and
the fee charged by the insurance company. Often such experience-rating
refunds (or dividends) are not determined by the insurance company for
several months after the end of the policy year. In this event, and in cases when
the policy year does not coincide with the plan’s fiscal year, the refund due as
of the financial statement date should be reported as a plan asset if it is
probable that a refund is due and the amount can be reasonably estimated. If
the amount of the refund cannot be reasonably estimated, that fact should be
disclosed. [Paragraph renumbered by the issuance of Statement of Position
94-4, September 1994.]
. 36 Service providers may require that deposits by the plan be applied
against claims paid on behalf of plan participants. Such deposits should be
reported as plan assets until the deposit is applied against paid claims.
[Paragraph renumbered by the issuance of Statement of Position 94-4, Septem
ber 1994.]
12 The existence of an accrued liability in the employer’s statement of financial position or a
plan’s benefit obligations exceeding its net assets available for benefit obligations does not, by itself,
provide sufficient support for recognition of a contribution receivable by the plan.
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Operating Assets
. 37 Plan assets used in plan operations (for example, buildings, equip
ment, furniture and fixtures, and leasehold improvements) should be reported
at cost less accumulated depreciation or amortization. [Paragraph renumbered
by the issuance of Statement of Position 94-4, September 1994.]

Accrued Liabilities
. 38 A plan may have liabilities (other than for benefits) that should be
accrued. Such liabilities may be for amounts owed for securities purchased,
income taxes payable by the plan, or other expenses (for example, third-party
administrator fees). These liabilities should be deducted to arrive at net assets
available for benefits. [Paragraph renumbered by the issuance of Statement of
Position 94-4, September 1994.]

Statement of Changes in Net Assets Available
for Benefits
. 39 The statement of changes in net assets available for benefits should
be presented in enough detail to identify the significant changes during the
year including, as applicable—

• •

Contributions from employers, segregated between cash and noncash
contributions. A noncash contribution should be reported at fair value
at the date of the contribution. The nature of noncash contributions
should be described either parenthetically or in a note.

•

Contributions from participants, including those collected and remit
ted by the sponsor.

•

Contributions from other identified sources (for example, state subsi
dies or federal grants).

•

The net appreciation or depreciation13 in fair value for each significant
class of investments, segregated between investments whose fair
values have been measured by quoted prices in an active market and
those whose fair values have been otherwise determined.

•

Investment income, excluding the net appreciation or depreciation.

•

Income taxes paid or payable, if applicable.

•

Payments of claims, excluding payments made by an insurance com
pany pursuant to contracts that are excluded from plan assets.

•

Payments of premiums to insurance companies to purchase contracts
that are excluded from plan assets.14

•

Operating and administrative expenses.

•

Other changes (such as transfers of assets to or from other plans), if
significant.

[Paragraph renumbered by the issuance of Statement of Position 94-4, Septem
ber 1994.]
13 Net appreciation or depreciation includes realized gains and losses on investments that were
both purchased and sold during the period. Ordinarily, information regarding the net appreciation or
depreciation in the fair value of investments is found in the notes to the financial statements.
14 Refer to paragraphs 7.25 and 7.26 of the guide for further discussion of allocated insurance
contracts.
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. 40 The list of minimum disclosures is not intended to define the degree
of detail or the manner of presenting the information, and subclassifications or
additional classifications may be useful. [Paragraph renumbered by the issu
ance of Statement of Position 94-4, September 1994.]

Benefit Obligations
. 41 Benefit obligations15 for single-employer, multiple-employer, and
multiemployer defined-benefit health and welfare benefit plans should include.
the actuarial present value, as applicable, of the following:
a.

Claims payable, claims IBNR,16 and premiums due to insurance
companies

b.

Accumulated eligibility credits and postemployment benefits, net of
amounts currently payable

c.

Postretirement benefits for the following groups of participants:16
(1) Retired plan participants, including their beneficiaries and cov
ered dependents, net of amounts currently payable and claims
IBNR16

(2) Other plan participants fully eligible for benefits

(3) Plan participants not yet fully eligible for benefits.
Aggregating claims payable and claims IBNR is often appropriate if adequate
time has passed to provide sufficient data on costs incurred and the actuarially
determined expected cost of long-term medical claims is insignificant. Benefits
expected to be earned for future service by active participants (for example,
vacation benefits) during the term of their employment should not be included.
Benefit obligations should be reported as of the end of the plan year.17 The
effect of plan amendments should be included in the computation of the
expected and accumulated postretirement benefit obligations once they have
15 Administrative expenses expected to be paid by the plan (but not those paid directly by the
plan’s participating employer(s)) that are associated with providing the plan’s benefits should be
reflected either by including the estimated costs in the benefits expected to be paid by the plan or by
reducing the discount rate(s) used in measuring the benefit obligation. If the latter method is used,
the resulting reduction in the discount rate(s) should be disclosed. [As amended, effective for financial
statements for plan years beginning after December 15, 2000, by Statement of Position 01-2.]
16 Claims IBNR may be computed in the aggregate for active participants and retirees. Alternatively,
if claims IBNR are not calculated in the aggregate for active participants and retirees, the claims IBNR
for retirees are included in the postretirement benefit obligation. [As amended, effective for financial
statements for plan years beginning after December 15,2000, by Statement of Position 01-2.]
17 The financial status of the plan considers assets and obligations as of the same date. Because plan
assets are required to be presented as of the plan’s year end, the benefit obligations also should be
measured and presented as of the plan’s year end. That requirement does not, however, preclude the plan
from using the most recent benefit obligations valuation rolled forward to the plan’s year end to account
for subsequent events (such as employee service and benefit payments), provided that it is reasonable to
expect that the results will not be materially different from the results of an actuarial valuation as of the
plan’s year end. In rolling forward the benefit obligations to the plan’s measurement date, the discount
rates should be adjusted as appropriate to reflect current rates of return on high-quality fixed-income
investments. For example, if a valuation was performed at September 30 and the plan has a calendar
year end, the benefit obligations as of September 30 should be rolled forward to December 31, by making
appropriate adjustments, such as for additional employee service; the time value of money; benefits paid;
and changes in the number ofparticipants, actuarial assumptions, discount rates, per capita claims costs,
and plan terms. [As amended, effective for financial statements for plan years beginning after December
15,2000, by Statement of Position 01-2.]
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been contractually agreed to, even if some provisions take effect only in future
periods. For example, if a plan amendment grants a different benefit level for
employees retiring after a future date, that increased or reduced benefit level
should be included in current-period measurements for employees expected to
retire after that date. [Paragraph renumbered by the issuance of Statement of
Position 94-4, September 1994. As amended, effective for financial statements
for plan years beginning after December 15, 2000, by Statement of Position
01-2.]
.42 To the extent they exist, the amounts of benefit obligations in each of
the three major classifications identified above should be shown as separate
line items in the financial statements or notes to financial statements. Regard
less of the format selected, the plan financial statements should present the
benefit obligations information in its entirety in the same location. For negoti
ated plans, benefit obligations due during a plan’s contract period may, but
need not, be disclosed. [Paragraph renumbered by the issuance of Statement
of Position 94-4, September 1994. As amended, effective for financial state
ments for plan years beginning after December 15, 2000, by Statement of
Position 01-2.]

Claims
.43 In an insured health and welfare benefit plan, claims payable and
currently due and claims incurred but not yet reported to the plan will be paid
by the insurance company. Consequently, they should be excluded from the
benefit obligations of the plan. Benefit obligations of a self-funded plan should
present the amount of claims payable and currently due for active and retired
participants, dependents, and beneficiaries and IBNR for active participants.
IBNR for retired participants is included in the postretirement benefit obliga
tion.18 [Paragraph renumbered by the issuance of Statement of Position 94-4,
September 1994.]
.44 For a self-funded plan, the cost of IBNR should be measured at the
present value, as applicable, of the estimated ultimate cost to the plan of
settling the claims. Estimated ultimate cost should reflect the plan’s obligation
to pay claims to or for participants (for example, continuing health coverage or
long-term disability), regardless of status of employment, beyond the financial
statement date pursuant to the provisions of the plan or regulatory require
ments. [Paragraph renumbered by the issuance of Statement of Position 94-4,
September 1994.]

Premiums Due Under Insurance Arrangements
.45 Benefits to participants may be provided through insurance ar
rangements that transfer the risks of loss or liability to an insurance
company (see paragraphs .14 through .17). Group insurance contracts for
health and welfare plans are usually written for a one-year period, although
the contract may provide for annual renewal. The contract generally speci
fies, among other things, the schedule of benefits, eligibility rules, premium
rate per eligible participant, and the date that premiums are due. The
benefit obligations should include any obligation for premiums due but not
paid. [Paragraph renumbered by the issuance of Statement of Position 94-4,
September 1994.]
18 See footnote 16.
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.46 If the insurance contract requires payment of additional premiums
(for example, retrospective premiums) when the loss ratio exceeds a specified
percentage, an obligation for the estimated additional premiums should be
included in the benefit obligations. [Paragraph renumbered by the issuance of
Statement of Position 94-4, September 1994.]
.47 Experience ratings determined by the insurance company or by esti
mates (see paragraph .15) may result in a premium deficit. Premium deficits
should be included in the benefit obligations if (a) it is probable that the deficit
will be applied against the amounts of future premiums or future experience
rating refunds19 and (b) the amount can be reasonably estimated. If no obliga
tion is included for a premium deficit because either or both of the conditions
are not met, or if an exposure to loss exists in excess of the amount accrued,
disclosure of the premium deficit should be made if it is reasonably possible
that a loss or an additional loss has been incurred. [Paragraph renumbered by
the issuance of Statement of Position 94-4, September 1994.]

Accumulated Eligibility Credits
.48 Plans may provide for the payment of insurance premiums or benefits
for a period of time for those participants who have accumulated a sufficient
number of eligibility credits or hours. Eligible participants are provided with
insurance coverage during periods of unemployment, when employer contribu
tions to the plan would not otherwise provide coverage or benefits. At the
financial statement date, such accumulated eligibility credits represent an
obligation of the plan arising from prior employee service for which employer
contributions have been received. This benefit obligation is generally deter
mined by applying current insurance premium rates to accumulated eligibility
credits or, for a self-funded plan, by applying the average cost of benefits per
eligible participant to accumulated eligibility credits. In either case, the obli
gation for accumulated eligibility credits should consider assumptions for
mortality and expected employee turnover or other appropriate adjustments,
to reflect the obligation at the amount expected to be paid. [Paragraph renum
bered by the issuance of Statement of Position 94-4, September 1994.]

Postretirement Benefit Obligations
.49 Health and welfare benefit plans may continue to provide benefits to
participants after retirement (postretirement benefits). Those benefits may
commence immediately upon termination of service or payment may be de
ferred until the participant attains a specified age. If a plan provides postre
tirement benefits to participants, an estimated amount for those benefits, as
described below should be included in the benefit obligations. [Paragraph
renumbered by the issuance of Statement of Position 94-4, September 1994.]
.50 The postretirement benefit obligation as of the measurement date is
the actuarial present value of all future benefits attributed to plan partici
pants’ services rendered to that date, assuming the plan continues in effect and
all assumptions about future events are fulfilled. Postretirement benefits
comprise benefits expected to be paid to or on behalf of any retired or active
participant, terminated participant, beneficiary, or covered dependent who is
19 This determination should consider (a) the extent to which the insurance contract requires
payment of such deficits and (6) the plan’s intention, if any, to transfer coverage to another insurance
company.
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expected to receive benefits under the health and welfare benefit plan. Postretirement benefits expected to be paid to or for an active participant, benefici
ary, or covered dependent who is still earning his or her postretirement
benefits (that is, one who is not yet fully eligible) should be measured over the
participant’s credited period of service up to the date when full eligibility for
benefits is attained.20 [Paragraph renumbered by the issuance of Statement of
Position 94-4, September 1994.]
.51 If a multiemployer health and welfare benefit plan provides postre
tirement benefits, the benefit obligations must include the postretirement
benefit obligation. Consideration should be given to the promises currently
made to employees and the history of making such payments to retirees. The
fact that benefits may be reduced or even potentially eliminated would not
ordinarily affect the promise made as of the end of the plan year unless the
change meets the substantive plan criteria of FASB Statement No. 106 (for
example, an amendment is in place or has been communicated to employees).
The fact that the contributing employers of a multiemployer plan do not record
a similar obligation under FASB Statement No. 106 does not affect the ac
counting for the obligations by the plan. [Paragraph renumbered by the issu
ance of Statement of Position 94-4, September 1994.]

.52 The postretirement benefit obligation should be measured using the
plan’s written provisions to the extent possible, as well as the substantive plan
if it differs from the written plan. In many health and welfare benefit plans,
postretirement benefits are not defined as a specified amount for each year of
service. FASB Statement No. 106, paragraphs 23 through 44, describes the
measurement of the postretirement benefit obligation. For multiemployer
plans that do not have date-of-hire information as required by paragraph 44 of
FASB Statement No. 106, reasonable estimates thereof should be used to
measure the obligation. Death or disability benefits provided outside of a
pension plan (when the employee is considered to be retired) should also be
included in the calculation of the postretirement benefit obligation. Benefits that
are provided through an insurance contract should be excluded.21 [Paragraph
renumbered by the issuance of Statement of Position 94-4, September 1994.]
. 53 In measuring the postretirement benefit obligation explicit assump
tions must be used, each of which represents the best estimate of a particular
future event. All assumptions should presume that the plan will continue in its
present form, unless there is evidence to the contrary. Principal actuarial
assumptions used should include—

•

Discount rates, used to reflect the time value of money in determining
the present value of future cash outflows currently expected to be
required to satisfy the liability in the due course of business.

•

The timing and amount of future postretirement benefit payments
(taking into consideration per capita claims cost by age, health care
cost-trend rates, current Medicare reimbursement rates, retirement
age, dependency status, and mortality).

20 For example, if a participant has worked eight years and must work another sixteen to be fully
eligible for benefits after retirement, one-third of the postretirement benefits have been earned and
should be included in the postretirement benefit obligation if it is probable that the employee will
work the remaining sixteen years.
21 Insured plans should be reviewed carefully to determine the extent to which postretirement
benefits are insured. Currently, except for single-premium life insurance contracts, few, if any,
insurance contracts unconditionally obligate an insurance company to provide most forms of postre
tirement benefits.
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•

Salary progression (for pay-related plans).

•

The probability of payment (considering turnover, retirement age,
dependency status, and mortality).

•

Participation rates (for contributory plans).

[Paragraph renumbered by the issuance of Statement of Position 94-4, Septem
ber 1994.]
. 54 The postretirement benefit obligation information should include the
following classifications:

•

Obligations related to retired plan participants, including their bene
ficiaries and covered dependents

•

Obligations related to active or terminated participants who are fully
eligible to receive benefits

•

Obligations related to other plan participants not yet fully eligible for
benefits

Separate disclosure for each classification for each significant benefit (for
example, medical and death) may be appropriate. [Paragraph renumbered by
the issuance of Statement of Position 94-4, September 1994.]

Postemployment Benefits
. 55 Plans that provide postemployment benefits should recognize a bene
fit obligation for current participants, based on amounts expected to be paid in
subsequent years, if all the following conditions are met:
a.

The participants’ rights to receive benefits are attributable to serv
ices already rendered.

b.

The participants’ benefits vest or accumulate.22

c.

Payment of benefits is probable.

d.

The amount can be reasonably estimated.

The postemployment benefit obligation should be measured as the actuarial
present value of the future benefits attributed to plan participants’ services
rendered to the measurement date, reduced by the actuarial present value of
future contributions expected to be received from the current plan participants.
That amount represents the benefit obligation that is to be funded by contri
butions from the plan’s participating employer(s) and from existing plan assets.
The obligation is to be measured assuming the plan continues in effect and all
assumptions about future events are met. Any anticipated forfeitures or inte
gration with other related programs (for example, state unemployment bene
fits) should be considered. The benefit obligation should be discounted using
rates of return on high-quality fixed-income investments currently available
with cash flows that match the timing and amount of expected benefit payments
and expected participant contributions. [Paragraph added, effective for finan
cial statements for plan years beginning after December 15,2000, by Statement
of Position 01-2.]
22 For example, the supplemental unemployment benefit is fifty-two weeks’ pay if a participant
worked three years, seventy-eight weeks’ pay if a participant worked five years, and 104 weeks’ pay
if a participant worked seven years. In this situation, the benefits would be considered accumulating.
Benefits that increase solely as a function of wage or salary increases are not considered accumulat
ing. [Footnote added, effective for financial statements for plan years beginning after December 15,
2000, by Statement of Position 01-2.]
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.56 For postemployment benefits that do not meet conditions (a) and (b)
of the preceding paragraph, the plan should recognize a benefit obligation if the
event that gives rise to a liability has occurred and the amount can be
reasonably estimated. For example, if all participants receive the same medical
coverage upon disability regardless of length of service (the benefits do not
accumulate) and the benefits do not vest, medical benefits for disabled partici
pants should be accrued at the date of disability and not over the participants’
working lives. When participant contributions are required after the event
triggering postemployment benefits occurs, the postemployment benefit obli
gation should be measured in a manner consistent with the preceding para
graph. As a result, in those situations the benefit obligation should represent
the amount that is to be funded by contributions from the participating
employer(s) and from existing plan assets. [Paragraph added, effective for
financial statements for plan years beginning after December 15, 2000, by
Statement of Position 01-2.]
. 57 If an obligation for postemployment benefits is not recognized in
accordance with the two preceding paragraphs only because the amount cannot
be reasonably estimated, the financial statements should disclose that fact.
[Paragraph added, effective for financial statements for plan years beginning
after December 15, 2000, by Statement of Position 01-2.]

Changes in Benefit Obligations
. 58 Information regarding changes in the benefit obligations within a
plan period should be presented to identify significant factors affecting yearto-year changes in benefit obligations. Changes in each of the three major
classifications of benefit obligations should be presented in the body of the
financial statements or in the notes to the financial statements; the informa
tion may be presented in either a reconciliation or narrative format. Providing
such information in the following three categories will generally be sufficient:
(a) claims payable and premiums due to insurance companies, (b) IBNR and
eligibility credits, and (c) postretirement benefit obligations. [Paragraph re
numbered by the issuance of Statement of Position 94-4, September 1994.
Paragraph subsequently renumbered and amended, effective for financial
statements for plan years beginning after December 15, 2000, by Statement of
Position 01-2.]
. 59 Minimum disclosure regarding changes in benefit obligations should
include the significant effects of (a) plan amendments, (6) changes in the
nature of the plan (mergers or spinoffs), and (c) changes in actuarial assump
tions (health care cost-trend rate or interest rate). Changes in actuarial as
sumptions are to be considered as changes in accounting estimates and,
therefore, previously reported amounts should not be restated. The significant
effects of other factors may also be identified. These include, for example,
benefits accumulated,23 the effects of the time value of money (for interest),
and benefits paid. If presented, benefits paid should not include benefit pay
ments made by an insurance company pursuant to a contract that is excluded
from plan assets. However, amounts paid by the plan to an insurance company
23 Actuarial experience gains or losses may be included with the effects of additional benefits
accumulated rather than separately disclosed. If the effects of changes in actuarial assumptions
cannot be separately determined, those effects should be included in benefits accumulated and
described accordingly. [Footnote renumbered by the issuance of Statement of Position 01-2, April
2001.]
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pursuant to such a contract (including purchases of annuities with amounts
allocated from existing investments with the insurance company) should be
included in benefits paid.24 If only the minimum disclosure is presented,
presentation in a statement format will necessitate an additional unidenti
fied “other” category to reconcile the initial and ultimate amounts. [Para
graph renumbered by the issuance of Statement of Position 94-4, September
1994.]

Additional Financial Statement Disclosures
. 60 Disclosure of a health and welfare benefit plan’s accounting policies
should include—25

•

A description of the methods and significant assumptions used to
determine the fair value of investments and the reported value of
insurance contracts.

•

A description of the methods and significant actuarial assumptions
used to determine the plan’s benefit obligations. Any significant
changes in assumptions made between financial statement dates and
their effects should be described.

[Paragraph renumbered by the issuance of Statement of Position 94-4, Septem
ber 1994. Paragraph subsequently renumbered by the issuance of Statement
of Position 01-2, April 2001.]
. 61 The plan’s financial statements should also disclose other informa
tion.26 Separate disclosures may be made to the extent that the plan provides
both health and other welfare benefits. The disclosures should include, when
applicable—
•

A brief, general description of the plan agreement, including, but not
limited to, participants covered, vesting, and benefit provisions. If a
plan agreement or a description thereof providing this information is
otherwise published or made available, the description in the financial
statement disclosures may be omitted, provided that a reference to the
other source is made.

•

A description of significant plan amendments adopted during the
period, as well as significant changes in the nature of the plan (for
example, a plan spin-off or merger with another plan) and changes in
actuarial assumptions.

•

The funding policy and any changes in the policy made during the plan
year. If the benefit obligations exceed the net assets of the plan, the
method of funding this deficit, as provided for in the plan agreement

24 Because of the use of different actuarial assumptions, the amount paid by the plan to an
insurance company may be different from the previous measure of the actuarial present value of the
related accumulated plan benefits. If that information is available, it should be presented as an
actuarial experience gain or loss. [Footnote renumbered by the issuance of Statement of Position
01-2, April 2001.]
25 See Accounting Principles Board (APB) Opinion No. 22, Disclosure of Accounting Policies.
[Footnote renumbered by the issuance of Statement of Position 01-2, April 2001.]
26 Certain of the disclosures relate to plans with accumulated assets rather than those with
trusts that act more as conduits for benefit payments or insurance premiums. [Footnote renumbered
by the issuance of Statement of Position 01-2, April 2001.]
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or collective bargaining agreement, also should be disclosed.27 For a
contributory plan, the disclosure should state the method of determin
ing participants’ contributions. For each year for which a year-end
statement of net assets available for benefits is presented, the plan
should disclose a description of the portion of the plan’s estimated
cost28 of providing postretirement benefits funded by retiree contri
butions. If the plan terms provide that a shortfall in attaining the
intended cost sharing in the prior year(s) is to be recovered by increas
ing the retiree contribution in the current year, that incremental
contribution should be separately disclosed. Similarly, if the plan
terms provide that participant contributions in the current year are
to be reduced by the amount by which participant contributions in
prior year exceeded the amount needed to attain the desired cost-shar
ing, the resulting reduction in the current year contribution should be
separately disclosed. The information about retiree contributions
should be provided for each significant group of retired participants to
the extent their contributions differ.

•

The federal income tax status of the plan. There is no determination
letter program for health and welfare plans; however a 501(c)(9) VEBA
trust must obtain a determination letter to be exempt from taxation.

•

The policy regarding the purchase of contracts with insurance compa
nies that are excluded from plan assets. Consideration should be given
to disclosing the type and extent of insurance coverage, as well as the
extent to which risk is transferred (for example, coverage period and
claims reported or claims incurred).

•

Identification of investments that represent 5 percent or more of the
net assets available for benefits as of the end of the year. Consideration
should be given to disclosing provisions of insurance contracts in
cluded as plan assets that could cause an impairment of the asset value
upon liquidation or other occurrence (for example, surrender charges
and market value adjustments).

•

The amounts and types of securities of the employer and related
parties included in plan assets, and the approximate amount of future
annual benefits of plan participants covered by insurance contracts
issued by the employer and related parties.

•

Significant real estate or other transactions in which the plan and any
of the following parties are jointly involved: the sponsor, the plan
administrator, employers, or employee organizations.

•

Unusual or infrequent events or transactions occurring after the
financial statement date, but before issuance of the financial state
ments, that might significantly affect the usefulness of the financial

27 If significant plan administration or related costs are being borne by the employer, that fact
should be disclosed. [Footnote renumbered by the issuance of Statement of Position 01-2, April 2001.]
28 The plan’s estimated cost of postretirement benefits is the plan’s expected claims cost for the
year. It excludes benefit costs paid by Medicare and costs, such as deductibles and copayments, paid
directly to the medical provider by participants. The portion of the plan’s estimated cost that is
funded by retiree contributions is determined at the beginning of the year based on the plan sponsor’s
cost-sharing policy. In determining that amount, the retirees’ required contribution for the year
should be reduced by any amounts intended to recover a shortfall (or increased by amounts intended
to compensate for an overcharge) in attaining the desired cost-sharing in prior year(s). [Footnote
added, effective for financial statements for plan years beginning after December 15, 2000, by
Statement of Position 01-2.]

AICPA Technical Practice Aids

§10,530.61

19,600

Statements of Position

statements in an assessment of the plain’s present and future ability to
pay benefits. For example, a plan amendment adopted after the latest
financial statement date that significantly increases future benefits at
tributable to an employee’s service rendered before that date, a significant
change in the market value of a significant portion of the plan’s assets, or
the emergence of a catastrophic claim should be disclosed. If reasonably
determinable, the effects of such events or transactions should be dis
closed. If such effects are not reasonably determinable, the reasons why
they are not quantifiable should be disclosed.
•

Material lease commitments, other commitments, or contingent
liabilities.

•

The assumed health care cost-trend rate(s) used to measure the
expected cost of benefits covered by the plan for the next year, a general
description of the direction and pattern of change in the assumed trend
rates thereafter, the ultimate trend rate(s), and when that rate is
expected to be achieved.

•

For health and welfare benefit plans providing postretirement health
care benefits, the effect of a one-percentage-point increase in the
assumed health care cost-trend rates for each future year on the
postretirement benefit obligation.

•

Any modification of the existing cost-sharing provisions that are
encompassed by the substantive plan(s) and the existence and nature
of any commitment to increase monetary benefits provided by the plan
and their effect on the plan’s financial statements.

•

Termination provisions of the plan and priorities for distribution of
assets, if applicable.

•

Restrictions, if any, on plan assets (for example, legal restrictions on
multiple trusts).

•

For benefit-responsive investment contracts in the aggregate:
— The average yield for each period for which a statement of net
assets available for benefits is presented
— The crediting interest rate as of the date of each statement of net
assets available for benefits presented
— The amount of valuation reserves recorded to adjust contract
amounts (for example, due to problems with the creditworthiness
of the contract issuer or third-party guarantor)
— The fair values of fully benefit-responsive investment contracts
reported at contract value, in accordance with FASB Statement
No. 107

•

A general description of the basis and frequency of determining crediting
interest-rate resets and any minimum crediting interest rate under the
terms of fully benefit-responsive investment contracts and any limita
tions on related liquidity guarantees (for example, premature termina
tion of the contracts by the plan, plant closings, layoffs, plan termination,
bankruptcy, mergers, and early retirement incentives).

•

For ERISA-covered plans, if a fully benefit-responsive investment
contract does not qualify for contract-value reporting in the DOL Form
5500 but is reported in the financial statements at contract value, and
the contract value does not approximate fair value, the DOL’s rules
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and regulations require that a statement explaining the differences
between amounts reported in the financial statements and DOL Form
5500 be added to the financial statements.
•

The weighted-average assumed discount rate used to measure the
plan’s obligation for postemployment benefits.

This list does not include information that, in accordance with ERISA require
ments, must be disclosed in the schedules filed as part of a plan’s annual report. It
is important to note that any information required by ERISA to be disclosed in the
schedules must be disclosed in the schedules; disclosure of the information in the
footnotes to the financial statements but not in the schedules is not acceptable to
the DOL. [Paragraph renumbered and amended, effective for financial statements
for plan years beginning after December 15,1994, by Statement of Position 94-4.
As amended, effective for financial statements for plan years ending after Decem
ber 15,1999, by Statement of Position 99-3. Paragraph subsequently renumbered
and amended, effective for financial statements for plan years beginning after
December 15,2000, by Statement of Position 01-2.]
. 62 FASB Statement No. 105 requires all entities, including health and
welfare benefit plans, to disclose information principally about financial instru
ments with off-balance-sheet risk. However, the disclosure requirements in para
graphs 17, 18, and 20 of FASB Statement No. 105 do not apply to (a) financial
instruments of a pension plan, including plan assets, when subject to the account
ing and reporting requirements of FASB Statement No. 87, Employers'Accounting
for Pensions', (b) employers’ and plans’ obligations for pension benefits, postretire
ment health care and life insurance benefits, employee stock option and stock
purchase plans, and other forms of deferred compensation arrangements; (c)
insurance contracts, other than financial guarantees and investment contracts as
discussed in FASB Statement Nos. 60, Accounting and Reporting by Insurance
Enterprises, and 97, Accounting and Reporting by Insurance Enterprises for Cer
tain Long-Duration Contracts and for Realized Gains and Losses from the Sale of
Investments; and (d) unconditional purchase obligations subject to the disclosure
requirements of FASB Statement No. 47, Disclosure of Long-Term Obligations.
[Paragraph renumbered by the issuance of Statement of Position 94-4, September
1994. Paragraph subsequently renumbered by the issuance of Statement of Posi
tion 01-2, April 2001.]

. 63 Some examples of financial instruments of employee benefit plans
with off-balance-sheet risk that are included within the scope of FASB State
ment No. 105 are obligations to repurchase securities sold, outstanding com
mitments to purchase or sell financial instruments at predetermined prices,
futures contracts, and interest-rate and foreign-currency swaps. [Paragraph
renumbered by the issuance of Statement of Position 94-4, September 1994.
Paragraph subsequently renumbered by the issuance of Statement of Position
01-2, April 2001.]
. 64 FASB Statement No. 105 requires entities to disclose the following
information about financial instruments with off-balance-sheet credit risk:
•

The face or contract amount (or notional principal amount if there is
no face or contract amount)

•

The nature and terms, including, at a minimum, a discussion of (a) the
credit and market risk of those instruments, (b) the cash requirements
of those instruments, and (c) the related accounting policy pursuant
to the requirements of APB Opinion 22
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•

The amount of the accounting loss the entity would incur if any party
to the financial instrument failed completely to perform according to
the terms of the contract and the collateral or other security, if any,
for the amount due proved to be of no value to the entity

•

The entity’s policy of requiring collateral or other security to support
financial instruments subject to credit risk, information about the
entity’s access to that collateral or other security, and the nature and
a brief description of the collateral or other security supporting those
financial instruments

FASB Statement No. 105 requires entities to disclose the following information
about financial instruments with concentrations of credit risk:

•

Information about the (shared) activity, region, or economic charac
teristic that identifies the concentration

•

The amount of the accounting loss due to credit risk the entity would
incur if parties to the financial instruments that make up the concen
tration failed completely to perform according to the terms of the
contracts and the collateral or other security, if any, for the amount
due proved to be of no value to the entity

•

The entity’s policy of requiring collateral or other security to support
financial instruments subject to credit risk, information about the
entity’s access to that collateral or other security, and the nature and
a brief description of the collateral or other security supporting those
financial instruments

[Paragraph renumbered by the issuance of Statement of Position 94-4, Septem
ber 1994. Paragraph subsequently renumbered by the issuance of Statement
of Position 01-2, April 2001.]

Terminating Plans
. 65 The auditing interpretation “Reporting on Financial Statements Pre
pared on a Liquidation Basis of Accounting” (AICPA, Professional Standards,
vol. 1, AU section 9508.33-.38) contains applicable guidance regarding the
auditor’s reporting responsibilities for terminating plans. For purposes of this
discussion, a terminating plan includes all plans about which a termination
decision has been made regardless of whether the terminating plan will be
replaced. [Paragraph renumbered by the issuance of Statement of Position
94-4, September 1994. Paragraph subsequently renumbered by the issuance of
Statement of Position 01-2, April 2001.]
. 66 When the decision has been made to terminate a plan,29 or a wasting
trust—that is, a plan under which participants no longer accrue benefits but
that will remain in existence as long as necessary to pay already accrued
benefits—exists, complete and prominent disclosure of the relevant circum
stances is essential in all subsequent financial statements issued by the plan.
29 See paragraph 12.11 of the guide, which states that the auditor should obtain from the plan
trustee, administrator, or administrative agent written representation about whether there is a
present intention to terminate the plan. Refer also to paragraph 10.33 of the guide, which states that
the auditor should consider confirming with the plan’s actuary knowledge of an intent on the part of
the employer to terminate the plan. [Footnote renumbered by the issuance of Statement of Position
01-2, April 2001.]
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If the decision to terminate a plan is made before the end of the plan year, it is
also necessary for the plan’s year-end financial statements to be prepared on
the liquidation basis of accounting, as described below. If the decision is made
after the year end but before the year-end financial statements have been
issued, the decision is generally a type two subsequent event requiring the
disclosure described in SAS No. 1, Codification of Auditing Standards and
Procedures [section 560.05]. [Paragraph renumbered by the issuance of State
ment of Position 94-4, September 1994. Paragraph subsequently renumbered
by the issuance of Statement of Position 01-2, April 2001.]

. 67 Plan financial statements for periods ending after the termination
decision are prepared on the liquidation basis of accounting. For plan assets,
changing to the liquidation basis will usually cause little or no change in
values, most of which are current market values. Assets that may not be
carried at market values include operating assets, insurance contracts carried
at contract values, or large blocks of stock or other assets that cannot be readily
disposed of at their quoted market prices. [Paragraph renumbered by the
issuance of Statement of Position 94-4, September 1994. Paragraph sub
sequently renumbered by the issuance of Statement of Position 01-2, April
2001.]

. 68 Benefit obligations should be determined on a liquidation basis, and
their value may differ from the actuarial present value of benefit obligations
reported for an ongoing plan. Consideration should be given upon termination
to whether any or all benefits become vested. [Paragraph renumbered by the
issuance of Statement of Position 94-4, September 1994. Paragraph sub
sequently renumbered by the issuance of Statement of Position 01-2, April
2001.]

Effective Date and Transition
. 69 This SOP is effective for audits of financial statements of single-em
ployer plans for plan years beginning after December 15,1992, except that the
application of this SOP to plans of single employers with no more than 500
participants in the aggregate is effective for plan years beginning after Decem
ber 15, 1994. This SOP is effective for audits of financial statements of
multiemployer plans for plan years beginning after December 15,1995. Earlier
application is encouraged. Accounting changes adopted to conform to the
provisions of this SOP shall be made retroactively. Financial statements of
prior plan years are required to be restated to comply with the provisions of
this SOP only if they are presented together with financial statements for plan
years beginning after December 15, 1992. If accounting changes were neces
sary to conform to the provisions of this SOP, that fact shall be disclosed when
financial statements for the year in which this SOP is first applied are
presented either alone or with financial statements of prior years. [Paragraph
renumbered by the issuance of Statement of Position 94-4, September 1994.
Paragraph subsequently renumbered by the issuance of Statement of Position
01-2, April 2001.]
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.70

Appendix
Illustrative Financial Statements and Disclosures of Employee
Health and Welfare Benefit Plans
A-l. This appendix illustrates certain applications of the provisions of this
SOP that apply to the annual financial statements of three hypothetical health
and welfare benefit plans that have assets in underlying trusts. They are—
a.

Allied Industries Health Care Benefit Plan, a multiemployer defined
benefit health and welfare plan that provides an example of financial
reporting where retirees contribute a portion of the cost for their
medical coverage (exhibit A).

b.

Classic Enterprises Benefit Plan, a single-employer plan that dis
plays the benefit obligation information on the face of the financial
statements along with the net asset information (exhibit B).

c.

ABC Company Supplemental Unemployment Benefit Plan, a mul
tiemployer plan that provides postemployment benefits to covered
employees (exhibit C).

A-2. The plan in exhibit A pays all benefits directly from plan assets. The
plan in exhibit B obtains insurance for current benefits from its assets. It is
assumed that both plans provide health benefits and life insurance coverage to
both active and retired participants. Exhibit A also assumes that the plan
provides long-term disability benefits and limited coverage during periods of
unemployment based on accumulated eligibility credits.
A-3. This appendix illustrates certain applications of the provisions of this
Statement of Position (SOP). It does not illustrate other provisions of this SOP
that might apply in circumstances other than those assumed in these examples.
It also does not illustrate all disclosures required for a fair presentation in
conformity with generally accepted accounting principles (GAAP). The formats
presented and the wording of the accompanying notes are illustrative and are
not necessarily the only possible presentations.

A-4. Although GAAP does not require comparative financial statements,
the Employee Retirement Income Security Act of 1974 (ERISA) requires a
comparative statement of net assets available for benefits. The illustrative
financial statements are intended to comply with the requirements of ERISA.
A-5. ERISA and U.S. Department of Labor (DOL) regulations require that
certain information be included in supplemental schedules, which are not
required under GAAP. See appendix A of AICPA Audit and Accounting Guide
Audits of Employee Benefit Plans for a further discussion of the ERISA and
DOL requirements.
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Exhibit A
ALLIED INDUSTRIES HEALTH CARE BENEFIT PLAN

Allied Industries Health Care Benefit Plan
Statements of Net Assets Available for Benefits
December 31,20X2 and 20X1
Assets
Investments, at fair value (see note 3)
U.S. government securities

Corporate bonds and debentures
Common stock
Total investments
Receivables
Participating employers’ contributions
Participants’ contributions
Accrued interest and dividends
Total receivables
Cash

TOTAL ASSETS

20X2

20X1

$5,000,000
2,000,000
1,000,000

8,000,000

$4,000,000
1,600,000
600,000
6,200,000

500,000
100,000
50,000
650,000
140,000
8,790,000

430,000
80,000
40,000
550,000
115,000
6,865,000

250,000
25,000
275,000
$8,515,000

240,000
25,000

Liabilities

Due to broker for securities purchased
Accounts payable for administrative expenses
TOTAL LIABILITIES
NET ASSETS AVAILABLE FOR BENEFITS

265,000
$6,600,000

The accompanying notes are an integral part of the financial statements.
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Allied Industries Health Care Benefit Plan
Statements of Changes in Net Assets Available for Benefits
Years Ended December 31,20X2 and 20X1

Contributions
Participating employers
Participants
Total contributions
Investment income
Net appreciation in fair value of
investments
Interest
Dividends

Less investment expenses
Net investment income
TOTAL ADDITIONS
Benefits paid to participants
Health care
Disability and death
Administrative expenses
TOTAL DEDUCTIONS
NET INCREASE DURING YEAR
Net assets available for benefits
Beginning of year

End of year

20X2

20X1

$15,000,000
3,000,000
18,000,000

$14,500,000
2,800,000
17,300,000

300,000
500,000
50,000
850,000
15,000
835,000
18,835,000

200,000
450,000
50,000
700,000
25,000
675,000
17,975,000

16,000,000
770,000
16,770,000

15,750,000
750,000
16,500,000

150,000
16,920,000
1,915,000

175,000
16,675,000
1,300,000

6,600,000

5,300,000
$ 6,600,000

$ 8,515,000

The accompanying notes are an integral part of the financial statements.
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Allied Industries Health Care Benefit Plan
Statements of Plan’s Benefit Obligations
December 31,20X1 and 20X0
20X1

20X0

$ 1,200,000

$ 1,050,000

1,350,000

1,000,000

Retired participants

2,000,000

1,900,000

Other participants fully eligible
for benefits

4,000,000

3,600,000

Participants not yet fully eligible for benefits

5,000,000

4,165,000

11,000,000

9,665,000

$13,550,000

$11,715,000

Amounts currently payable
Claims payable, claims incurred but not
reported, and premiums due to insurers

Postemployment benefit obligations, net
of amounts currently payable
Death and disability benefits for inactive
participants

Postretirement benefit obligations, net
of amounts currently payable

PLAN’S TOTAL BENEFIT OBLIGATIONS

The accompanying notes are an integral part of the financial statements.
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Allied Industries Health Care Benefit Plan
Statement of Changes in Plan’s Benefit Obligations
Year Ended December 31,20X1
20X1

Amounts currently payable
Balance at beginning of year
Claims reported and approved for payment, including
benefits reclassified from benefit obligations
Claims paid
Balance at end of year

$ 1,050,000
16,920,000
(16,770,000)
1,200,000

Postemployment benefit obligations, net of
amounts currently payable
Balance at beginning of year
Increase (decrease) in postemployment benefits
attributable to: Benefits earned
Benefits reclassified to amounts currently payable
Interest
Changes in actuarial assumptions and other actuarial
gains and losses

1,000,000

Balance at end of year

1,350,000

600,000
(450,000)
90,000

110,000

Postretirement benefit obligations, net of
amounts currently payable
Balance at beginning of year
Increase (decrease) in postretirement benefits
attributable to: Benefits earned
Benefits reclassified to amounts currently payable
Interest
Plan amendment
Changes in actuarial assumptions and other actuarial
gains and losses

Balance at end of year

PLAN’S TOTAL BENEFIT OBLIGATIONS
AT END OF YEAR

9,665,000

1,150,000
(650,000)
750,000
(175,000)

260,000
11,000,000

$13,550,000

The accompanying notes are an integral part of the financial statements.
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Allied Industries Health Care Benefit Plan
Notes to Financial Statements
NOTE 1: DESCRIPTION OF PLAN
The following description of the Allied Industries Benefit Plan (the Plan)
provides only general information. Participants should refer to the Plan agree
ment for a complete description of the Plan’s provisions.

General. The Plan provides health and other benefits covering all participants
in the widgets industry in the Greater Metropolis area. The Plan and related
trust were established on May 8, 1966, pursuant to a collective bargaining
agreement between the Allied Employers’ Trade Association and the Allied
Union, Local 802. It is subject to the provisions of the Employee Retirement
Income Security Act of 1974 (ERISA), as amended.
Benefits. The Plan provides health benefits (medical, hospital, surgical, major
medical, and dental), permanent disability benefits, and death benefits to
full-time participants (with at least 450 hours of work in the industry during a
consecutive three-month period) and to their beneficiaries and covered depend
ents. Retired employees are entitled to similar health benefits (in excess of
Medicare coverage) provided they have attained at least age sixty-two and have
fifteen years of service with participating employers before retirement.

The Plan also provides health benefits to participants during periods of
unemployment, provided they have accumulated in the current year or in prior
years credit amounts (expressed in hours) in excess of the hours required for
current coverage. Accumulated eligibility credits equal to one year’s coverage
may be carried forward.
Health, disability, and death claims of active and retired participants,
dependents, and beneficiaries are processed by the Administrator Group, but
the responsibility for payments to participants and providers is retained by the
Plan.

In 20X2 the board of trustees amended the Plan to increase the deductible
under major medical coverage from $100 to $300 and to extend dental coverage
to employees retiring after December 31, 20X2. The amendment will not affect
participating employers’ contributions to the Plan in 20X3 under the current
collective bargaining agreement.
Contributions. Participating employers contribute 5.5 percent of wages pur
suant to the current collective bargaining agreement between employers and
the union (expiring February 19, 20X5). Employees may contribute specified
amounts, determined periodically by the Plan’s actuary, to extend coverage to
eligible dependents. The costs of the postretirement benefit plan are shared by
the Plan’s participating employers and retirees. In addition to deductibles and
copayments, participant contributions in the current (and prior, if applicable)
year were as follows:
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Participants
Retiring

20X0
Retiree
Contribution

20X1
Retiree
Contribution

(1) Pre-1990

(1) None

(1) None

(2) 1990-1994

(2) Retirees contribute
20% of estimated cost
of providing their
postretirement
benefits

(2) Retirees contribute
20% of estimated cost
of providing their
postretirement
benefits

(3) 1995-1999

(3) Retirees pay the
cost of providing their
postretirement
benefits in excess of
$200 per month “cap”
(approximately 60% of
the estimated cost)

(3) Retirees pay the
cost of providing their
postretirement
benefits in excess of
$200 per month “cap”
(approximately 50% of
the estimated cost)

(4) 2000 and after

(4 ) Retirees pay 100%
of estimated cost of
providing their
postretirement
benefits

(4) Retirees pay 100%
of estimated cost of
providing their
postretirement
benefits

Other. The Plan’s board of trustees, as Sponsor, has the right under the Plan
to modify the benefits provided to active employees. The Plan may be termi
nated only by joint agreement between industry and union, subject to the
provisions set forth in ERISA.
NOTE 2: SUMMARY OF ACCOUNTING POLICIES

A. Valuation ofInvestments. The Plan’s investments are stated at fair value.
Securities traded on the national securities exchange are valued at the last
reported sales price on the last business day of the plan year. Investments
traded in the over-the-counter market and listed securities for which no sale
was reported on that date are valued at the average of the last reported bid and
asked prices. For certain corporate bonds that do not have an established fair
value, the Plan’s board of trustees has established a fair value based on yields
currently available on comparable securities of issuers with similar credit
ratings.
B. Postretirement Benefits. The amount reported as the postretirement
benefit obligation represents the actuarial present value of those estimated
future benefits that are attributed by the terms of the plan to employees’
service rendered to the date of the financial statements, reduced by the
actuarial present value of contributions expected to be received in the future
from current plan participants. Postretirement benefits include future
benefits expected to be paid to or for (1) currently retired or terminated
employees and their beneficiaries and dependents and (2) active employees
and their beneficiaries and dependents after retirement from service with
participating employers. The postretirement benefit obligation represents
Excluding $15 per month per capita increase in 20X1 due to adverse claims experience in 20X0.
[Footnote added, effective for financial statements for plan years beginning after December 15, 2000,
by Statement of Position 01-2.]
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the amount that is to be funded by contributions from the plan’s participating
employers and from existing plan assets. Prior to an active employee’s full
eligibility date, the postretirement benefit obligation is the portion of the
expected postretirement benefit obligation that is attributed to that employee’s
service in the industry rendered to the valuation date.

The actuarial present value of the expected postretirement benefit obli
gation is determined by an actuary and is the amount that results from
applying actuarial assumptions to historical claims-cost data to estimate
future annual incurred claims costs per participant and to adjust such
estimates for the time value of money (through discounts for interest) and
the probability of payment (by means of decrements such as those for death,
disability, withdrawal, or retirement) between the valuation date and the
expected date of payment.
For measurement purposes, a 9.5 percent annual rate of increase in the per
capita cost of covered health care benefits was assumed for 20X3; the rate was
assumed to decrease gradually to 8.0 percent for 20X8 and to remain at that
level thereafter. These assumptions are consistent with those used to measure
the benefit obligation at December 31, 20X1.

The following were other significant assumptions used in the valuations as
of December 31, 20X2 and 20X1.

Weighted-average discount rate

8.0%—20X2; 8.25%—20X1

Average retirement age

60

Mortality

1971 Group Annuity Mortality Table

The foregoing assumptions are based on the presumption that the Plan will
continue. Were the Plan to terminate, different actuarial assumptions and
other factors might be applicable in determining the actuarial present value of
the postretirement benefit obligation.
C. Other Plan Benefits. Plan obligations at December 31 for health claims
incurred by active participants but not reported at that date, for accumulated
eligibility of participants, and for future disability payments to members
considered permanently disabled at December 31 are estimated by the Plan’s
actuary in accordance with accepted actuarial principles. Such estimated
amounts are reported in the accompanying statement of the Plan’s benefit
obligations at present value, based on an 8.0 percent discount rate. Health
claims incurred by retired participants but not reported at year end are
included in the postretirement benefit obligation.
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NOTE 3: INVESTMENTS
The Plan’s investments are held by a bank-administered trust fund. During
20X2 and 20X1 the Plan’s investments (including investments bought, sold,
and held during the year) appreciated in value by $300,000 and $200,000,
respectively, as follows:
20X1

20X2
Net Increase
(Decrease)
in Value
During Year

Fair value as determined
by quoted market price:
U.S. government
securities
Corporate bonds and
debentures
Common stocks

Fair value as estimated by
Plan’s board of trustees:
Corporate bonds

$200,000

Fair Value
at End of
Year

$5,000,000

Net Increase
(Decrease)
in Value
During Year

Fair Value
at End of
Year

$(75,000) $4,000,000

1,750,000
1,000,000

50,000
200,000

1,375,000
600,000

275,000

7,750,000

175,000

5,975,000

25,000

250,000

25,000

225,000

$300,000

$8,000,000

$200,000

$6,200,000

(25,000)
100,000

The fair value of individual investments that represent 5.0 percent or more
of the Plan’s net assets are as follows:
20X2
Commonwealth Power Co., 9.0% bonds due 2014
($500,000 face amount)
ABC Company common stock (2,000 shares)
U.S. Treasury bond, 8.5% due 20X6 ($360,000 face
amount)

$475,000
500,000

20X1

$450,000
450,000
350,000

NOTE 4: BENEFIT OBLIGATIONS
The Plans deficiency of net assets over benefit obligations at December 31,20X2
and 20X1, relates primarily to the postretirement benefit obligation, the fund
ing of which is not covered by the contribution rate provided by the current
bargaining agreement. It is expected that the deficiency will be funded through
future increases in the collectively bargained contribution rates.
The weighted-average health care cost-trend rate assumption (see note 2B)
has a significant effect on the amounts reported in the accompanying financial
statements. If the assumed rates increased by one percentage point in each
year, it would increase the obligation as of December 31, 20X2 and 20X1, by
$2,600,000 and $2,500,000, respectively.
NOTE 5: OTHER MATTERS
The trust established under the Plan to hold the Plan’s assets is qualified
pursuant to Section 501(c)9 of the Internal Revenue Code, and, accordingly, the
trust’s net investment income is exempt from income taxes. The Plan has
obtained a favorable tax determination letter from the Internal Revenue
Service, and the Plan sponsor believes that the Plan, as amended, continues to
qualify and to operate as designed.
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Exhibit B
CLASSIC ENTERPRISES BENEFIT PLAN
Classic Enterprises Benefit Plan
Statements of Benefit Obligations and
Net Assets Available for Benefits
December 31,20X2 and 20X1
20X2

20X1

Benefit Obligations (see note 4)
Amounts due insurance companies
Postretirement benefit obligations

$1,200,000
11,000,000

$1,000,000
9,665,000

Total benefit obligations

12,200,000

10,665,000

Net Assets
Investments at fair value (see note 3)
U.S. government securities
Corporate bonds and debentures
Common stock

$5,000,000
2,000,000
1,000,000

$4,000,000
1,600,000
600,000

8,000,000

6,200,000

500,000
100,000
50,000

430,000
80,000
40,000

650,000

550,000

75,000
65,000

60,000
55,000

8,790,000

6,865,000

250,000
25,000

240,000
25,000

275,000

265,000

8,515,000

6,600,000

EXCESS OF BENEFIT OBLIGATIONS OVER
NET ASSETS AVAILABLE FOR
BENEFITS
$3,685,000

$4,065,000

Total investments

Receivables
Sponsor’s contributions
Participants’ contributions
Accrued interest and dividends
Total receivables

Cash
Insurance premium deposits

TOTAL ASSETS
Liabilities
Due to broker for securities purchased
Accounts payable for administrative expenses

TOTAL LIABILITIES

NET ASSETS AVAILABLE FOR
BENEFITS

The accompanying notes are an integral part of the financial statements.
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Classic Enterprises Benefit Plan
Statement of Changes in Benefit Obligations and
Net Assets Available for Benefits
Years Ended December 31,20X2 and 20X1
20X2

20X1

$ 1,510,000

$ 1,000,000

200,000
(175,000)

100,000

1,535,000

1,100,000

15,000,000
3,000,000

14,500,000
2,800,000

18,000,000

17,300,000

300,000
500,000
50,000

200,000
450,000
50,000

Less investment expenses

850,000
15,000

700,000
25,000

Net investment income

835,000

675,000

18,835,000

17,975,000

Insurance premiums paid for health benefits,
net of experience-rating adjustments of
$250,000 for 20X1 received in 20X2 and
$275,000 for 20X0 received in 20X1
Insurance premiums paid for death benefits

16,035,000
780,000

15,750,000
750,000

Administrative expenses

16,815,000
105,000

16,500,000
175,000

16,920,000

16,675,000

1,915,000

1,300,000

Net Increase in Benefit Obligations
Increase (Decrease) during the year
attributable to:
Benefits earned and other changes
Additional amounts payable to insurance
company
Plan amendment

Net Increase in Net Assets Available for Benefits

Contributions
Sponsor
Participants
Total contributions
Investment income
Net appreciation in fair value of investments
Interest
Dividends

TOTAL ADDITIONS

TOTAL DEDUCTIONS

NET INCREASE
Increase (Decrease) in Net Assets Available for
Benefits Over Benefit Obligations

(380,000)

(200,000)

Excess of Benefit Obligations Over Net Assets
Available for Benefits

Beginning of year
End of year

4,065,000

4,265,000

$ 3,685,000

$ 4,065,000

The accompanying notes are an integral part of the financial statements.
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Classic Enterprises Benefit Plan
Notes to Financial Statements
NOTE 1: DESCRIPTION OF PLAN

The following description of the Classic Enterprises Benefit Plan (the Plan)
provides only general information. Participants should refer to the Plan agree
ment for a complete description of the Plan’s provisions.
General. The Plan provides health and death benefits covering substantially
all active and retired employees of Classic Enterprises (the Sponsor). It is
subject to the provisions of the Employee Retirement Income Security Act of
1974 (ERISA), as amended.

Benefits. The Plan provides health benefits (medical, hospital, surgical, major
medical, and dental) and death benefits to full-time employees of the Sponsor
(with at least 1,000 hours of service each year) and to their beneficiaries and
covered dependents. Retired employees are entitled to similar health and death
benefits provided they have attained at least age fifty-five and have at least ten
years of service with the Sponsor.

Current health claims of active and retired participants and their depend
ents and beneficiaries are provided under group insurance contracts with ABC
Carrier, which are experience rated after the anniversary dates of the policies
(generally March 31). Death benefits are covered by a group-term policy with
DEF Carrier.
Contributions. The Sponsor’s policy is to contribute the maximum amounts
allowed as a tax deduction by the Internal Revenue Code. Under present law,
the Sponsor is not permitted to deduct amounts for future benefits to current
employees and retirees.

Employees and retirees may contribute specified amounts, determined
periodically by the Plan’s insurance companies, to extend coverage to eligible
dependents.
In 20X2 the Plan was amended to increase the deductible under major
medical coverage from $100 to $300 and to extend dental coverage to employees
retiring after December 31, 20X2. The amendment is not expected to signifi
cantly affect the Sponsor’s contribution to the Plan in 20X3.

Other. Although it has not expressed any intention to do so, the Sponsor has
the right under the Plan to modify the benefits provided to active employees,
to discontinue its contributions at any time, and to terminate the Plan subject
to the provisions set forth in ERISA.
NOTE 2: SUMMARY OF ACCOUNTING POLICIES

A. Valuation ofInvestments. The Plan’s investments are stated at fair value.
Securities traded on the national securities exchange are valued at the last
reported sales price on the last business day of the plan year. Investments
traded in the over-the-counter market and listed securities for which no sale
was reported on that date are valued at the average of the last reported bid and
asked prices. For certain corporate bonds that do not have an established fair
value, the Classic Enterprises Benefits Committee has established a fair value
based on yields currently available on comparable securities of issuers with
similar credit ratings.
AICPA Technical Practice Aids
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B. Plan Benefits. The postretirement benefit obligation (see note 4) repre
sents the actuarial present value of those estimated future benefits that are
attributed to employee service rendered to December 31. Postretirement bene
fits include future benefits expected to be paid to or for (1) currently retired
employees and their beneficiaries and dependents and (2) active employees and
their beneficiaries and dependents after retirement from service with the
Sponsor. Prior to an active employee’s full eligibility date, the postretirement
benefit obligation is the portion of the expected postretirement benefit obliga
tion that is attributed to that employee’s service rendered to the valuation date.

The actuarial present value of the expected postretirement benefit obliga
tion is determined by an actuary and is the amount that results from applying
actuarial assumptions to historical claims-cost data to estimate future annual
incurred claims costs per participant and to adjust such estimates for the time
value of money (through discounts for interest) and the probability of payment
(by means of decrements such as those for death, disability, withdrawal, or
retirement) between the valuation date and the expected date of payment, and
to reflect the portion of those costs expected to be borne by Medicare, the retired
participants, and other providers.

For measurement purposes at December 31,20X2, a 9.5 percent annual rate
of increase in the per capita cost of covered health care benefits was assumed
for 20X3; the rate was assumed to decrease gradually to 8.0 percent for 20X8
and to remain at that level thereafter. These assumptions are consistent with,
those used to measure the benefit obligation at December 31, 20X1.
The following were other significant assumptions used in the valuations as
of December 31, 20X2 and 20X1.

Weighted-average discount rate
Average retirement age
Mortality

8.0%
60
1971 Group Annuity Mortality Table

The foregoing assumptions are based on the presumption that the Plan will
continue. Were the Plan to terminate, different actuarial assumptions and
other factors might be applicable in determining the actuarial present value of
the postretirement benefit obligation.
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NOTE 3: INVESTMENTS
The Plan’s investments are held by a bank-administered trust fund. During
20X2 and 20X1, the plan’s investments (including investments bought, sold,
and held during the year) appreciated in value by $300,000 and $200,000,
respectively, as follows:

20X1

20X2

Fair value as determined
by quoted market price:
U.S. government
securities
Corporate bonds and
debentures
Common stocks

Fair value as estimated by
Classic Enterprise Benefits
Plan Investment
Committee:
Corporate bonds

Net
Increase
(Decrease)
in Value
During
Year

Fair Value
at End of
Year

$200,000

$5,000,000

Net
Increase
(Decrease)
in Value
During
Year

Fair Value
at End of
Year

$ (75,000) $4,000,000

(25,000)
100,000

1,750,000
1,000,000

50,000
200,000

1,375,000
600,000

275,000

7,750,000

175,000

5,975,000

25,000

250,000

25,000

225,000

$300,000

$8,000,000

$200,000

$6,200,000

The fair value of individual investments that represent 5.0 percent or more
of the Plan’s net assets is as follows:
20X2

Commonwealth Power Co., 9.0% bonds due 2014
($500,000 face amount)
ABC Company common stock (2,000 shares)
U.S. Treasury bond, 8.5% due 20X6 ($360,000 face
amount)

$475,000
500,000

20X1

$450,000
450,000

350,000

NOTE 4: BENEFIT OBLIGATIONS
Health costs incurred by participants and their beneficiaries and dependents
are covered by insurance contracts maintained by the Plan. It is the present
intention of the Sponsor and the Plan to continue obtaining insurance coverage
for benefits. As stated in note 1, the Sponsor is not permitted under present tax
law to deduct amounts for future benefits (beyond one year). Insurance premi
ums for future years in respect of the Plan’s postretirement benefit obligation
will be funded by Sponsor contributions to the Plan in those later years.
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The postretirement benefit obligation at December 31, 20X2 and 20X1,
principally health benefits, related to the following categories of participants
(including their beneficiaries and dependents):
20X2

Current retirees
Other participants fully eligible for benefits
Participants not yet fully eligible for benefits

20X1

$ 3,900,000
2,100,000
5,000,000

$3,500,000
2,000,000
4,165,000

$11,000,000

$9,665,000

The health care cost-trend rate assumption (see note 2B) has a significant
effect on the amounts reported. If the assumed rates increased by one percent
age point in each year, that would increase the obligation as of December 31,
20X2 and 20X1, by $2,600,000 and $2,500,000, respectively.
NOTE 5: OTHER MATTERS
The trust established under the Plan to hold the Plan’s net assets is qualified
pursuant to Section 501(c)9 of the Internal Revenue Code, and, accordingly, the
trust’s net investment income is exempt from income taxes. The Sponsor has
obtained a favorable tax determination letter from the Internal Revenue
Service and the Sponsor believes that the Plan, as amended, continues to
qualify and to operate as designed.
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Exhibit C
ABC COMPANY SUPPLEMENTAL
UNEMPLOYMENT BENEFIT PLAN

Supplemental Unemployment Benefit Plan for
Employees of ABC Company Established Pursuant to
Agreement With United Workers of America
Statements of Net Assets Available for Benefits
December 31,20X1 and 20X0

Assets
Investments
Cash and cash equivalents
Accrued interest receivable

TOTAL ASSETS
Liability
Accrued investment trustee fees

NET ASSETS AVAILABLE FOR BENEFITS

20X1

20X0

$10,605
1,025
100

$ 80,750
19,400
125

11,730

100,275

265

265

$11,465

$100,010

The accompanying notes are an integral part of the financial statements.
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Supplemental Unemployment Benefit Plan for
Employees of ABC Company Established Pursuant to
Agreement With United Workers of America
Statement of Changes in Net Assets Available for Benefits
Year Ended December 31,20X1
Additions:
Contributions
Interest income

$1,366,065
1,960

TOTAL ADDITIONS

1,368,025

Deductions:
Benefit payments
Investment trustee fees

1,455,460
1,110

TOTAL DEDUCTIONS

1,456,570

NET DECREASE DURING THE YEAR

(88,545)

Net assets available for benefits
Beginning of year

100,010

End of year

$

11,465

The accompanying notes are an integral part of the financial statements.
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Supplemental Unemployment Benefit Plan for
Employees of ABC Company Established Pursuant to
Agreement With United Workers of America
Notes to Financial Statements
NOTE 1: DESCRIPTION OF PLAN

In connection with a negotiated contract, the Supplemental Unemployment
Benefit Plan for Employees of ABC Company Established Pursuant to Agree
ment With United Workers of America (the Plan) provides for payment of
supplemental unemployment benefits to covered employees who have com
pleted two years of continuous service. Payments are made to (a) employees on
layoff and (6) certain employees who work less than 32 hours in any week. The
following description is provided for general information purposes. The Plan
document should be referred to for specific information regarding benefits and
other Plan matters.
NOTE 2: SUMMARY OF ACCOUNTING POLICIES

Basis ofAccounting. The financial statements of the Plan are prepared under
the accrual method of accounting.

Investment Valuation. The Plan’s investments consist of shares of a money
market portfolio. The investments are reported at fair value.
Use of Estimates. The preparation of financial statements in conformity with
generally accepted accounting principles (GAAP) requires management to
make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of
the financial statements and the reported amounts of revenues and expenses
during the reporting period. Actual results could differ from those estimates.

Benefit Obligations. The Plan’s obligation for accumulated eligibility credits
is discounted using a weighted-average assumed rate of 7½ percent.
NOTE 3: FUNDING AND OPERATION OF THE PLAN

Funding of the Plan. Contributions funded by ABC Company, the Plan’s
sponsor, pursuant to the Plan are invested in assets held in a trust fund (the
Fund). General Bank, the trustee of the Fund (the Trustee), invests the Fund’s
money as set forth in the Plan document. Investments consist of money market
funds and are reported in the accompanying financial statements at fair value.
Interest income from investments is recognized when earned.
Administration. The ABC Company Benefit Plan Administrative Committee
has responsibility for administering the Plan. The ABC Company Benefit Plan
Asset Review Committee has responsibility for the management and control of
the assets of the Trust.
Benefits Under the Plan. The Plan provides for the payment of weekly and
short-week supplemental unemployment benefits. The benefits payable are
reduced by any state unemployment benefits or any other compensation re
ceived. Also, a “waiting-week” benefit of $100 will be payable if a participant
fails to receive a state unemployment benefit solely because of the state’s
waiting-week requirement. Benefits paid for any week for which the employee
received state unemployment benefits are limited to $180. Benefits paid for all
other weeks are limited to $235. The Plan provides for a possible reduction of
weekly benefits for employees with less than twenty years of service based upon
AICPA Technical Practice Aids
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a percentage determined generally by dividing the net assets of the Plan, as
defined in the Plan document, by the “maximum financing” (see “ABC’s Obli
gations Under the Plan”). Employees earn one-half credit unit for each week in
which hours are worked or, in some situations, in which hours are not worked
(vacation, disability, serving on grievance committee, and so on) up to a
maximum of fifty-two credit units for employees with less than twenty years of
service and 104 credit units for employees with twenty or more years of service.
Generally, one credit unit is canceled for each weekly benefit paid and one-half
credit unit is canceled for each short-week benefit paid.
ABC’s Obligations Under the Plan. The “maximum financing” of the Plan at
any month end is the lesser of (a) the product of $.40 and the number of hours
worked by covered employees during the first twelve of the fourteen months
next preceding the first day of the month and (b) 100 times the sum of the
monthly benefits paid for the sixty of the preceding sixty-two months divided
by sixty. ABC’s monthly contribution to the Plan is computed as the lesser of
(a) the product of $.175 and the number of hours worked by covered employees
in the month and (b) the amount that, when added to the net assets of the Plan,
as defined by the Plan document, as of the end of the preceding month, will
equal the “maximum financing.” In addition, ABC contributes an income
security contribution of $.25 per hour worked by covered employees in the
month. In the event of a plan deficit, ABC intends to make sufficient contribu
tions to fund benefits as they become payable.

The following tables present the components of the plan’s benefit obligations
and the related changes in the plan’s benefit obligations.

Benefit Obligations
December 31,20X1 and 20X0

Accumulated eligibility credits and total
benefit obligations

20X1

20X0

$1,107,777

$1,095,620

Changes in Benefit Obligations
Year Ended December 31,20X1
Benefit obligations, beginning of year
Benefits earned
Interest
Claims paid

$1,095,620
1,390,330
77,287
(1,455,460)

Benefit obligations, end of year

$1,107,777

Plan Expenses. ABC bears all administrative costs, except trustee fees, that
are paid by the Plan.
NOTE 4: TAX STATUS

The Plan obtained its latest determination letter in 1990, in which the Internal
Revenue Service stated that the Plan, as then designed, was in compliance with
the applicable requirements of the Internal Revenue Code (IRC). The Plan has
been amended since receiving the determination letter. Plan management and
Plan’s tax counsel believe that the Plan is currently designed and being operated
in compliance with the applicable requirements of the IRC. Therefore, no provision
for income taxes has been included in the Plan’s financial statements.
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NOTE 5: TRANSACTIONS WITH PARTIES IN INTEREST

ABC provides to the Plan certain accounting and administrative services for
which no fees are charged.
NOTE 6: TERMINATION OF THE PLAN

Under certain conditions, the Plan may be terminated. Upon termination, the
assets then remaining shall be subject to the applicable provisions of the Plan
then in effect and shall be used until exhausted to pay benefits to employees in
the order of their entitlement.
[Paragraph renumbered by the issuance of Statement of Position 94-4, Septem
ber 1994. Paragraph subsequently renumbered and amended, effective for
financial statements for plan years beginning after December 15, 2000, by
Statement of Position 01-2.]
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Section 10,540
Statement of Position 93-1
Financial Accounting and Reporting
for High-Yield Debt Securities by
Investment Companies
January 28, 1993

NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least two-thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used, or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances.

Introduction
.01 High-yield debt securities consist of high-yielding corporate and mu
nicipal debt obligations. These securities are frequently referred to as junk
bonds. The issuance of high-yield debt securities has increased significantly
over the past decade. They have supplied significant capital for business
expansion and corporate restructuring. These securities are inherently differ
ent from investment-grade issues. They present additional credit, liquidity,
and market risks for all participants in this marketplace: holders, issuers,
underwriters, and broker-dealers.

.02 Recent estimates place the U.S. high-yield debt securities market at
between $180 and $250 billion, with over 3300 individual security issues
outstanding. Mutual funds and insurance companies each hold approximately
30 percent of such securities, and pension funds hold about 15 percent.
.03 High-yield debt securities are corporate and municipal debt securities
having a lower-than-investment-grade credit rating (BB+ or lower by Standard
& Poor’s, or Ba or lower by Moody’s). Because high-yield debt securities
typically are used when lower-cost capital is not available, they have interest
rates several percentage points higher than investment-grade debt and often
have shorter maturities.
AICPA Technical Practice Aids
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.04 High-yield debt securities typically are unsecured and subordinate to
other debt outstanding. Many issuers of high-yield debt securities are highly
leveraged, with limited equity capital. That, plus a market for such securities
that may not always be liquid, may increase the market risk, liquidity risk, and
credit risk of those securities.
.05 High-yield debt securities may be issued or traded at significant
discounts from their face amounts (principal).
.06 Interest for some high-yield debt securities is not paid currently.
Instead, interest may be deferred and paid at maturity (zero-coupon bonds) or
in periodic interest payments that do not commence until a specific date in the
securities’ life cycle (step bonds), or interest may be paid in the form of
additional debt securities of the issuer bearing similar terms (payment-in-kind
bonds, or PIKs).

Market Risk
.07 In contrast to investment-grade bonds (the market prices of which
change primarily as a reaction to changes in interest rates), the market prices
of high-yield bonds (which are also affected by changes in interest rates) are
influenced much more by credit factors and financial results of the issuer and
by general economic factors that influence the financial markets as a whole.
.08 Such factors often make it difficult to substantiate the market valu
ation of high-yield bonds.

Liquidity Risk
.09 The market risk is often heightened by the absence of centralized
high-yield bond exchanges and relatively thin trading markets, which make it
more difficult to liquidate holdings quickly and increase the volatility of the
market price. There is generally no centralized or regulated procedure for
pricing high-yield debt issues.

Credit Risk
.10 Issues of high-yield debt securities are more likely to default on
interest or principal than are issues of investment-grade securities. Most
high-yield debt securities currently outstanding have been issued since 1985.
Accordingly, there is little long-term record on how they perform over all parts
of the business cycle.

.11 Adverse economic developments in 1990 and 1991 contributed to
defaults on principal and interest payments by many issuers of high-yield debt
securities. Those developments emphasized the need for taking great care in
valuation, income recognition, and financial statement disclosure by holders of
these securities.

Current Literature
.12 Although none of the current financial reporting or auditing literature
specifically addresses the issues discussed in this statement of position (SOP),
various sources in that literature provide indirect guidance, including the
following:
•

Financial Accounting Standards Board (FASB) Statement of Finan
cial Accounting Standards No. 5, Accounting for Contingencies
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•

FASB Statement No. 95, Statement ofCash Flows

•

FASB Statement No. 91, Accounting forNonrefundable Fees and Costs
Associated with Originating or Acquiring Loans and Initial Direct
Costs of Leases

•

Accounting Principles Board (APB) Opinion No. 22, Disclosure of
Accounting Policies

•

APB Opinion No. 29, Accounting for Nonmonetary Transactions

•

FASB Emerging Issues Task Force (EITF) Issue No. 86-15, InterestRate Debt

•

EITF Issue No. 89-4, Accounting for a Purchased Investment in a
Collateralized Mortgage Obligation Instrument or in a MortgageBacked Interest-Only Certificate

•

AICPA Statement on Auditing Standards (SAS) No. 73, Using the
Work of a Specialist

•

AICPA Audit and Accounting Guide Audits of Investment Companies

Scope
.13 This SOP amends the Audit and Accounting Guide Audits of Invest
ment Companies and is applicable to entities to which that guide applies.

.14 This SOP addresses the following reporting and accounting issues
encountered by investment companies holding high-yield debt securities in
their portfolios. Securities that have no credit rating should be classified as
high-yield debt securities if they otherwise have the characteristics of such
securities.
a.

How should interest income from step bonds and payment-in-kind
bonds be measured and reported in investment company financial
statements?

b.

How should previously recorded income and purchased interest be
treated when recoverability becomes doubtful in connection with
defaults or potential defaults by issuers?

c.

How should additional expenditures made by investment companies
in support of high-yield debt securities be accounted for?

d.

What audit procedures to determine the reasonableness of valu
ations of high-yield debt securities should be considered?

Accounting for Income on Step-Interest and PIK
Debt Securities
Discussion
.15 High-yield debt securities (junk bonds) take various forms. The most
common forms may include zero-coupon bonds, PIK bonds, and deep-discount
step bonds.
AICPA Technical Practice Aids
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PIK Bonds
.16 Issuers of PIK bonds typically have the option at each interest pay
ment date of making interest payments in cash or in additional debt securities.
Those additional debt securities are referred to as baby or bunny bonds. Baby
bonds generally have the same terms, including maturity dates and interest
rates, as the original bonds (parent PIK bonds). Interest on baby bonds may
also be paid in cash or in additional like-kind debt securities at the option of
the issuer.

Step Bonds
.17 Step bonds generally are characterized by a combination of deferredinterest payment dates and increasing interest payment amounts over the
bond lives. Thus, they bear some similarity to zero-coupon bonds and to
traditional debentures.

Current Practices: Income Recognition
.18 Present income-recognition practices for high-yield debt securities
vary.

PIK Bonds
.19 The most common methods currently used for revenue recognition on
PIK bonds are the effective-interest method and the market-value method.

.20 Effective-interest method. Under the effective-interest method, also
referred to in accounting literature as the interest method. PIK bonds and the
additional debt securities issued in connection with interest payments on them
are treated as a combined instrument, based on the assumption that all
principal amounts will be paid at maturity. Interest income is recorded by the
effective interest method, so that at final maturity the bonds’ carrying amount
will be equal to the aggregate principal amount of the original bonds and all
baby bonds received. The realizable value of the bonds’ interest previously
accrued and recorded is evaluated periodically. Any adjustments are recorded
as charges to interest income and reserves against interest receivable.

.21 Market-value method. Under the market-value method, interest in
come is accrued daily on the basis of the face value and the stated interest rate
of the PIK bond. Each day, the related interest receivable is marked to market,
thereby reflecting the current economic value of interest income recognized.
The market price of the parent PIK bond generally includes accrued interest.
To the extent that any accrued interest is determined to have been included in
the quoted market price of the parent PIK bond, it is eliminated each day to
avoid double counting of interest income.

.22 Further, the interest ex-date represents the first date that a PIK bond’s
market value does not include an interest component and interest income is fully
accrued. From that date through the payment date, generally a period of one to
two weeks, the bond theoretically trades without interest. (This is similar in
concept to the ex-date for traditional equity securities paying periodic dividends.)
Accordingly, from the interest ex-date through the interest payment date, no
adjustment is necessary to reduce the bond market value for interest.
.23 At the payment date, the basis of the baby bonds actually received is
compared with the amount accrued at the interest ex-date based on the current
market value of the parent bond. Because interest receivable is being marked
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to market daily, no further adjustment to interest receivable generally is
necessary. However, if the basis (that is, the current market value) of the baby
bonds received and the accrued interest on the parent bond are different, the
resulting adjustment is charged or credited to interest income.

.24 Should the reporting entity sell a PIK bond between interest payment
dates, the proceeds received are allocated to interest accrued and bond basis in
a manner that is consistent with the market valuation as of the trade date. The
same is true for any purchases made between interest payment dates.
.25 One variation of the market-value method is to adjust the amount of
interest income accrued by the interest method to the value of the bonds at the
interest ex-date.
.26 A second variation is to accrue interest income daily on the basis of
the coupon rate and adjust the interest income for the market value of the
bonds received at the payment date only.

Step Bonds
.27 Currently, two methods are most commonly followed for revenue
recognition on step bonds.

.28 Effective-interest method. Under the effective-interest method, also
referred to in accounting literature as the interest method, total expected
interest—the combination of the aggregate coupon-interest payments and the
original issue discount—to be earned over the life of the bond is determined
and the effective-interest rate is applied to recognize interest income daily for
the bond. This method ignores any adjustment of interest rates and treats the
bond as a zero-coupon instrument.
.29 Bifurcation method. The bifurcation method assumes that the bond
is a discount bond only for the portion of its life during which payment of
interest is deferred. During that period, an effective-interest rate is used. For
the remainder of the bond’s life for which a stated coupon rate exists, the stated
interest rate is used to record interest income.

Views on the Issues
PIK Bonds
.30 Some believe that accounting for PIK bonds should follow the guid
ance for monetary assets that do not pay interest periodically, such as zero-cou
pon bonds, and that their interest should be accounted for by accretion by the
effective-interest method. That is generally considered to be the method to use
in recognizing income for tax purposes. It would allow consistency between tax
and financial reporting treatments.

.31 Others contend that, because of the significant uncertainties concern
ing the realizability of income from PIK bonds, income should reflect the
current values of the underlying investments regardless of stated coupon rates.
They believe that the use of current value presents a more accurate picture of
the current value of income received from PIK bonds.

Step Bonds
.32 Some believe that because there are differing interest payments
throughout the lives of step bonds, including periods of no interest payments,
step bonds have the same characteristics as zero-coupon bonds. They would
therefore account for interest income by the effective-interest method.
AICPA Technical Practice Aids
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.33 Others believe that the contractual nature of the interest payment
schedules connected with these bonds should govern the accounting treatment.
Thus, for periods of no interest payments, the effective-interest method should
be used; when interest payments are being made, they should be used to
account for income.

Conclusions
PIK Bonds
.34 Because PIK bonds generally possess many of the characteristics of
zero-coupon bonds and because the effective-interest method provides the most
analogous accounting treatment, it should be used to determine interest income.
PIK bonds typically trade flat (that is, interest receivable is included in the market
value quote obtained each day). Accordingly, that portion of the quote repre
senting interest income needs to be identified. The sum of the acquisition
amount of the bond and the discount to be amortized should not exceed the
undiscounted future cash collections that are both reasonably estimable and
probable. To the extent that interest income to be received in the form of baby
bonds is not expected to be realized, a reserve against income should be
established (that is, it should be determined periodically that the total amount
of interest income recorded as receivable, plus the initial cost of the underlying
PIK bond, does not exceed the current market value of those assets).

Step Bonds
.35 Income on step bonds should be recognized using the effective-interest
method, which is a systematic and rational method for accruing income through
out a bond’s life and is not affected by the timing of cash payments. Additionally,
to the extent that interest income is not expected to be realized, a reserve against
income should be established. The sum of the acquisition amount of the bond and
the discount to be amortized should not exceed the undiscounted future cash
collections that are both reasonably estimable and probable.

Securities and Exchange Commission (SEC) Yield Calculations
.36 SEC yield-formula calculations are required to be made using the
specific guidelines presented in SEC Release No. 33-6753. Yields calculated
that way may not be the same as the effective interest reported in the financial
statements. The ultimate realizable value and the potential for early retire
ment of securities should be considered when computing SEC yields. Manage
ment’s best estimates of ultimate realizable value must be reasonable. Because
current values of many high-yield debt securities have declined significantly,
computed yields for many of them may be higher than rates expected to be
ultimately realized. To avoid unsound yield information, consideration should
be given to capping yields of individual securities at some reasonable level and
examining the underlying economic viability of the issuers.

.37 An investment company’s portfolio should indicate all high-yield and
restricted debt securities whose values have been estimated by its directors.

Accounting for Accrued Income and Purchased Interest
in Connection With Defaulted Debt Securities
Discussion
.38 Interest receivable from debt securities generally comprises two dis
tinct components: interest purchased from the previous bondholder and inter
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est accrued by the investment company during the holding period. If market
prices fluctuate significantly or issues of debt securities have defaulted, a
judgment to write off interest receivable may be required. Both components of
interest receivable must be evaluated.

.39 Writeoffs of interest receivable differ from traditional writeoffs of
trade accounts receivable. They can significantly affect an investment com
pany’s statement of operations, the performance measurement ratios of ex
penses to average net assets, and net investment income to average net assets.

Current Practices
.40 Current practice for the writeoff of interest receivable is diverse. Most
investment companies record the writeoff of accrued interest as a reduction of
interest income. Many investment companies record the writeoff of purchased
interest as an increase to the cost basis of securities, whereas others record
such writeoffs as a reduction of interest income.

Views on the Issues
.41 Many believe that, to the extent that a writeoff is related to interest
recognized by the investment company, it should be treated as a reduction of
interest income. They further believe that treatment of interest writeoffs as
expenses would present misleading expense ratios to users of financial state
ments of investment companies and cause difficulties in comparisons of per
formance information from different investment companies. They also believe
that a writeoff of purchased interest is better presented as an adjustment to
the cost basis of the security, because it was incurred simultaneously and
integrally with the original purchase of the investment. Additionally, because
purchased interest is not recorded as income, they believe it should not be
treated as an offset to revenue.

Conclusion
.42 The portion of interest receivable on defaulted debt securities written
off that was recognized as interest income should be treated as a reduction of
interest income. Writeoffs of purchased interest should be reported as in
creases to the cost basis of the security and treated as unrealized losses until
the security is sold.

.43 Those reserves should be recorded when they become probable and
estimable in accordance with the guidance provided by FASB Statement No. 5,
Accounting for Contingencies.

Accounting for Expenditures in Support of Defaulted
Debt Securities

Discussion
.44 The market for many high-yield debt securities is relatively thin.
When issuers of such securities default, the bondholders often become active
in any negotiations and in the workout process. This process often results in
new terms that restructure the high-yield obligations to allow the issuer to
continue to meet its ongoing interest obligations and maintain some, if not all,
of the principal value to the holders of the obligations.
AICPA Technical Practice Aids
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.45 Adverse economic developments often lead to increases in the default
rates of high-yield debt securities. In addition to occasional capital infusions,
professional fees to legally restructure the investments are frequently incurred
by the bondholders.

Current Practices
.46 Current accounting and disclosure practices concerning additional
capital infusions to specific projects underlying a bond issue and professional
fees incurred in connection with the restructuring of debt securities held as
investments are diverse. Some record expenditures for both capital infusions
and professional fees as additions to the original investment cost basis; others
record expenditures for professional fees as operating expenses.

Views on the Issues
.47 Some believe that expenditures incurred to support the operations of
a project or operator underlying a bond issue, either in the form of capital
infusions or professional fees, should be charged to operations because such
expenditures have no certain future economic benefit and do not increase the
bond issuer’s obligation payable to the bondholder. Others believe that such
expenditures should be recorded as additions to the cost basis of the invest
ment because they are made solely to enhance or protect the realizable value
of the high-yield security.

Capital Infusions
.48 Capital infusions are expenditures made directly to the issuer to
ensure that operations are completed, thereby allowing the issuer to generate
cash flows to service the debt. Such expenditures are generally nonrecurring.
In certain cases, bondholders may receive additional promissory notes, or the
original bond instrument may be amended to provide for repayment of the
capital infusions. However, regardless of whether or not additional promissory
notes are received, some believe capital infusions generate a future economic
benefit. They believe that such capital infusions should in all cases be consid
ered additions to the cost of the investment. Further, they note that, because
investment companies report their investment portfolios at market values,
those additional capital infusions, if treated as additions to the cost of the
investment and if unaccompanied by a corresponding increase in market value,
will be reflected in net assets through an increase in unrealized losses. Thus,
the issue is a matter of classification between gain or loss and net investment
income in the statement of operations, and such expenditures generally are viewed
as a part of the cost of the investment rather than as a cost of operations.

Workout Expenditures
.49 Workout expenditures under this SOP consist of professional fees
(legal, accounting, appraisal) paid to entities unaffiliated with the investment
company’s advisor or sponsor, which generally are incurred in connection with
(a) capital infusions, (b) restructurings or plans of reorganization, (c) ongoing
efforts to protect or enhance an investment, or (d) the pursuit of other claims
or legal actions. Some believe that such expenditures incurred to maintain an
investment company’s position in high-yield debt securities among other bond
holders or with the issuer should be reported as operating expenses by the
investment company. Others believe that such costs are also incurred principally
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to maintain or prevent substantial diminution in future realizable value and
therefore should be reported as additions to the cost basis.

Conclusion
.50 All capital infusions, as defined in paragraph .48, should be recorded
as additions to the cost bases of related securities because the nature of capital
infusions is to enhance or prevent substantial diminution in the value of the
investment.
.51 Workout expenditures that are incurred as part of negotiations of the
terms and requirements of capital infusions, or that are expected to result in
the restructuring of or a plan of reorganization for an investment should be
recorded as realized losses. Ongoing expenditures to protect or enhance an
investment, or expenditures incurred to pursue other claims or legal actions,
should be treated as operating expenses.

Audit Procedures to Be Considered in Evaluating
Valuations of High-Yield Debt Securities
Discussion
.52 Market-value risk for holders of high-yield debt securities is com
pounded by the relatively thin trading market in such securities, which in
creases price volatility and makes it difficult to liquidate holdings efficiently at
any specific time. Determination of market prices is difficult given the illiquid
or sometimes nonexistent trading market. Furthermore, there are no stand
ardized procedures or central markets for pricing most high-yield debt securi
ties. In addition, few third-party pricing services currently exist, except for
those used by investment companies; these could be used by auditors to obtain
market prices of issues in support of investment companies’ valuations.

Current Practices
.53 Auditors generally corroborate market values of investment compa
nies’ high-yield debt securities with independent pricing services. Some audi
tors use one pricing service; others obtain at least two prices for each security
by using two or more services. Some auditors perform extensive procedures to
determine the reasonableness of valuations obtained from pricing services;
others rely on the expertise of the independent pricing services and perform
only exception reviews.

.54 Based on pricing, high-yield debt securities can be viewed as being one
of three types:
a.

Securities for which there is an active market and for which inde
pendent prices are readily available

b.

Securities for which the market is less active and for which limited
price information is available

c.

Securities for which there is no market or a thin market and that are
priced by the investment company
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Views on the Issues
. 55 Some believe that the current practice of monitoring prices on an excep
tion basis in connection with obtaining prices from independent pricing services is
adequate. They believe it is common knowledge that exact measures of individual
high-yield bond values do not exist because there is no central exchange. They
further believe that review procedures focused on significant changes in prices
would identify unsound price valuations and that, for securities whose values are
estimated by the investment company’s directors, the combination of reviews of an
investment company’s portfolio by accounting managers acts as an adequate check
to ensure that pricing practices are reasonable.
. 56 Others believe that more specific guidance on reviewing the reason
ableness of prices used is required for auditors. They also believe there is
significant diversity in the extent and frequency of reviews of the methods
applied by pricing services.

Conclusion
.57 Given the complexities of pricing high-yield debt securities, as well as
the potentially volatile market conditions surrounding those securities, certain
additional pricing valuation audit procedures should be considered by auditors
when reviewing the valuations of high-yield debt securities. The auditor may
conclude that additional procedures are not warranted based on an assessment
of control procedures applied by the investment company.
. 58 Pricing services may be evaluated in accordance with SAS No. 73,
Using the Work of a Specialist. Such procedures may include the following:

•

Review of the methods used for determining daily prices and the
consistency of those methods from period to period

•

Consideration of the experience of the individuals involved in deter
mining prices and of the quality control procedures in place

•

Review of recent trading volumes and comparison of prices to those
obtained from market makers

.59 The SEC’s Financial Reporting Release (FRR) 404.03(b) discusses
directors’ valuation of securities for which readily available market prices do
not exist. FRR 404.03(c) suggests certain procedures that the auditor should
consider when reviewing securities valued in good faith by directors. In addi
tion to those procedures the auditor may also wish to consider the following:
•

Review of the methods used by management to determine and update
daily prices and of the consistency of this methodology from period to
period and across similar securities

•

Review of recent trading transactions subsequent to the reporting date
to determine whether significant price changes have occurred

•

Consideration of the experience of individuals involved in determining
prices

•

Review of procedures used to assess the credit risk of issuers

SAS No. 57, Auditing Accounting Estimates, provides guidance to auditors on
obtaining sufficient competent evidential matter to support significant account
ing estimates in audits of financial statements conducted in accordance with
generally accepted auditing standards.
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.60 Furthermore, good-faith security value estimates may present the
auditor with unique reporting problems. The board of directors’ fair valuation
procedures are designed to approximate the values that would have been
established by market forces and are therefore subject to uncertainties.
.61 The auditor should not modify the auditor’s opinion if he or she
concludes, based on an examination of the available evidence, that the process
used to estimate value is reasonable, the documentation supportive, and the
range of possible values not significant. The auditor may, however, choose to
emphasize the existence of the matter by inserting an explanatory paragraph
in the audit report.

Effective Date and Transition
.62 This SOP is effective for financial statements and for audits of such
financial statements for fiscal years ending after December 15, 1993, and for
interim periods within such years. This SOP need not be applied to financial
statements for fiscal years ending before its effective date that, for comparative
purposes, are provided with financial statements for fiscal years ending after
its effective date. The effect of this SOP should be disclosed in the period in
which it is first applied. Early application of this SOP is encouraged.
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Section 10,560

Statement of Position 93-3
Rescission of Accounting Principles
Board Statements
March 19,1993
NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least two thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used, or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances.

Introduction
.01 The Accounting Principles Board (APB) of the American Institute of
Certified Public Accountants (AICPA) issued thirty-one Opinions. The APB
also issued four Statements:

a.

APB Statement No. 1, Statement by the Accounting Principles Board,
April 1962

b.

APB Statement No. 2, Disclosure of Supplemental Financial Infor
mation by Diversified Companies, September 1967

c.

APB Statement No. 3, Financial Statements Restated for General
Price-Level Changes, June 1969

d.

APB Statement No. 4, Basic Concepts and Accounting Principles
Underlying Financial Statements of Business Enterprises, October
1970

Conclusions
.02 In order to make clear that APB Statement Nos. 1, 2, 3, and 4 do not,
and never did, have standing as rules or standards under the AICPA’s Rules
of Conduct or Code of Professional Conduct and to eliminate misunderstanding
and attendant confusion, and because those Statements1 effectively have been
superseded by pronouncements of the Financial Accounting Standards Board
1 APB Statements have not been included in the FASB’s Original Pronouncements, paperback
edition, for the past several years. However, they are included in the FASB’s Original Pronounce
ments loose-leaf service.
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(FASB), the Accounting Standards Executive Committee (AcSEC) of the
AICPA hereby formally rescinds APB Statement Nos. 1,2,3, and 4 enumerated
in paragraph .01 hereof.

Current Literature
.03 Opinions of the APB, to the extent that they have not been superseded
by pronouncements of the FASB, are part of the literature encompassed by the
AICPA’s Code of Professional Conduct, specifically rule 203 thereof, and, as
such, must be followed by an AICPA member’s client in the preparation of its
financial statements in order for the member to issue an unmodified report
about whether the client’s financial statements have been prepared in con
formity with generally accepted accounting principles (GAAP). Thus, APB
Opinions, to the extent that they have not been superseded by pronormcements
of the FASB, are rules or standards that must be observed in the practice of
public accountancy by members of the AICPA. The various APB Opinions
contained legends explaining their authority. These are cited in appendix A
[paragraph .12],

.04 In Statement on Auditing Standards (SAS) No. 69, The Meaning of
Present Fairly in Conformity With Generally Accepted Accounting Principles,
APB Statements are not included in categories (a) through (d), which consti
tute pronouncements covered by rule 203 or by another source of established
accounting principles. However, APB Statements are referred to as “other
accounting literature” that may be considered in the absence of a pronounce
ment covered by Rule 203 or another source of established accounting princi
ples. Other accounting literature includes, for example, FASB and
Governmental Accounting Standards Board (GASB) Concepts Statements;
APB Statements; AICPA Issues Papers; AICPA Technical Practice Aids; ac
counting textbooks; and articles. Paragraph 11 of SAS No. 69 states that FASB
Statements of Financial Accounting Concepts would normally be more influen
tial than other sources in the other accounting literature category.
.05 APB Statement Nos. 2, 3, and 4 carried the following legends:2

Statement 2

This Statement is not an “Opinion of the Accounting Principles Board” as
contemplated in the Special Bulletin, Disclosure of Departures from Opin
ions of the Accounting Principles Board, October 1964. It is being issued as
a special report for the information and assistance of members of the
Institute and others interested in the subject. The Board may issue similar
Statements in the future when it appears that preliminary analyses or
observations on accounting matters should be issued in advance of research
and study by the Board.
Statements 3 and 4
Statements of the Accounting Principles Board present the conclusions of
at least two-thirds of the members of the Board, which is the senior
technical body of the Institute authorized to issue pronouncements on
accounting principles. This Statement is not an “Opinion of the Accounting
Principles Board” covered by action of the Council of the Institute in the
Special Bulletin, Disclosures ofDepartures from Opinions ofthe Accounting
Principles Board, October, 1964.
2 APB Statement No. 1 was the APB’s commentary on the AICPA’s Accounting Research Studies
1 and 3 and, as such, neither required nor carried a legend.
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.06 Statements issued by the APB were never rules or standards that had
to be observed by members of the AICPA in the practice of public accountancy.
APB Statements are not comprehended by rule 203 of the Code of Professional
Conduct. Nonetheless, some who are not familiar with the distinction between
Opinions and Statements issued by the APB have cited, and continue to cite,
APB Statements as being rules or standards that must be observed by mem
bers of the AICPA in the practice of public accountancy.
.07 The FASB effectively superseded APB Statement No. 2 with State
ment of Financial Accounting Standards No. 14, Financial Reporting for
Segments of a Business Enterprise. FASB Statement No. 89, Financial Report
ing and Changing Prices, effectively superseded APB Statement No. 3. The
FASB’s various Statements of Financial Accounting Concepts effectively su
perseded APB Statement No. 4.
.08 Although APB Statement No. 3 is being rescinded because of sub
sequent FASB action with regard to inflation accounting, it is recognized that
the FASB addressed only the presentation of partial price-level data. Since
APB Statement No. 3 provided guidance for a comprehensive application of
price-level adjusted financial statements, this SOP is not precluding such a
presentation (to the extent it is not inconsistent with guidance in FASB
Statement No. 89 regarding historical cost/constant purchasing power ac
counting, such as the classification of assets and liabilities as monetary or
nonmonetary) should a company wish to do so.3
.09 Various APB Opinions, FASB Statements, and AICPA publications
refer to APB Statements. The FASB Concepts Statements subsequently issued
discuss essentially the same matters, and, therefore, this SOP has no impact
on those pronouncements. In a few instances, the matter in the APB Statement
is not included elsewhere in FASB pronouncements, and as indicated in
appendix B [paragraph .13], AcSEC agrees with the relevant comments from
those APB Statements and this rescission is not expected to affect practice.
Further, various FASB Concepts Statements also refer to APB Statements.
The references are listed in appendix B [paragraph .13].

.10 AcSEC believes the rescission of the APB Statements should have no
effect on financial reporting and should eliminate any confusion over the status
of the pronouncements.

Effective Date and Transition
.11 This SOP is effective upon issuance.
AcSEC agrees with the conclusions of the APB, expressed in paragraph 26 of APB Statement
No. 3, regarding general price-level financial statements of companies operating in hyperinflationary
economies. Paragraph 26 states:
The Board recognizes that the degree of inflation or deflation in an economy may become so great
that conventional statements lose much of their significance and general price-level statements
clearly become more meaningful, and that some countries have experienced this degree of infla
tion in recent years.5 The Board concludes that general price-level statements reported in the lo
cal currency of those countries are in that respect in conformity with accounting principles generally
accepted in the United States, and that they preferably should be presented as the basic foreign
currency financial statements of companies operating in those countries when the state
ments are intended for readers in the United States.
5 Although the Board believes that this conclusion is obvious with respect to some countries, it
has not determined the degree of inflation or deflation at which general price level statements
clearly become more meaningful.
6 This paragraph applies only to statements prepared in the currency of the country in which the
operations reported on are conducted. Ohly conventional statements of foreign subsidiaries should
be used to prepare historical-dollar consolidated statements.
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Appendix A
Legends Included in APB Opinions 1 Through 31
A-l. APB Opinions 1 through 5, issued between 1962 and 1964, carried the
following legend:
Opinions present the considered opinion of at least two-thirds of the
members of the Accounting Principles Board, reached on a formal vote after
examination of the subject matter. Except where formal adoption by the
Council or the membership of the Institute has been asked and secured,
the authority of the Opinions rests upon their general acceptability. While
it is recognized that general rules may be subject to exception, the burden
of justifying departures from the Board’s recommendations must be as
sumed by those who adopt other practices. Recommendations of the Board
are not intended to be retroactive, nor applicable to immaterial items.

A-2. APB Opinions 6 through 15, issued between 1965 and 1969, carried
the following legend:
Opinions present the considered opinion of at least two-thirds of the
members of the Accounting Principles Board, reached on a formal vote after
examination of the subject matter.
Except as indicated in the succeeding paragraph, the authority of the
Opinions rests upon their general acceptability. While it is recognized that
general rules may be subject to exception, the burden of justifying depar
tures from Board Opinions must be assumed by those who adopt other
practices.

Action of Council of the Institute (Special Bulletin, Disclosure of Depar
tures from Opinions of the Accounting Principles Board, October 1964)
provides that:

a.

“Generally accepted accounting principles” are those principles
which have substantial authoritative support.

b.

Opinions of the Accounting Principles Board constitute “substantial
authoritative support.”

c.

“Substantial authoritative support” can exist for accounting princi
ples that differ from Opinions of the Accounting Principles Board.

The Council action also requires that departures from Board Opinions be
disclosed in footnotes to the financial statements or in independent audi
tors’ reports when the effect of the departure on the financial statements
is material.
Unless otherwise stated, Opinions of the Board are not intended to be
retroactive. They are not intended to be applicable to immaterial items.

A-3. APB Opinions 16 through 27, issued between 1970 and 1972, carried
the following legend:
Opinions of the Accounting Principles Board present the conclusions of at
least two-thirds of the members of the Board, which is the senior technical
body of the Institute authorized to issue pronouncements on accounting
principles.
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Board Opinions are considered appropriate in all circumstances covered
but need not be applied to immaterial items.
Covering all possible conditions and circumstances in an Opinion of the
Accounting Principles Board is usually impracticable. The substance of
transactions and the principles, guides, rules, and criteria described in
Opinions should control the accounting for transactions not expressly
covered. Unless otherwise stated, Opinions of the Board are not intended
to be retroactive. Council of the Institute has resolved that Institute
members should disclose departures from Board Opinions in their reports
as independent auditors when the effect of the departures on the financial
statements is material or see to it that such departures are disclosed in
notes to the financial statements and, where practicable, should disclose
their effects on the financial statements (Special Bulletin, Disclosure of
Departures from Opinions of the Accounting Principles Board, October
1964). Members of the Institute must assume the burden ofjustifying any
such departures.

A-4. APB Opinions 28 through 31, issued in 1973, carried the following
legend:
Opinions of the Accounting Principles Board present the conclusions of at
least two-thirds of the members of the Board.

Board Opinions need not be applied to immaterial items.

Covering all possible conditions and circumstances in an Opinion of the
Accounting Principles Board is usually impracticable. The substance of
transactions and the principles, guides, rules, and criteria described in
Opinions should control the accounting for transactions not expressly
covered.
Unless otherwise stated, Opinions of the Board are not intended to be
retroactive.
Rule 203 of the Institute’s Rules of Conduct prohibits a member from
expressing his opinion that financial statements are presented in conform
ity with generally accepted accounting principles if the statements depart
in a material respect from such principles unless he can demonstrate that
due to unusual circumstances application of the principles would result in
misleading statements—in which case his report must describe the depar
ture, its approximate effects, if practicable, and the reasons why compli
ance with the established principles would result in misleading
statements.

Pursuant to resolution of Council, this Opinion of the APB establishes,
until such time as they are expressly superseded by action of FASB,
accounting principles which fall within the provisions of Rule 203 of the
Rules of Conduct.
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Appendix B

References in APB Opinions, FASB Statements, and
AICPA Publications to APB Statements
Introduction
B-l. Various APB Opinions, FASB Statements, and AICPA publications
refer to APB Statements. Those are listed below along with references to FASB
Concepts Statements discussing essentially the same matters that were sub
sequently issued.
B-2. To use the reference to revenue recognition as an illustration, APB
Statement No. 4, paragraph 150, stated:
Realization principle—revenue is generally recognized when both of the
following conditions are met: (1) the earning process is complete or virtu
ally complete, and (2) an exchange has taken place ....

B-3. Paragraph 83 of the more recently issued FASB Concepts Statement
No. 5, Recognition and Measurement in Financial Statements of Business
Enterprises, discusses revenues and gains. The FASB states that recognition
involves consideration of two factors—(a) being realized or realizable and (b)
being earned:
(a) Revenues and gains generally are not recognized until realized or
realizable.
(b) Revenues are not recognized until earned. . . revenues are consid
ered to have been earned when an entity has substantially accom
plished what it must do to be entitled to the benefits represented by
the revenues.

B-4. Another illustration is paragraph 35 of APB Statement No. 4, which
lists “present characteristics and limitations of financial accounting and finan
cial statements” and includes:
Substance Over Form. Although financial accounting is concerned with
both the legal and economic effects of transactions and other events and
many of its conventions are based on legal rules, the economic substance
of transactions and other events are usually emphasized when economic
substance differs from legal form.

B-5. Subsequently issued FASB Concepts Statement No. 2, Qualitative
Characteristics ofAccounting Information, has several paragraphs on point.
Paragraph 59—The reliability of a measure rests on the faithfulness with
which it represents what it purports to represent....
Paragraph 63—Representational faithfulness is correspondence or agree
ment between a measure or description and the phenomenon it purports
to represent.
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Paragraph 160 (appendix C)—Substance over form is an idea that also has
its proponents, but it is not included [in the FASB Concepts Statement)
because it would be redundant. The quality of reliability and, in particular,
of representational faithfulness leaves no room for accounting repre
sentations that subordinate substance to form. Substance over form is, in
any case, a rather vague idea that defies precise definition.

B-6. AcSEC believes the FASB Concepts Statements have effectively su
perseded the discussion of these matters in APB Statement No. 4 as well as
substantially all of those listed on the following pages of this appendix.
B-7. In addition, the only reference to APB Statements in GASB rules
appears in the Codification of Governmental Accounting and Financial Report
ing Standards as a footnote to paragraph 1600.125, where, in a discussion of
recognition of revenues and expenses in proprietary funds, a general reference
is made to the more detailed discussion in APB Statement No. 4, paragraphs
147-163. Again, the rescission should have no impact.

FASB Concepts Statements
B-8. Various Concepts Statements refer to APB Statement No. 4, as listed
below. However, since the Concepts Statements stand on their own, supersed
ing APB Statement No. 4 has no impact on financial reporting.
Concepts Statement

No. 1, paragraph 3
No. 1, paragraph 57
No. 2, paragraph 91
No. 2, paragraphs 82-83
No. 2, paragraph 145
No. 4, footnote 2
No. 5, footnote 1
No. 5, footnote 4
No. 5, footnote 50
No. 5, footnote 51
No. 5, footnote 52
No. 6, footnote 52
No. 6, footnote 53
No. 6, footnote 57
No. 6, paragraph 153

Topic
Objectives—financial reporting
Background information
Conservatism
Verifiability
Background information
Nonreciprocal transfers
Financial statements
Financial disclosure
Revenue recognition
Revenue recognition
Revenue recognition
Transactions, events, circumstances
Nonmonetary transactions
Expense recognition
Background information

B-9. A footnote to Concepts Statement No. 5 indicates that pronounce
ments such as APB Statement No. 4 will continue to serve their intended
purpose: “They describe objectives and concepts underlying standards and
practices existing at the time of their issuance.” Since the issuance of APB
Statement No. 4 in 1970, it has not been updated for any subsequently issued
APB or FASB pronouncement.

AICPA Technical Practice Aids
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FASBC No. 6, pars. 135 and
137, and see footnote 2 below
FASBC No. 6, par. 25
FASBC No. 5, pars. 85-87
FASBC No. 6, pars. 144-152
FASBC No. 5, pars. 85-87
FASBC No. 6, pars. 144-152
FASBC No. 1, par. 21

Exchanges and
nonreciprocal transfers

Economic resources
Expense recognition
Expense recognition

Financial accounting and
reporting

APBS 4, pars. 180-183

APBS 4, par. 57

APBS 4, pars. 147 and
156-160

APBS 4, par. 160

APBS 4, par. 35

APB Opinion 29, pars. 3c
and 3d, footnote 3

FASBS No. 2, par. 42 3

FASBS No. 2, pars. 47-48 3

FASBS No. 2, par. 503

FASBS No. 5, par. 673

1 below

See footnote 2 below

that a “more complete explanation” of the terms can be found in the APB Statement.
Further monetary and nonmonetary items are discussed in FASB Statement No. 89, par. 96.

The footnote reference to APB Statement No. 4 is intended to provide background information and does not affect the Opinion. FASB Concepts Statements do not refer
to three levels of principles.

3 Citation is in the Basis

of Conclusions rather than the actual standard.

2 The footnote reference to definitions of certain terms in APB Opinion 29 indicates

1

APBS = APB Statement; FASBS = FASB Statement of Financial Accounting Standards; FASBC = FASB Statement of Financial Accounting Concepts.

1

Monetary and nonmonetary
items

APB Opinion 22, footnote

APBS 3, pars. 17-19 and
app. B

See footnote

Similar Discussion in FASB
Concepts Statement

APB Opinion 29, pars. 3a
and 3b, footnote 2

Topic

GAAP is on three levels:
pervasive, broad operating,
and detailed principles

APB Statement Reference

APBS 4, chapters 6, 7, and 8

Literature Citing APB Statement

References in APB Opinions, FASB Statements, and AICPA Publications to APB Statements
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Expense recognition and the
matching concept
Conservatism

Expense recognition

Verifiability
Other qualitative objectives
General discussion as
background

Matching
Revenue recognition

APBS 4, pars. 147 and
156-160

APBS 4, pars. 35 and 171

APBS 4, par. 160

APBS 4, par. 90

APBS 4, pars. 87-94

APBS 4, various

APBS 4, par. 147

APBS 4, par. 152

APBS 4, pars. 156-160

FASBS No. 5, pars. 77 and 783

FASBS No. 5, pars. 82 and 833

AICPA Technical Practice Aids

FASBS No. 7, par. 32
footnote 163

FASBS No. 14, par. 663

FASBS No. 14, par. 673

FASBS No. 15, pars. 71, 72,
73, 75, 81, 92, 95, 96, and 112,
and footnote 323

FASBS No. 16, par. 273

FASBS No. 19, par. 1363

FASBS No. 19, pars. 179, 181,
and 1823

FASBC No. 5, pars. 85-87
FASBC No. 6, pars. 144-152

FASBC No. 5, par . 84(e)

Citation is in the Basis of Conclusions rather than the actual standard.
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APBS = APB Statement; FASBS = FASB Statement of Financial Accounting Standards; FASBC = FASB Statement of Financial Accounting Concepts.

Expense recognition and the
matching concept

2 , 5, and 6
FASBC No. 5, pars. 85-87
FASBC No. 6, pars. 144-152

FASBC Nos.

FASBC No. 2

FASBC No. 2, pars. 81-89

FASBC No. 5, pars. 85-87
FASBC No. 6, pars. 144-152

FASBC No. 2, pars. 92-97

FASBC No. 5, pars. 85-87
FASBC No. 6, pars. 144-152

FASBC No. 6, par. 32

Impairment of assets when
damaged

APBS 4, par. 183

FASBC No. 6, par. 35

Similar Discussion in FASB
Concepts Statement

Economic obligations

FASBS No. 5, par. 74(e)3

Topic

APBS 4, par. 58

APB Statement Reference

FASBS No. 5, par. 703

Literature Citing APB Statement

References in APB Opinions, FASB Statements, and AICPA Publications to APB Statements— continued
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APB Statement
Reference
— — -------------------------------------------------

§10,560.13
See footnote 5 below

FASBC No. 5, par. 86(a)
FASBC No. 6, par. 146

Inventories carried at
market price

Expense recognition

APBS 4, par. 157

SOP 89-5 (Prepaid Health
Care), par. 54

APB 4, par. 133

Audits o f Employee Benefit
Plans, chapter 13, footnote 40

Financial position

FASBC No. 5, par. 26

Citation is in the Basis of Conclusions rather than the actual standard.

5

The same point is made in ARB 43, chapter 4, par. 16.

Statement No. 15 contains the guidance on foreclosed assets. Also see SOP 92-3, Accounting for Foreclosed Assets.

Paragraph .27 of Statement of Position 75-2, Accounting Practices of Real Estate Investment Trusts, has been effectively superseded by FASB Statement No. 114,
Accounting by Creditors for Impairment of a Loan, and FASB Statement No. 121, Accounting for the Impairment o f Long-Lived Assets and for Long-Lived Assets to Be
Disposed Of. [Footnote added, April 1996, to reflect the conforming changes necessary due to the issuance of recent authoritative literature.]

4 FASB

*

3

APBS = APB Statement; FASBS = FASB Statement of Financial Accounting Standards; FASBC = FASB Statement of Financial Accounting Concepts.

APBS 4, par. 150

Audits o f Airlines, chapter 3,
par. 1 and footnote 1

j

APBS 4, par. 152

SOP 85-3, par. 32

FASBC No. 5, par. 83

FASBC No. 5, pars. 84(c) and
84(e)

Revenue recognition

SOP 85-3 (Agriculture), par. 24 APBS 4, par. 16

Revenue recognition

FASBC No. 5, pars. 83 and
84(c), and footnote 53

Revenue recognition

APBS 4, pars. 150, 152, and

174

।

SOP 81-1 (Construction
Contracts), par. 3

See footnote 4 below

SOP 75-2 (REITs), par. 27*

Foreclosed assets are not
subsequently written up

APBS 4, pars. 163 and 164

FASBS No. 34, par. 37,
footnotes 6 and 73

APBS 4, par. 183

Similar Discussion in FASB
Concepts Statement

FASBC No. 2, par. 65
FASBC No. 5, par. 67(a)
FASBC No. 6, par. 246

Topic

Monetary and nonmonetary
items

---------------------------------------------------------------------------------------------------------------------------------------------------- --

Literature Citing APB Statement
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FASBC No. 5, pars. 7-9

Deletion has no effect on
auditing guidance

Comparability

Adequate disclosure
Description of GAAP

APB 4, pars. 95-97

APB 4, par. 106

APB 4, par. 138

AU sec. 9410.16______________

AU sec. 411.02

AICPA Technical Practice Aids

6 APBS 4, par. 117, states, “An enterprise is not viewed as a going concern if liquidation appears imminent.” AcSEC agrees with this statement.

APBS = APB Statement; FASBS = FASB Statement of Financial Accounting Standards; FASBC = FASB Statement of Financial Accounting Concepts.

FASBC No. 2, pars. 111-119

See footnote 6 below

AU sec. 420.02, footnote 2 and
AU sec. 9420.53,
footnote 4

Liquidation basis of accounting

APB 4, par. 117

AU sec. 9508.33______________

FASBC No. 2, pars. 58, 63,
and 160

Substance over form

APB 4, par. 35

Similar Discussion in FASB
Concepts Statement

AU sec. 334.02

Literature Citing APB Statement______ APB Statement Reference_____________________ Topic
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Section 10,570
Statement of Position 93-4
Foreign Currency Accounting and
Financial Statement Presentation for
Investment Companies
April 22,1993
NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least two thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used, or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances.

Introduction
.01 The purpose of this statement of position (SOP) is to provide guidance
on computing and reporting foreign currency (FC) transaction gains or losses
under U.S. generally accepted accounting principles for investment companies
that invest in (a) securities denominated or expected to settle in currencies
other than the U.S. dollar or (b) currencies other than the U.S. dollar, and for
companies that have FC transactions. For illustrative purposes, this SOP
assumes that the U.S. dollar is the functional currency of the reporting invest
ment company. This guidance on accounting and financial statement presen
tation applies to all investment companies covered by the AICPA Audit and
Accounting Guide Audits of Investment Companies that follow U.S. generally
accepted accounting principles.
.02 Financial Accounting Standards Board (FASB) Statement of Finan
cial Accounting Standards No. 52, Foreign Currency Translation, requires that
all assets, liabilities, and operations of a foreign entity be measured using the
functional currency of that entity. Functional currency is defined as the cur
rency of the primary economic environment in which the entity operates—that
is, the currency in which the entity primarily generates and expends cash.
Paragraphs 79 through 81 of FASB Statement No. 52 provide for two broad
classes of foreign operations. The first class includes foreign operations that
are relatively self-contained and integrated within a particular country or
economic environment. For this class, the FC is the functional currency. In the
second class, the day-to-day operations of the foreign entity are dependent on
AICPA Technical Practice Aids
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the economic environment of the parent’s currency, and changes in the foreign
entity’s individual assets and liabilities directly affect the cash flows of the
parent company. For this class, the functional currency of the foreign operation
is the parent company’s currency. Generally, the second class of foreign opera
tions more closely resembles that of U.S. investment companies investing
primarily in foreign securities than the first class does. For instance, U.S.
closed-end single-foreign-country funds generate and expend cash primarily in
their local currency, yet such funds have adopted the U.S. dollar as the
functional currency for financial reporting purposes because, among other
reasons, cash flows related to the funds’ individual assets and liabilities
directly affect the U.S. dollar cash flows to shareholders (sales of fund shares
are to U.S. shareholders in U.S. dollars, and dividends and distributions are
paid to shareholders in U.S. dollars).

.03 Inconsistent application of the functional currency concepts of FASB
Statement No. 52 by funds investing in foreign securities has contributed to a
diversity of accounting practices for FC transactions. However, because these
funds follow value accounting, the net increase or decrease in net assets from
operations is the same under each variation although the financial statement
presentations of the FC transactions differ. For instance, some funds treat the
FC rate variance between the trade and settlement dates as an adjustment to
cost and proceeds, whereas other funds treat it as a component of net invest
ment income or realized FC gain or loss. Similarly, some funds include the FC
gain or loss resulting from income receivable or expense payable with the
related income or expense, whereas others treat it as a separate component of
net investment income or realized FC gain or loss. Because the U.S. dollar is
generally the reporting currency of these funds, they typically adopt the U.S.
dollar as their functional currency. If the facts and circumstances warrant
otherwise, a fund may conclude that a currency other than the U.S. dollar
should be its functional currency. However, in the value accounting environ
ment, that distinction does not affect the reported amounts of U.S.-dollar-de
nominated net assets or net changes in net assets.
. 04 FC transactions are denominated in a currency other than the fund’s
functional currency. These transactions may produce payables and receivables
that are fixed in terms of the amount of FC that will be paid or received. A
change in the exchange rate between the functional currency and the FC
increases or decreases the expected functional currency value upon settlement
of the transaction or disposition of the security.
. 05 The ongoing revaluation of investments and receivables or payables
representing unsettled FC transactions is classified as unrealized FC gain or
loss. On settlement (when there is actual cash flow), a realized FC gain or loss
is recorded. An FC gain or loss (whether realized or unrealized) results from
one or more of the following sources:

•

The cost of securities held versus their carrying value based on current
exchange rates

•

Payables or receivables for securities bought or sold at the transaction
date versus actual amounts at settlement date or payable or receivable
based on current exchange rates

•

Interest, dividends, and withholding taxes accrued versus the amount
received or receivable based on current exchange rates

•

Expenses accrued versus the amount paid or payable in FC, based on
current exchange rates

§10,570.03
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Marking to market of forward exchange contracts or foreign exchange
futures contracts

.06 Each of the sources of FC gain or loss identified in paragraph .05 is
discussed later in this SOP.

Current Literature
.07 With the exception of the investment companies audit guide, FASB
Statement No. 52 is the only current pronouncement available on the subject
of this SOP. Paragraph 2.100 of the audit guide suggests that “foreign currency
transaction gains and losses may be accounted for separately or may be
combined for reporting purposes with the type of transaction that gave rise to
the gain or loss.” It also states, in paragraph 2.96, that the approach of not
requiring separate disclosure of the portion of the changes in market value that
results from FC rate changes continues to be followed in practice.

Scope
.08 This SOP provides guidance on measurement and financial statement
presentation and disclosure for foreign currency transactions by investment
companies. It amends the AICPA Audit and Accounting Guide Audits of
Investment Companies.
.09 Some funds invest in countries that are highly inflationary, as that
term is defined in FASB Statement No. 52, paragraph 11. Accordingly, the
separate measurement and disclosure of the FC element may not be meaning
ful and the disclosures recommended by this SOP may not be appropriate for
such situations.

Conclusions
.10 Each transaction denominated in an FC can initially be measured
only in that currency. Any differences between originally recorded amounts
and currently consummated or measured amounts in the reporting currency
are a function of two factors—(a) foreign exchange rate changes and (b)
changes in market prices. Those effects should be identified, computed, and
reported other than for gains and losses on investments. The current guidance
in paragraphs 2.96 and 2.100, which allows the practice of not separately
disclosing the portion of the changes in market values of investments and
realized gains and losses thereon that result from FC rate changes, continues
to be permitted. However, separate reporting of such gains and losses is
allowable and, if adopted by the reporting entity, should conform to the
guidance presented herein.

Securities
Purchased Interest
.11 Purchased interest represents the interest accrued between the last
coupon date and the settlement date of the purchase. It should be recorded in
the functional currency as interest receivable at the spot rate on the purchase
trade date, and marked to market using each valuation date’s spot rate. After
the settlement date, daily interest income should be accrued at the daily spot
rate. It may be impractical to prepare the foregoing calculations daily, and,
therefore, the use of a weekly or monthly average rate may be appropriate in
AICPA Technical Practice Aids
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many cases, especially if the exchange rate does not fluctuate significantly.
However, if the exchange rate fluctuation is significant, the calculation should
be made daily.

Marking to Market
.12 A fund investing in foreign securities generally invests in such secu
rities to reap the potential benefits offered by the local capital market. It may
also invest in such securities as a means of investing in the FC market or of
benefiting from the FC rate fluctuation. The extent to which separate informa
tion regarding FC gains or losses will be meaningful will vary depending on the
circumstances, and separate information may not measure with precision
foreign exchange gains/losses associated with the economic risks of foreign
currency exposures. An FC rate fluctuation, however, may be an important
consideration in the case of foreign investments, and a reporting entity may
choose to identify and separately report any resulting FC gains or losses as a
component of unrealized market gain or loss on investments.

.13 The market value of securities should initially be determined in the
FC and translated at the spot rate on the purchase trade date. The unrealized
gain or loss between the original cost (translated on the trade date) and the
market value (translated on the valuation date) comprises the following ele
ments:
a.

Movement in market price

b.

Movement in FC rate

.14 Such movements may be combined as permitted by current guidance.
If separate disclosure of the FC gains and losses is chosen, the movement in
market prices should be measured as the difference between the market value
in FC and the original cost in FC translated at the spot rate on the valuation
date. The effect of the movement in the foreign exchange rate should be
measured as the difference between the original cost in FC translated at the
current spot rate and the historical functional currency cost. These values can
be computed as follows:
a.

(Market value in foreign currency minus original cost in foreign
currency) times valuation date spot rate equals unrealized market
value appreciation or depreciation.

b.

(Cost in foreign currency times valuation date spot rate) minus cost
in functional currency equals the unrealized foreign currency gain or
loss.

It is recognized that the preceding formulas could be refined to isolate and
report the rate change element in the changes in the gains or losses on
investments between valuation dates. However, the cost of doing so would not
be justified for the relatively minor improvement thereof. Furthermore, such
refinement would (a) be a departure from the method required for federal
income tax reporting for realized FC gains/losses on debt securities and (6)
represent a departure from the practice of those investment companies that
presently separately report in their financial statements the effects of foreign
exchange on securities gains or losses.

.1 5 For short-term securities held by a fund that follows the amortized
cost method of valuation, the amortized cost value should be substituted for
market value in the formulas given in paragraph .14 if separate reporting is
chosen by the reporting entity.

§10,570.12
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Sale of Securities
.1 6 If separate reporting of FC gains and losses on sales of securities is
chosen by the reporting entity, the computation of the effects of market change
and the FC rate change is similar to that described in paragraph .14 above.
Market value in the formula given in paragraph .14 should be replaced with
sale proceeds and valuation date should be replaced with sale trade date.
Accordingly—

a.

(Sale proceeds in foreign currency minus original cost in foreign
currency) times sale trade date spot rate equals realized market gain
or loss on sale of security.

b.

(Cost in foreign currency times sale trade date spot rate) minus cost
in functional currency equals realized foreign currency gain or loss.

.17 The sale of a security results in a receivable for the security sold. The
related receivable should be recorded on the trade date at the spot rate. On the
settlement date, the difference between the recorded receivable amount and
the actual FC received converted into the functional currency at the spot rate
is recognized as a realized FC gain or loss.

Sale of Interest
.18 Interest sold represents the accrued interest receivable between the
last coupon date and the settlement date of sale of the security. The difference
between the recorded interest receivable amount and the actual FC received
(converted into the functional currency at the spot rate) should be recognized
as a realized FC gain or loss.

Income
Interest
.19 Interest on securities denominated in an FC is calculated at the stated
rate of interest in the FC. The interest should be accrued daily in the FC at the
stated interest rate and translated into the functional currency at the daily
spot rate. It may be impractical to prepare such a calculation daily, and,
therefore, the use of a weekly or monthly average rate may be appropriate in
many cases, especially if the exchange rate does not fluctuate significantly.
However, if the exchange rate fluctuation is significant, the calculation should
be made daily.

.20 The related receivable balance along with purchased interest, if any,
should be accumulated in the FC and translated into the functional currency
daily using the spot rate for that date. The difference between the income
accrued in the functional currency and the FC receivable at the valuation date
spot rate is unrealized FC gain or loss.

.21 When the interest is received and recorded in the functional currency
at the spot rate on that date, the unrealized FC gain or loss should be
reclassified as realized FC gain or loss.

Accretion and Amortization
.22 Accretion of discounts and amortization of premiums on bonds should
be calculated daily in the FC. The resulting amount of income or offset to
income should be translated into the functional currency using that day’s spot
rate. The same FC amount should be recorded as an addition to cost for accre
AICPA Technical Practice Aids
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tion of discounts and a reduction to cost for amortization of premiums. Accord
ingly, cost consists of the original cost, translated at the spot rate in effect on
the trade date the bond was bought and adjusted for discount accretion or
premium amortization at the spot rate on the date of adjustment. As stated in
paragraph .19 of this SOP, use of a weekly or monthly average rate may be
appropriate in certain circumstances.
.23 On maturity, the carrying cost (including accretion or amortization)
of the security in the FC equals the proceeds. However, this will not be the case
in the functional currency. The original cost is translated into the functional
currency at the spot rate on the trade purchase date and the accretion or
amortization is translated at periodic spot rates. The proceeds are translated
into the functional currency at the spot rate on the maturity date. The differ
ence between the proceeds and the accumulated cost in the functional currency
is realized FC gain or loss.

Dividends
.24 Dividend income on securities denominated in FC should be recorded
on the ex-date, at the spot exchange rate of the FC to the reporting currency on
that date. The related dividend receivable should be translated into the func
tional currency daily at the spot rate, and the difference between the dividend
accrued in the functional currency and the FC receivable at the valuation date
spot rate is unrealized FC gain or loss. When the dividend is received, the
unrealized FC gain or loss should be reclassified as realized FC gain or loss.

.25 The preceding approach to measuring investment income ensures
that investment income accrued on foreign securities reflects the investment
transaction without regard to the FC gain or loss created in the time between
the accrual and collection of the income.

Withholding Tax
.26 Whenever tax is withheld from investment income at the source, the
amounts withheld that are not reclaimable should be accrued along with the
related income on each income recognition date if the tax rate is fixed and
known. If the tax withheld is reclaimable from the local tax authorities, it
should be recorded as a receivable and not as an expense. When the investment
income is received net of the tax withheld, a separate realized FC gain or loss
should be computed on the gross income receivable and the accrued tax
expense. If the tax rate is not known or estimable, such expense or receivable
should be recorded on the date the net amount is received; accordingly, there
would be no FC gain or loss. However, if a receivable is recorded, there may be
an FC gain or loss through the date such receivable is collected.

Expenses
.27 The accounting for expenses payable in an FC is identical to that for
investment income receivable in an FC. An expense should be accrued as
incurred and translated into the functional currency at the spot rate each day.
The use of an average weekly or monthly FC rate would be acceptable if the FC
rate does not fluctuate significantly. The related accrued expense balance
should be accumulated in the FC and translated into the functional currency
daily, using the spot rate for that date. The difference between the expense
accrued in the functional currency and the related FC accrued expense balance
translated into the functional currency at the valuation date spot rate is un-
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realized FC gain or loss. When the expense is paid, the unrealized FC gain or
loss should be reclassified as realized FC gain or loss.

Receivables and Payables
.28 All receivables and payables that are denominated in an FC and that
may relate to income or expense, or to securities sold or purchased, should be
translated into the functional currency each valuation date at the spot rate on
that date. The difference between that amount and the functional currency
amount that was recorded at various spot rates for income and expense items,
and at the trade date spot rate in the case of sales and purchases of securities,
is unrealized FC gain or loss. Upon liquidation of the receivable or payable
balance in an FC, the difference should be reclassified as realized FC gain or
loss.

Cash
.29 FC cash balances and movements should be accounted for in the same
way that FC-denominated securities are. Every receipt of an FC should be
treated as a purchase of a security and recorded in the functional currency at
the spot rate on the cash receipt date. Similarly, every disbursement of an FC
should be treated as a sale of a security and the appropriate functional
currency cost should be released, depending on whether a specific identified
cost, the first-in, first-out (FIFO) method, or an average cost is used.
.30 The acquisition of an FC does not result in any FC gain or loss.
However, the disbursement of an FC results in a realized FC gain or loss that
is the difference between the functional currency equivalent of the FC when it
was acquired and the FC disbursement translated at the spot rate on the
disbursement date. Also, as is the case with all other assets and liabilities
denominated in an FC, FC cash balances should be translated on each valu
ation date at the spot rate on that date, resulting in unrealized FC gain or loss.

Forward Exchange Contracts
.31 A forward exchange contract is an agreement between two parties to
exchange different currencies at a specified exchange rate at an agreed-upon
future date. A forward exchange contract can be for either hedging or specula
tion purposes. Funds usually enter into such contracts for hedging purposes
only.

.32 If a fund enters into a forward exchange contract, the forward contract
should be recorded on the inception date at the forward rate and marked to
market daily.
.33 The unrealized FC gain or loss on such a contract is the difference
between the FC amount valued at the forward rate (on the valuation date) and
the original contracted value of the forward contract (the amount to be received
or paid at expiration or settlement date). On the expiration or settlement date,
the unrealized FC gain or loss should be reclassified as realized FC gain or loss.
If the forward contract is meant to hedge the payable for the purchase of a
security denominated in an FC, the cost of the investment purchased and the
related payable that has been hedged by the forward contract should still be
recorded at the spot rate on the trade date, and the payable should be trans
lated into the functional currency daily.
AICPA Technical Practice Aids
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Financial Statement Presentation
.34 The current practice of not separately disclosing that portion of unre
alized and realized gains and losses on investments that results from FC
changes continues to be permitted. All other FC gains or losses should be
reported under the realized and unrealized gain or loss on investments and
foreign currency section in the statement of operations. For example, realized
FC gain or loss on interest and dividends should be included in the realized FC
gain or loss component of net realized gain or loss. All unrealized FC gain or
loss, other than those on investments, should be reported as unrealized appre
ciation or depreciation on translation of assets and liabilities in foreign curren
cies. The statement of changes in net assets and the statement of assets and
liabilities should reflect the same realized and unrealized gain and loss compo
nents. However, it is permissible (a) to combine the net realized gains or losses
from investments with net realized gains or losses from foreign currency
transactions and (6) to combine the net unrealized appreciation (depreciation)
on investments with the net unrealized appreciation (depreciation) on transla
tion of assets and liabilities in foreign currencies and to report them as single
components in those statements.
.35 If separate reporting of the unrealized and realized FC gains or losses
on investments is chosen, such gains and losses should be aggregated with all
other FC gains and losses and reported as described above. Notes to the
financial statements should state an entity’s practice of either including or
excluding that portion of realized and unrealized gains and losses on invest
ments that results from foreign currency changes with or from other foreign
currency gains and losses.
.36 Taxes withheld that are not reclaimable, if any, on foreign source
income should be deducted from the relevant income item and be shown either
parenthetically or as a separate contra item in the income section of the
statement of operations. Taxes levied on the aggregate income or capital gains
of the investment company itself should be presented in a manner that is
similar to that used for income taxes. The normal withholding taxes should be
presented as follows:
Interest or dividend income (net of withholding taxes of $ X)
or
Interest or dividend income
Less withholding tax

$XXX

$XXX
(XXX)

Other Matters
.37 In addition to the FC risk associated with investing in foreign securi
ties, such investments present additional risks that need to be assessed con
tinuously by management and considered for financial statement disclosure:

•

Liquidity. Since certain foreign markets are illiquid, market prices
may not necessarily represent realizable value.

•

Size. When market capitalization is low, a fund’s share in the entire
market (particularly when single-country funds are involved) or in
specific securities may be proportionately very large, and the market
price would not necessarily reflect the realizable value.
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Valuation. Because of liquidity and size problems as well as other
factors, such as securities that are unlisted or securities that are thinly
traded, funds would have to adopt specific fair valuation procedures
for determining the values of such securities. Doing so may be difficult
in a foreign environment; while others may perform the research and
provide supporting documentation for fair values, the ultimate respon
sibility for determining the fair values of securities rests with the
directors.

The disclosures suggested above are no different from those that might be
required for domestic securities with the same attributes.

.38 The preceding risks may need to be disclosed in the notes to the
financial statements if such factors exist in the markets in which the fund has
material investments. It would also be incumbent on management to make
sure that the prices provided by local sources (such as the last sale price, bid
or ask, mean of bid and ask, closing price, and so on) do represent the market
value of the securities. This is especially important for open-end funds or
closed-end funds that allow limited redemption.

Effective Date and Transition
.39 This SOP is effective for financial statements for fiscal years begin
ning after December 15,1993, and interim periods within such years. This SOP
may, but need not be, applied to financial statements for fiscal years ending
before its effective date that, for comparative purposes, are provided with
financial statements for fiscal years ending after its effective date. Earlier
application of this SOP is encouraged.
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Appendix A
Illustrations for Separately Calculating and Disclosinq the
Foreign Currency Element of Realized and Unrealized Gains
and Losses
Illustrations A and B apply if separate disclosures of the FC elements of
unrealized and realized gains and losses on investments are chosen by the
reporting entity.

A. Purchases and Sales
ABC Fund uses US$ as its functional currency.
ABC buys 1,000 shares of XYZ £15.00 with a spot
exchange rate of $1.75 = £1.00.
Foreign currency (FC) cost basis = £15.00 x 1,000 = £15,000
Functional currency cost basis = £15,000 x 1.75 = $26,250

Market gain/loss

= (FC sale proceeds - FC cost) x foreign exchange
(FX) rate on day of sale

Currency gain/loss = FC cost x (FX rate day of sale - FX rate day of
purchase)
Assume a sale of 1,000 XYZ £12.00 and $1.50 = £1.00:
= £12,000
FC proceeds
= £12.00 x 1,000
Functional currency
= $18,000
proceeds
= £12,000 x 1.50
Market loss
= (£12,000 - £15,000) x 1.50 = ($ 4,500)
= ($ 3,750)
Currency loss
= (£15,000 x 1.50 - 1.75)
Total loss

($ 8,250)

Proof
Functional currency proceeds
Functional currency cost

$18,000
($26,250)

($ 8,250)

B. Securities—Mark to Market
DAY 1:1,000 XYZ marked to market £16.00; spot rate: $1.85 = £1.00.
Market gain/loss = (FC current market value - FC cost) x current FX rate
Currency gain/loss = FC cost x (current FX rate - FX rate on day of
purchase)
Market gain = (£16,000 - £15,000) x 1.85
=
$1,850
Currency gain = £15,000 x (1.85 - 1.75)
=
$1,500
Total gain in functional currency

=

$3,350

Total gain - (£16,000 x 1.85) - (£15,000 x 1.75) = $29,600 - $26,250 =
$3,350

§10,570.40
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[Average rates may be used iffluctuations in exchange rates aren’t signifi
cant]

DAY 2:1,000 XYZ marked to market £17.00; spot rate: $1.80 = £1.00.
Market gain

= (£17,000 - £15,000) x 1.80

=

Currency gain

= £15,000 x (1.80 -1.75)

=

Total functional currency gain

$3,600
$ 750

$4,350

Daily Journal Entries

Market gain/loss

= $3,600 - $1,850

=

$1,750

Currency gain/loss

= $750 - $1,500

=

($ 750)

=

$1,000

Day 2 gain ($4,350 - $3,350)

C. Other Assets/Liabilities—FX Mark to Market
Sale of 1,000 XYZ £12.00 = £12,000 receivable $1.50 = £1.00 = $18,000

DAY 1: Spot rate moves to $1.55 = £1.00.
Currency gain

= £12,000 x (1.55 - 1.50) .05

= $

600

DAY 2: Spot rate moves to $1.58 = £1.00.
Currency gain
Currency gain

= £12,000 x (1.58 - 1.50) .08
Day 1

Daily Journal Entry

$600

=$ 960
Day 2

$360

D. Changes Between Trade and Settlement Dates
Trade Date
Purchase 1,000 XYZ £15.00; exchange rate: $1.75 = .00.
Cost basis: $26,250 or £15,000

DR: sterling securities at cost

$26,250

CR: payables for securities purchased

$26,250

Settlement Date
Spot rate: $1.80 = £1.00; £15,000 is purchased at the spot rate for $27,000.

DR: payables for securities purchased
DR: realized currency gain/loss
CR: cash

$26,250
$
750

$27,000

E. Settlement Against Foreign Currency Cash Balances
£20,000 balance is available in London.

Lot a: £10,000 purchased $1.65 per £1.00
$US cost basis: $16,500
Lot b: £10,000 purchased $1.85 per £1.00
$US cost basis: $18,500
Assume lot b will be liquidated first at $1.80 per £1.00.
AICPA Technical Practice Aids
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Lot b
DR: cash

$18,000

DR: realized currency gain/loss

$

500

CR: sterling cash at cost

$18,500

Assume one half of lot a will be liquidated at $1.80 per £1.00.

Lot a
DR: cash

$ 9,000

CR: sterling cash at cost

$ 8,250

CR: realized currency gain/loss

$

750

Realized FX gain on payable remains the same.

Between Purchase Settlement and Sale Trade Dates
Mark the holding to market, based on both local market price and daily
spot rate.

F. Sale of XYZ—Trade Date
Sell 1,000 XYZ £18.00; exchange rate: $1.90 = £1.00
Total proceeds: $34,200 or £18,000

FX gain is recognized on the sale trade date based on the holding period.
Receivable is booked at the spot rate on sale trade date.
DR: receivable for securities sold
$34,200

CR: sterling securities at cost (£15,000 x 1.75)

= $26,250

CR: realized market gain/loss (£18,000 - £15,000) x 1.90
CR: realized currency gain/loss (£15,000 x 1.90) - 26,250

= $ 5,700
= $ 2,250*

Maintain local currency basis (£18,000) on the receivable record.
Between Sale Trade Date and Settlement Date

Mark the receivable to market based on the prevailing spot rate.

Sale Settlement Date
Spot rate: $1.85 = £1.00
£18,000 is converted at the spot rate to $33,300.

FX loss is recognized upon the receipt (settlement) of the receivable.
DR: cash

$33,300

DR: realized currency gain/loss

$

900

CR: receivables from securities sold

$34,200

If foreign currency cash received is to be kept as local currency:

Purchase: £18,000 $1.85 = £1.00
Cost basis: $33,300

DR: sterling cash at cost

CR: cash

$33,300
$33,300

If separate disclosures of the FC elements of unrealized and realized gains and losses on
investments are chosen by the entity.
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Appendix B
Sample Financial Statements
The ABC Fund
Statement of Operations
Year Ended December 31,19X1
Investment income
Interest (net of withholding taxes of $XXXX)
Dividends (net of withholding taxes of $XXXX)
Expenses
Investment advisory fee
Interest
Professional fees
Custodian and transfer agent fees
Distribution expenses
Total expenses
Net investment income
Realized and unrealized gain (loss) from investments and
foreign currency

$xxxx
xxxx
xxxx
xxxx
xxxx
xxxx
xxxx
xxxx
xxxx
xxxx

Net realized gain (loss) from:
Investments
Foreign currency transactions*

xxxx
xxxx

Net increase (decrease) in unrealized appreciation or
(depreciation) on:
Investments
Translation of assets and liabilities in foreign currencies*

xxxx
xxxx

Net realized and unrealized gain (loss) from investments and
foreign currency
Net increase (decrease) in net assets resulting from operations

xxxx
$xxxx

If separate reporting is adopted, these captions would also include foreign currency effects of
realized and unrealized gains and losses on investments. If separate reporting is not adopted, such
foreign currency effects would be included in the investments captions.
See accompanying notes to financial statements.
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The ABC Fund
Statement of Changes in Net Assets
Year Ended December 31,19X1
From operations:
Net investment income
Net realized gains (losses) from investments*
Net realized gains (losses) from foreign currency transactions
**

$XXXX
XXXX
XXXX

Net increase (decrease) in unrealized appreciation
(depreciation) on investments*

XXXX

Net increase (decrease) in unrealized appreciation (depreciation)
on translation of assets and liabilities in foreign currencies†‡

XXXX

Net increase (decrease) in net assets resulting from operations
Dividends and distributions:
From net investment income
From net realized gains on investments and foreign currency
transactions

From share transactions:
Net proceeds from sale of shares
Cost of shares repurchased
Dividends reinvested
Net increase in net assets derived from share transactions
Net increase (decrease) in net assets
Net assets
Beginning of period
End of period (including undistributed net investment
income of $XXXX)

XXXX

(XXXX)
(XXXX)
(XXXX)

XXXX
XXXX
XXXX
XXXX

XXXX
XXXX
$XXXX

* It is also acceptable to combine these lines and present them as a single item: Net realized
gains (losses) from investments and foreign currency transactions.
† If separate reporting is adopted, these captions would also include foreign currency effects of
realized and unrealized gains and losses on investments. If separate reporting is not adopted, such
foreign currency effects would be included in the investments captions.
‡ It is also acceptable to combine these lines and present them as a single item: Net increase
(decrease) in unrealized appreciation (depreciation) on investments and translation of assets and
liabilities in foreign currencies.
See accompanying notes to financial statements.
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The ABC Fund
Statement of Assets and Liabilities
*
Year Ended December 31,19X1
Assets

Investments in securities, at value (cost - $XXXX)
Cash denominated in foreign currencies (cost - $XXXX)
Cash
Receivable for investments sold
Dividends and interest receivable

$XXXX
XXXX

XXXX
XXXX
XXXX
XXXX
XXXX
XXXX
$xxxx

Receivable for shares of beneficial interest sold
Deferred organizational expense
Other assets
Total assets
Liabilities
Payable for investments purchased
Payable for shares repurchased
Payable to affiliates
Other liabilities
Total liabilities
Net assets
Beneficial interest—XXXX shares of $XXXX par value
outstanding (unlimited amount authorized)
Undistributed net investment income
Undistributed net realized gains from investments
**

$xxxx
XXXX
XXXX

Undistributed net realized gains (losses) from foreign
currency transactions
**

XXXX

Net unrealized appreciation (depreciation) of investments‡

XXXX

Net unrealized appreciation (depreciation) on translation of
assets and liabilities in foreign currencies†‡

Net assets applicable to shares outstanding
Net asset value per share

XXXX
XXXX
XXXX
XXXX
$xxxx

XXXX
$xxxx

* This SOP has been amended by SOP 98-5, Reporting on the Costs of Start-Up Activities.
Changes to reflect the issuance of SOP 98-5 will be made closer to the SOP’s effective date. See section
10,750.
It is also acceptable to combine these lines and present them as a single item: Undistributed
net realized gains (losses) from investments and foreign currency transactions.
† If separate reporting is adopted, these captions would also include foreign currency effects of
realized and unrealized gains and losses on investments. If separate reporting is not adopted, such
foreign currency effects would be included in the investments captions.
‡ It is also acceptable to combine these lines and present them as a single item: Net unrealized
appreciation (depreciation) on investments and translation of assets and liabilities in foreign
currencies.
See accompanying notes to financial statements.
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The ABC Fund
(A Single Country Fund)
Selected Notes to Financial Statements
1 . Foreign Currency. Amounts denominated in or expected to settle in
foreign currencies (FC) are translated into United States dollars (US$) at rates
reported by a major New York City bank on the following basis:

a.

Market value of investment securities, other assets and liabilities—
at the closing rate of exchange at the balance sheet date.

b.

Purchases and sales of investment securities, income and expenses—
at the rate of exchange prevailing on the respective dates of such
transactions (or at an average rate if significant rate fluctuations
have not occurred).

[The following paragraphs illustrate disclosures depending upon whether the
fund chooses (i) to report or (ii) not to report the FC elements of realized and
unrealized gains and losses on investments.]

c(i). The Fund isolates that portion of the results of operations resulting
from changes in foreign exchange rates on investments from the fluctuations
arising from changes in market prices of securities held.

Reported net realized foreign exchange gains or losses arise from sales of
portfolio securities, sales and maturities of short-term securities, sales of FCs,
currency gains or losses realized between the trade and settlement dates on
securities transactions, the difference between the amounts of dividends,
interest, and foreign withholding taxes recorded on the Fund’s books, and the
U.S. dollar equivalent of the amounts actually received or paid. Net unrealized
foreign exchange gains and losses arise from changes in the value of assets and
liabilities including investments in securities at fiscal year end, resulting from
changes in the exchange rate.
c(ii). The Fund does not isolate that portion of the results of operations
resulting from changes in foreign exchange rates on investments from the
fluctuations arising from changes in market prices of securities held. Such
fluctuations are included with the net realized and unrealized gain or loss from
investments.

Reported net realized foreign exchange gains or losses arise from sales and
maturities of short-term securities, sales of FCs, currency gains or losses
realized between the trade and settlement dates on securities transactions, the
difference between the amounts of dividends, interest, and foreign withholding
taxes recorded on the Fund’s books, and the U.S. dollar equivalent of the
amounts actually received or paid. Net unrealized foreign exchange gains and
losses arise from changes in the value of assets and liabilities other than
investments in securities at fiscal year end, resulting from changes in the
exchange rate.

2 *. The Fund has obtained the approval of the Central Bank for the
registration and conversion into FC of all proceeds of the offering to be invested
in the ABC country securities markets, which by its terms ensures repatriation
of such investment and the remittance of profits and dividends accruing on the
investment. Notwithstanding the foregoing, the right of the Fund to repatriate
its investments in ABC country securities and to receive profits, capital gains,
and dividends in foreign exchange is subject to the power of the Central Bank,
* Should be considered, if applicable to the respective fund.
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with the approval of the President of the ABC country, to restrict the availabil
ity of foreign exchange in the imminence of, or during, an exchange crisis or in
times of national emergency.
There are nationality restrictions on the ownership of certain equity secu
rities of the ABC country companies. Based on confirmations that the Fund
received from the ABC country’s governmental authorities, the Fund believes
that it is permitted to make certain investments through the ABC country’s
Trust that are otherwise available only to the ABC country.

The Fund has significant investments in the equity securities of companies
located in the ABC country. Future economic and political developments in the
country could adversely affect the liquidity or value, or both, of the ABC country
securities in which the Fund is invested.
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Appendix C
Bifurcation of Changes in Value of Foreign Securities
FASB Statement No. 8, Accounting for the Translation ofForeign Currency
Transactions and Foreign Currency Financial Statements, appendix D, para
graphs 219 and 220, specifically states that the FASB did not intend to require
investment companies to disclose separately the portion of the change in
market value that results from foreign currency rate changes. Even though that
exception is not specifically mentioned in FASB Statement No. 52, Foreign
Currency Translation, practice has continued to follow this approach. This
practice continues to be allowed by this SOP for the foreign exchange compo
nents of realized and unrealized gains or losses on securities.
On June 5, 1992, the AICPA issued a proposed SOP for comment that
required, among other things, that investment companies report foreign ex
change effects on realized and unrealized gains and losses separately from
changes in market prices. Most commentators objected to that requirement
and, accordingly, the Investment Companies Committee and AcSEC decided
to make the practice voluntary and study the matter further.
The Investment Companies Committee intends to form a task force to solicit
comments from preparers, auditors, regulators, and users of investment com
panies financial statements to address concerns of the costs to implement
bifurcation of changes in value of foreign securities, to evaluate the relevance
of the information provided by bifurcation, and to explore other approaches to
reporting information if deemed necessary to help users assess foreign currency
effects. After the task force submits its recommendations to the committee, the
committee may decide to do one of the following:

•

Draft an SOP to make bifurcation described in the current SOP
mandatory

•

Draft an SOP to modify the reporting in the current SOP and make it
mandatory

•

Not change the current guidance
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Section 10,580
Statement of Position 93-6
Employers' Accounting for Employee Stock
Ownership Plans
November 22, 1993
NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least two-thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used, or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances.

Scope
.01 This statement of position (SOP) provides guidance on employers’
accounting for employee stock ownership plans (ESOPs). It applies to all
employers with ESOPs, both leveraged and nonleveraged. It does not address
financial reporting by ESOPs.1
.02 An ESOP is an employee benefit plan that is described by the Em
ployee Retirement Income Security Act of 1974 (ERISA) and the Internal
Revenue Code (IRC) of 1986 as a stock bonus plan, or combination stock bonus
and money purchase pension plan, designed to invest primarily in employer
stock.

.03 This SOP supersedes American Institute of Certified Public Account
ants (AICPA) SOP 76-3, Accounting Practices for Certain Employee Stock
Ownership Plans [section 10,130], and affects certain Emerging Issues Task
Force (EITF) consensuses. A list of the documents affected is provided in
appendix D [paragraph .102] of this SOP.

Background
.04 SOP 76-3 [section 10,130] was issued in December 1976, primarily to
deal with accounting and reporting issues relevant to employers with lever
aged ESOPs, and it has been the primary source of guidance on the subject.
.05 Since the issuance of SOP 76-3 [section 10,130], Congress has revised
laws concerning ESOPs several times and the Internal Revenue Service (IRS)
and the U.S. Department of Labor have issued many regulations covering the
1 Financial reporting by ESOPs is discussed in the AICPA Audit and Accounting Guide Audits of
Employee Benefit Plans.
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operation of plans, which actions have resulted in changes in the way ESOPs
may operate and the reasons they are established by companies. Those
changes, the most significant of which are described in appendix C [paragraph
.101], were factors in the growth in the number of plans from fewer than 2,500
plans in 1976 to nearly 10,000 at the end of 1990.2
.06 The increase in the number of ESOPs since the issuance of SOP 76-3
[section 10,130] was matched by an increase in their complexity. It is no longer
possible to describe a typical ESOP. ESOPs are used for many purposes in
addition to furthering employee ownership, some of which were not contem
plated when SOP 76-3 [section 10,130] was issued. These include the following:
•

To fund a matching program for a sponsor’s 401(k) saving plan,
formula-based profit-sharing plan, and other employee benefits

•

To raise new capital or to create a marketplace for the existing stock

•

To replace lost benefits from the termination of other retirement plans
or provide benefits under postretirement benefit plans, particularly
medical benefits

•

To be part of the financing package in leveraged buy-outs

•

To provide a tax-advantaged means for owners to terminate their
ownership

•

To be part of a long-term program to restructure the equity section of
a plan sponsor’s balance sheet

•

To defend the company against hostile takeovers

.07 The borrowing arrangements used by leveraged ESOPs have also
become more diverse. When SOP 76-3 [section 10,130] was issued, most
leveraged ESOPs borrowed from outside lenders, and the loan terms were
relatively simple. Since then, internally leveraged ESOPs (ESOPs that borrow
from the sponsor) have become more common. Furthermore, some ESOP loans
are now structured so that a large portion of the debt service will be paid with
dividends on shares held by the ESOP rather than with employer contribu
tions.
.08 Employers’ accounting for ESOP transactions, particularly the meas
urement of compensation cost and the treatment of dividends on shares held
by an ESOP, has been a source of accounting controversy for many years. Even
when SOP 76-3 [section 10,130] was issued, there was disagreement about
some ESOP issues.3 Changes in laws and regulations that apply to ESOPs and
the increased diversity in the structure and purpose of ESOPs have called new
attention to the limitations of SOP 76-3 [section 10,130]. Furthermore, SOP
76-3 [section 10,130] does not address some of the accounting issues presented
by the new ESOPs. Although the EITF has addressed a number of ESOP
issues, it has done so on an ad hoc basis.

.09 Therefore, the Accounting Standards Executive Committee (AcSEC)
undertook this project to reconsider SOP 76-3 [section 10,130] and to consider
current ESOP issues that are not specifically addressed in the accounting liter
2 Statistics from an unpublished study completed in 1991 by the National Center for Employee
Ownership, Oakland, Calif.
3 Paragraph 13 of SOP 76-3 [section 10,130.13] presents a minority view that disagrees with that
SOP’S recommendations on reporting dividends paid and earnings per share.
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ature. AcSEC’s objective in issuing this SOP is to enhance the relevance and
representational faithfulness of financial statements of employers that sponsor
ESOPs.

.10 There are two basic forms of ESOP: nonleveraged and leveraged. This
SOP addresses the financial reporting for each separately.

Conclusions
.11 The following conclusions should be read in conjunction with the
“Discussion of Conclusions” beginning with paragraph .59 of this SOP. That
section explains considerations that were deemed significant by members of
AcSEC in reaching the conclusions.

Leveraged ESOPs
.12 Unlike other kinds of employee benefit plans, an ESOP is permitted
by ERISA to borrow from a related party or with the assistance of a related
party. A leveraged ESOP borrows money to acquire shares of the employer
company. The debt usually is collateralized by the employer’s shares. The
shares initially held by the ESOP in a suspense account are called suspense
shares4 The debt is generally repaid by the ESOP from employer contributions
and dividends on the employer’s stock. As the debt is repaid, suspense shares
are released from the suspense account, and the released shares must be
allocated to individual accounts as of the end of the ESOP’s fiscal year. The
money can be borrowed by the ESOP from the sponsor, with or without a
related outside loan, or directly from an outside lender. Outside loans to the
ESOP are generally guaranteed by the sponsor.

Reporting the Purchase of Shares by ESOPs
.13 An employer should report the issuance of shares or the sale of
treasury shares to an ESOP when they occur and should report a correspond
ing charge to unearned ESOP shares, a contra-equity account. That account
should be presented as a separate item in the balance sheet. Furthermore, even
if a leveraged ESOP buys outstanding shares of employer stock on the market
rather than from the employer, the employer should charge unearned ESOP
shares and credit either cash or debt, depending on whether the ESOP is
internally or externally leveraged (see paragraph .24).

Reporting the Release of ESOP Shares
.14 ESOP shares are released for different purposes: to compensate em
ployees directly, to settle employer liabilities for other employee benefits, and
to replace dividends on allocated shares that are used for debt service. As ESOP
shares are committed to be released, unearned ESOP shares should be credited
and, depending on the purpose for which the shares are released, either (a)
compensation cost, (b) dividends payable, or (c) compensation liabilities should
be charged. Regardless of the account charged, the amount of the charge should
be based on fair values6 of committed-to-be-released shares.
4 Terms defined in the glossary [paragraph .103] are in italicized type the first time they appear
in this SOP.
5 Paragraph .20 of this SOP contains guidance on fair value.
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.15 Under this SOP, when shares are committed to be released, rather
than when shares are legally released, is significant for accounting purposes.
That refinement was made in recognition of the fact that ESOP shares are
legally released from an ESOP’s suspense account (and from serving as collat
eral for ESOP debt) when debt payments are made, but the employee service
to which the shares released relates is continuous. Accordingly, for purposes of
reporting compensation cost and satisfaction of liabilities under this SOP,
accounting recognition should occur when shares are committed to be released,
which may occur before the shares are legally released. Shares that have not
been legally released, but that relate to employee services rendered during an
accounting period (interim or annual) ending before the related debt service
payment is made, should be considered committed to be released. The periods
of employee service to which shares relate is generally specified in the ESOP
documents.
.16 Some employers establish ESOPs that are not linked to any other
employee benefit or compensation promise; therefore, the ESOP shares di
rectly compensate the employees. For ESOP shares committed to be released
to compensate employees directly, the employer should recognize compensa
tion cost equal to the fair value of the shares committed to be released. The
shares generally should be deemed to be committed to be released ratably
during an accounting period as the employees perform services, and, accord
ingly, average fair values should be used to determine the amount of compen
sation cost to recognize each reporting period (interim or annual). The amount
of compensation cost recognized in previous interim periods should not be
adjusted for subsequent changes in the fair value of shares.
.17 Some employers agree to provide a specified or determinable benefit,
such as a contribution to a 401(k) plan or to a formula profit-sharing plan, to
employees and use the ESOP to partially or fully fund the benefit. Employers
should recognize compensation cost and liabilities associated with providing
such benefits to employees in the same manner they would had an ESOP not
been used to fund the benefit. For ESOP shares committed to be released to
settle liabilities for such benefits, employers should report satisfaction of the
liabilities when the shares are committed to be released to settle the liability.
The number of shares released to settle the liability is based on the fair value
of shares as of dates specified by the employers, which are usually specified in
the ESOP documents.

.18 The IRC allows employers to use dividends on ESOP shares that have
been allocated to participants for debt service if participants are allocated
shares of employer stock with a fair value no less than the amount of the
dividends used for debt service. If shares released will include shares desig
nated to replace dividends on previously allocated shares used for debt service,
employers should report the settlement of the dividend payable when the
shares are committed to be released to replace the dividends on shares used for
debt service. (See paragraphs .21 and .22; only dividends on allocated shares
should be charged to retained earnings.) The number of shares committed to
be released to replace the dividends on allocated shares used for debt service
is based on the fair value of shares as of dates specified by the employer, which
are usually specified in the ESOP documents based on the employer’s interpre
tation of current IRS regulations.
.19 Unearned ESOP shares should be credited as shares are committed
to be released based on the cost of the shares to the ESOP. Employers should
charge or credit the difference between the fair value of shares committed to
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be released and the cost of those shares to the ESOP to shareholders’ equity in
the same manner as gains and losses on sales of treasury stock (generally to
additional paid-in capital).

Fair Value
.20 The fair value of E SOP shares is needed to apply certain provisions of
this SOP. The fair value of an ESOP share is the amount the seller could
reasonably expect to receive for it in a current sale between a willing buyer and
a willing seller, that is, other than a forced or liquidation sale. For shares that
are traded, the price in the most active market should be used to measure fair
value. If there is no market price, the employer’s best estimate of fair value
should be used. The use of independent experts may be necessary to estimate
fair value. For example, the amount determined in a recent (within twelve
months of the employer’s year-end) independent stock valuation report may
aid in determining the best estimate of fair value.

Reporting Dividends on ESOP Shares
.21 Because employers control the use of dividends on unallocated shares,
dividends on unallocated shares are not considered dividends for financial
reporting purposes. Dividends on unallocated shares used to pay debt service
should be reported as a reduction of debt or of accrued interest payable.
Dividends on unallocated shares paid to participants or added to participant
accounts should be reported as compensation cost.
.22 Dividends on allocated shares should be charged to retained earnings.
The dividends payable may be satisfied either by contributing cash to the
participant accounts, by contributing additional shares to participant ac
counts, or by releasing shares from the ESOP’s suspense account to participant
accounts (see paragraph .18).

Reporting Redemptions of ESOP Shares
.23 Regardless of whether an ESOP is leveraged or nonleveraged, em
ployers are required to give a put option to participants holding ESOP shares
that are not readily tradable, which on exercise requires employers to repur
chase the shares at fair value. Furthermore, public company sponsors some
times offer cash redemption options to participants who are eligible to
withdraw traded shares from their accounts. Employers should report the
satisfaction of such option exercises as purchases of treasury stock.

Reporting of Debt and of Interest
.24 For purposes of applying this SOP, ESOP debt is characterized as
follows:
•

Direct loan—A loan made by a lender other than the employer to the
ESOP. Such loans often include some formal guarantee or commit
ment by the employer.

•

Indirect loan—A loan made by the employer to the ESOP, with a
related outside loan to the employer.

•

Employer loan—A loan made by the employer to the ESOP, with no
related outside loan.

ESOPs with indirect loans and employer loans are often referred to as inter
nally leveraged.
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.25 Employers that sponsor an ESOP with a direct loan should report the
obligations of the ESOP to the outside lender as liabilities. Furthermore,
employers should accrue interest cost on the debt and should report cash
payments to the ESOP that are used by the ESOP to service debt, regardless
of whether the source of cash is employer contributions or dividends, as
reductions of the debt and accrued interest payable when the E SOP makes the
payments to the outside lender.
.26 Employers that sponsor an ESOP with an indirect loan should report
outside loans as liabilities. Employers should not report a loan receivable from
the ESOP as an asset and should, therefore, not recognize interest income on
such receivable. Employers should accrue interest cost on the outside loan and
should report loan payments as reductions of the principal and accrued interest
payable. Contributions to the ESOP and the concurrent payments from the
ESOP to the employer for debt service would not be recognized in the em
ployer’s financial statements.

.27 Employers that sponsor an ESOP with an employer loan should not
report the ESOP’s note payable and the employer’s note receivable in the
employer’s balance sheet. Accordingly, employers should not recognize interest
cost or interest income on an employer loan.

Earnings per Share
.28 For purposes of computing basic and diluted earnings per share
(EPS), ESOP shares that have been committed to be released should be
considered outstanding. ESOP shares that have not been committed to be
released should not be considered outstanding. [Paragraph revised to reflect
the conforming changes necessary due to the issuance of FASB Statement No.
128, November 1998.]

.29 Employers with ESOPs that hold convertible preferred stock may
encounter unique EPS issues for diluted EPS calculations. The remainder of
this section provides guidance on how to deal with some of those issues,
particularly the following:
•

How to determine the number of shares assumed to be outstanding in
the if-converted EPS computations

•

How earnings applicable to common stock in if-converted EPS compu
tations should be adjusted for dividends on allocated shares used for
debt service

•

Whether prior periods’ EPS should be restated for changes in conver
sion rates

This SOP does not provide a step-by-step discussion of how to apply the
if-converted method to compute diluted EPS and does not address all possible
EPS questions that may arise. FASB Statement No. 128, Earnings per Share,
and illustrations 4 and 5 in appendix A [paragraph .99] of this SOP provide
additional guidance. [Paragraph revised to reflect the conforming changes
necessary due to the issuance of FASB Statement No. 128, November 1998.]
[.30] [Paragraph deleted to reflect the conforming changes necessary due
to the issuance of FASB Statement No. 128, November 1998.]

.31 Number of Shares Outstanding. Under this SOP, ESOP shares are
not considered outstanding until they are committed to be released. The num
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ber of common shares that would be issued on conversion of the convertible
shares held by an ESOP that have been committed to be released should be
deemed outstanding in the if-converted EPS computations for diluted EPS if
the effect is dilutive. Convertible preferred shares held by the ESOP that have
not been committed to be released should not be considered outstanding and,
accordingly, would be excluded from the if-converted computations for diluted
EPS. [Paragraph revised to reflect the conforming changes necessary due to
the issuance of FASB Statement No. 128, November 1998.]

.32 When participants withdraw account balances containing convert
ible preferred shares from an ESOP, they may be entitled to receive com
mon shares or cash with a value equal to either the fair value of the
convertible preferred shares or a stated minimum value per share. Accord
ingly, if the value of the common stock issuable is less than the stated
minimum value or the fair value of the preferred, participants may receive
common shares or cash with a value greater than the value of the common
shares issuable at the stated conversion rate. In determining EPS, the em
ployer should presume that such a shortfall will be made up with shares of
common stock. However, that presumption may be overcome if past experience
or a stated policy provides a reasonable basis to believe that the shortfall will
be paid in cash.[6] In applying the if-converted method, the number of common
shares issuable on assumed conversion, which should be included in the
denominator of the EPS calculation, should be the greater of (a) the shares
issuable at the stated conversion rate and (b) the shares issuable if the
participants were to withdraw the shares from their accounts. Shares issuable
on assumed withdrawal should be computed based on the ratio of (a) the
average fair value of the convertible stock or, if greater, its stated minimum
value, to (b) the average fair value of the common stock. [Paragraph revised to
reflect the conforming changes necessary due to the issuance of FASB State
ment No. 128, November 1998.]
.33 Adjustments to Earnings. Employers that use dividends on allo
cated ESOP shares to pay debt service should adjust earnings applicable to
common shares in the if-converted computation for the difference (net of
income taxes) between the amount of compensation cost reported and the
amount of compensation cost that would have been reported if the allocated
shares had been converted to common stock at the beginning of the period.

.34 Changes in Conversion Rates. Prior period EPS should not be re
stated for changes in the conversion rates. [Paragraph revised to reflect the
conforming changes necessary due to the issuance of FASB Statement No. 128,
November 1998.]

Accounting for Terminations
.35 Upon termination of a leveraged ESOP, either in whole or in part, all
outstanding debt related to the shares being terminated must be repaid or
refinanced. An ESOP may repay the debt using an employer contribution to
the plan, dividends on ESOP shares, the proceeds from selling suspense shares
to the employer or to another party, or some combination of these. The law
limits the shares employers may reacquire to the number of shares with a fair
value equal to the applicable unpaid debt and requires that the remaining
shares, if any, be allocated to participants.
[6] [Footnote deleted to reflect the conforming changes necessary due to the issuance of FASB
Statement No. 128, November 1998.]
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.36 If the employer makes a contribution to the ESOP or pays dividends
on unallocated shares that are used by the ESOP to repay the debt, the
employer should charge the debt and accrued interest payable when the ESOP
makes the payment to the outside lender. Similarly, an employer sponsoring
an ESOP with an indirect loan should report loan repayments as reductions of
the debt and accrued interest payable.

.37 If the ESOP sells the suspense shares and uses the proceeds to repay
the debt, the employer should report the release of the suspense shares as a
credit to unearned ESOP shares based on the cost of the shares to the ESOP,
charge debt, and accrued interest payable, and recognize the difference in
paid-in capital. However, if there is a difference between the amount paid to
an outside lender and the net carrying amount of the debt, paragraph 20 of
APB Opinion No. 26, Early Extinguishment of Debt, as amended by FASB
Statement of Financial Accounting Standards No. 4, Reporting Gains and
Losses from Extinguishment of Debt, requires that difference to be included in
the employer’s income when the debt is extinguished.
.38 If an employer reacquires the suspense shares from the ESOP, the
purchase of the shares should be accounted for as a treasury stock transaction.
The treasury stock should be reported at the fair value of the shares at the
reacquisition date. Unearned ESOP shares should be credited for the cost of
the shares, and the difference should be recognized in additional paid-in
capital.

.39 If the fair value of the suspense shares on the termination date is
more than the unpaid debt balance, the release of the remaining suspense
shares to participants should be charged to compensation in accordance with
paragraphs .14 to .18 of this SOP. That is, compensation cost should equal the
fair value of the shares at the date the E SOP debt is extinguished, because that
is when the shares are committed to be released.

Nonleveraged ESOPs
.40 An employer with a nonleveraged ESOP periodically contributes its
shares or cash to its ESOP on behalf of employees. The shares contributed or
acquired with the cash contributed, which may be outstanding shares, treasury
shares, or newly issued shares, are allocated to participant accounts and held
by the ESOP until distributed to the employees at a future date, such as on the
date of termination or retirement. The shares of employer stock obtained by
the nonleveraged ESOP must be allocated to individual participant accounts
as of the end of the ESOP’s fiscal year.

Reporting Purchase of Shares by ESOPs
.41 Employers with nonleveraged ESOPs should report compensation
cost equal to the contribution called for in the period under the plan. Compen
sation cost should be measured as the fair value of the shares contributed to or
committed to be contributed to the ESOP or as the cash contributed to or
committed to be contributed to the ESOP, as appropriate under the terms of
the plan.

Reporting Dividends on ESOP Shares
.42 Employers with nonleveraged ESOPs should charge dividends on
shares held by the ESOPs to retained earnings, except that dividends on
suspense account shares of a pension reversion ESOP should be accounted for
the same way as dividends on suspense account shares of leveraged ESOPs.
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Reporting Redemptions of ESOP Shares
.43 Regardless of whether an ESOP is leveraged or nonleveraged, em
ployers are required to give a put option to participants holding ESOP shares
that are not readily tradable, which on exercise requires the employer to
repurchase the shares at fair value. Furthermore, public company sponsors
sometimes offer cash redemption, options to participants who are eligible to
withdraw traded shares from their accounts, which on exercise requires the
employer to repurchase the shares at fair value. Employers should report the
satisfaction of such option exercises as purchases of treasury stock.

Earnings per Share
.44 All shares held by a nonleveraged ESOP should be treated as out
standing in computing the employer’s EPS, except the suspense account shares
of a pension reversion ESOP, which should not be treated as outstanding until
they are committed to be released for allocation to participant accounts. If a
nonleveraged ESOP holds convertible preferred stock, the guidance in para
graphs .29 to .34 of this SOP for leveraged ESOPs should be considered.

Pension Reversion ESOPs
.45 An employer that terminates a defined benefit pension plan may
avoid part of the excise tax on an asset reversion by transferring the assets to
an existing or newly created ESOP, which could be either leveraged or nonlev
eraged. The reverted assets may be used either to purchase shares of the
employer stock or to retire existing ESOP debt.
.46 If the assets from the pension plan are used by the ESOP to purchase
employer shares, the employer should report the share issuance the same way
as other share issuances to an ESOP. The issuance of shares or the sale of
treasury shares to the ESOP should be recognized when it occurs, and a
corresponding charge to unearned ESOP shares, a contra-equity account,
should be reported. If the shares are purchased on the market, the employer
should similarly charge unearned ESOP shares. (The credit would be to cash.)

.47 Because the number of shares the ESOP acquires in a pension plan
reversion is usually more than the IRS permits to be allocated to participant
accounts in a single year, some of the shares are held in a suspense account
until they are committed to be released in future years for allocation to
participant accounts. The guidance in this SOP, for shares held by leveraged
ESOPs, should be applied to suspense account shares.
.48 If the assets from the pension plan reversion are used to repay the
debt of an existing ESOP, ESOP shares are committed to be released from
suspense. In such situations, the guidance for leveraged ESOPs in this SOP
should be followed. The employer should reduce the debt as it is repaid and
reduce unearned ESOP shares as shares are committed to be released. How
the committed-to-be-released shares are used determines what accounts are
charged upon release of shares (see paragraphs .14 to .18).

Issues Related to Accounting for Income Taxes
Leveraged ESOPs
.49 For employers with leveraged ESOPs, the amount of ESOP-related
expense reported under this SOP for a period may differ from the amount of
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the ESOP-related income tax deduction (prescribed by income tax rules and
regulations) for that period. Differences result if (a) the fair value of shares
committed to be released differs from the cost of those shares to the ESOP and
(b) the timing of expense recognition is different for income tax and financial
reporting purposes. Such differences should be reported in accordance with
FASB Statement No. 109, Accounting for Income Taxes. Similar differences
arise from employee stock options. Paragraph 36e of Statement No. 109
requires that the tax effects of expenses for employee stock options recognized
differently for financial reporting and tax purposes be recognized in the related
component of shareholders’ equity.

.50 In accordance with paragraph 36e of Statement No. 109, if the cost of
shares committed to be released is greater than their fair value, the employer
should credit the tax effect of the amount by which the deductible expense
exceeds the book expense to shareholders’ equity. Conversely, if the cost of
shares committed to be released is less than their fair value, the employer
should charge the tax effect of the amount by which the book expense exceeds
the deductible expense to shareholders’ equity to the extent of previous credits
to shareholders’ equity related to cost exceeding fair value of ESOP shares
committed to be released in previous periods.

.51 Furthermore, the tax benefit of tax-deductible dividends on allocated
E SOP shares should be recorded as a reduction of income tax expense allocated
to continuing operations. Under paragraph 36f of FASB Statement No. 109, the
tax benefit of tax-deductible dividends on unallocated ESOP shares that are
charged to retained earnings should be credited to shareholders’ equity. How
ever, because dividends on unallocated shares would not be charged to retained
earnings under this SOP, paragraph 36f of Statement No. 109 would not apply
to ESOP shares accounted for under this SOP.

Nonleveraged ESOPs
.52 Employers with nonleveraged ESOPs may accrue compensation cost
for financial reporting purposes earlier than the cost is deductible for income
tax purposes. Accruing the compensation cost earlier for financial reporting
purposes creates a temporary difference under Statement No. 109.

Disclosures
.53 An employer sponsoring an ESOP should disclose the following infor
mation about the plan, if applicable:

a.

A description of the plan, the basis for determining contributions,
including the employee groups covered, and the nature and effect of
significant matters affecting comparability of information for all
periods presented. For leveraged ESOPs and pension reversion
ESOPs, the description should include the basis for releasing shares
and how dividends on allocated and unallocated shares are used.

b.

A description of the accounting policies followed for ESOP transac
tions, including the method of measuring compensation, the classifi
cation of dividends on ESOP shares, and the treatment of ESOP
shares for EPS computations. If the employer has both old ESOP
shares for which it does not adopt the guidance in this SOP and new
ESOP shares for which the guidance in this SOP is required (see
paragraphs .54 and .55), the accounting policies for both blocks of
shares shall be described.
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c.

The amount of compensation cost recognized during the period.

d.

The number of allocated shares, committed-to-be-released shares,
and suspense shares held by the ESOP at the balance-sheet date.
This disclosure should be made separately for shares accounted for
under this SOP and for grandfathered ESOP shares (see paragraphs
.54 and .55).

e.

The fair value of unearned ESOP shares at the balance-sheet date
for shares accounted for under this SOP. (Future tax deductions will
be allowed only for the ESOP’s cost of unearned ESOP shares.) This
disclosure need not be made for old ESOP shares for which the
employer does not apply the guidance in this SOP (see paragraphs
.55 and .56).

f.

The existence and nature of any repurchase obligation, including
disclosure of the fair value7 of the shares allocated as of the balancesheet date, which are subject to a repurchase obligation.

Effective Date and Transition
.54 This SOP is effective for fiscal years beginning after December 15,
1993. The SOP should be adopted in the first interim period of an employer’s
fiscal year. Early application is permitted. Prospective application of the
guidance in the SOP is required for shares acquired by ESOPs after December
31, 1992 (new ESOP shares) but not yet committed to be released as of the
beginning of the year in which the SOP is adopted. No cumulative effect
adjustment should be reported under this approach. Restatement of previously
issued annual financial statements is not permitted.
.55 Application of all of the guidance in this SOP may be elected, and is
encouraged, for shares acquired by ESOPs on or before December 31,1992 (old
ESOP shares). (Selective adoption of the guidance in this SOP is not permit
ted.) However, employers with ESOPs that do not adopt this SOP for shares
held by ESOPs on December 31, 1992, should make all of the applicable
disclosures required by paragraph .53. Employers electing to adopt this SOP
for old ESOP shares in the first fiscal year beginning after December 15,1993,
or in the preceding year should apply the SOP prospectively to the old ESOP
shares that have not yet been committed to be released as follows:

•

Employers that applied the shares allocated method described in EITF
Issue No. 89-88 should apply this SOP prospectively to those shares
that have not yet been committed to be released as of the beginning of
the year in which the SOP is adopted. No cumulative effect adjustment
should be reported under this approach.

•

Employers that did not apply the shares allocated method described
in EITF Issue No. 89-8 should recognize as an expense in the period
of adoption the difference between (a) the cumulative ESOP expense

7 See paragraph .20 for guidance on fair value.
8 In EITF Issue No. 89-8, Expense Recognition for Employee Stock Ownership Plans, the EITF
reached a consensus that ESOP shares purchased after December 15,1989, should be accounted for
under the shares allocated method, which is described in that consensus. However, the consensus
allows employers with shares purchased before December 15,1989, to account for such shares under
their current methods in certain circumstances.
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recognized prior to the period of adoption of this SOP and (b) the
cumulative expense that would have been recognized prior to the
period of adoption of this SOP under the shares allocated method
([total shares committed to be released multiplied by cost of the shares
to the ESOP] less cumulative dividends on ESOP shares). That differ
ence should be reported as the cumulative effect of a change in
accounting principle in accordance with APB Opinion No. 20, Account
ing Changes, by including the cumulative effect of the change in
income and crediting unearned ESOP shares in the period the SOP is
first applied. However, pro forma disclosures are not required.

Restatement of previously issued annual financial statements is not permitted.

.56 Employers electing to adopt this SOP for old ESOP shares in a fiscal
year later than the first fiscal year beginning after December 15,1993, should
apply the SOP retroactively through restatement of previously issued financial
statements for all years beginning after December 15, 1993. The restatement
of the financial statements for the first year beginning after December 15,1993
(the earliest year restated) should be performed in accordance with paragraph
.55. If the earliest year restated is not presented in the financial statements,
the beginning balance of retained earnings (and, if necessary, additional
paid-in capital) for the earliest year presented should be adjusted for the effect
of the restatement as of that date.
.57 For employers that adopt this SOP in a period other than the period
the ESOP shares were purchased, certain shares considered outstanding for
EPS computations in prior years will no longer be considered outstanding for
EPS purposes in the year of adoption. As noted above, restatement is not
permitted, however, such employers should disclose the number of shares
considered outstanding for EPS purposes in prior periods that are no longer
considered outstanding in the current period.

.58 An employer may have both (1) old ESOP shares for which it does not
adopt the guidance in this SOP and (2) new ESOP shares for which the
guidance in this SOP is required. The measure of compensation cost for the old
and new shares in this circumstance will differ. The identification of the shares
released each year for financial reporting purposes should be the same as the
identification of the shares released for ERISA purposes.

Discussion of Conclusions
.59 This section discusses considerations that were deemed significant by
members of AcSEC in reaching the conclusions in this SOP. It includes reasons
for accepting certain views and rejecting others. Individual AcSEC members
gave greater weight to some factors than to others.

Leveraged ESOPs
.60 AcSEC believes that all of the specific conclusions about employers’
accounting for leveraged ESOP transactions follow from AcSEC’s fundamental
conclusion that the accounting for an ESOP’s debt (financing element) should
be separate from the accounting for an ESOP’s shares (defined contribution
element). Although the financing and defined contribution elements of
leveraged ESOPs are related, each should be analyzed and reported separately,
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and the principles for reporting one element should not affect the principles
for reporting the other. Under this SOP, each element is reported in accord
ance with its substance as it would be reported if it occurred as a separate
transaction.

Accounting for Debt and Shares at the Inception of the ESOP
.61 When a leveraged ESOP is established, it borrows money and buys
employer shares for cash. However, because the employer is the ultimate
source of the cash to repay the debt and is the beneficiary of the financing,
AcSEC believes that the substance of the transaction is that the cash is not a
consideration to the employer for the shares but rather proceeds from a
borrowing. The consideration to be received by the employer for placing the
shares in the ESOP trust is future employee services. In fact, the ESOP
acquires the shares before the employees have performed the services for
which the shares are to compensate them.

.62 AcSEC believes that because the shares transferred from the em
ployer to the ESOP when the ESOP is established are not exchanged for a
receipt of assets or services, or for a reduction of liabilities, total sharehold
ers’ equity should remain unchanged. The transaction should be reported
only as a change within equity until the shares are committed to be released
for allocation to participant accounts for services provided. Furthermore,
AcSEC believes that even if a leveraged ESOP buys shares on the market
rather than from the employer and, therefore, the employer has no direct
capital stock transaction and no direct cash inflow when establishing a
leveraged ESOP, the employer should treat it as a leveraged ESOP. Such a
situation is analogous to an employer selling newly acquired treasury stock
to its ESOP. Therefore, shareholders’ equity should be reduced by reporting
the amount of the stock the ESOP acquires as unearned ESOP shares.
Either cash or debt would be credited, depending on whether the ESOP is
internally or externally leveraged.
.63 For employers with internally leveraged ESOPs (indirect and em
ployer loans), AcSEC notes that the ESOP’s note payable does not represent
an obligation of the employer to transfer resources to the ESOP and that the
employer’s note receivable does not represent a claim by the employer on the
ESOP’s resources. Therefore, AcSEC concluded they should not be reported by
the employer as a liability and as an asset, respectively.

Recognition and Measurement of Release of Shares
.64 AcSEC believes its conclusions on recognition and measurement fol
low from its conclusions that the debt and shares related to ESOP transactions
should be accounted for separately. The substance of an employer’s cash
contribution to an ESOP is that the cash contribution is used for the payment
of debt service on the employer’s debt. It is the release of shares, not the
employer’s cash contribution, that represents the compensation of participants
in connection with the defined contribution plan. AcSEC’s objective is that the
accounting reflect the terms of the exchange transactions that take place
between an employer that provides compensation and the employees who
render services in exchange for that compensation. To do that, AcSEC consid
ered how the ESOP shares are used.

.65 A key concept introduced in this SOP is that employers may use ESOP
shares for different purposes: to compensate employees directly, which was the
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primary use when SOP 76-3 [section 10,1301 was issued; to settle liabilities for
employee benefits, such as an employer’s match under a 401(k) plan, that arise
outside of the ESOP; or to replace dividends on allocated ESOP shares that are
used for debt service. The accounting in each of those situations is discussed
below.

.66 Shares Used to Directly Compensate Employees. For ESOP shares
used to compensate employees directly, AcSEC addressed two issues: (a) when
to record compensation and (6) when to measure compensation. AcSEC con
cluded that employers should record compensation when the shares are com
mitted to be released, because AcSEC believes that is when the exchange
between the employer and the employees of employer stock for services ren
dered occurs. Furthermore, AcSEC believes that the release of shares in a
leveraged ESOP is analogous to the employer’s contribution to a nonleveraged
ESOP.

.67 In reaching its conclusion on when to record compensation, AcSEC
also considered whether either the point at which ESOP shares are allocated
or at which employees become vested in ESOP shares is significant for account
ing purposes, but rejected both of those recognition dates.
.68 AcSEC notes that allocation is merely a mechanical process of assign
ing the released shares to individual participant accounts within the ESOP
trust based on a known formula involving compensation, seniority, or both.
AcSEC, therefore, believes that the allocation of shares is not significant for
accounting purposes in recognizing compensation cost.
.69 Furthermore, AcSEC believes that vesting provisions, which deter
mine vested shares, are not the most meaningful way for employers with
ESOPs to relate compensation cost to services performed. ESOPs are defined
contribution plans in which participants receive regular periodic awards sub
ject to vesting provisions. AcSEC believes that, in plans such as ESOPs in
which employees receive regular, periodic awards, the shares released each
period are earned by providing that period’s service even though the shares
may not vest until later.9 Furthermore, FASB Statement No. 87, Employers’
Accounting for Pensions, states that for defined contribution plans, the pension
cost should equal the contribution called for in the period. Vesting is not a
factor in recognizing compensation costs for defined contribution pension
plans.
.70 One of the most significant issues addressed in this SOP is the date
on which compensation cost should be measured. Under current practice,
compensation cost is measured at the date the ESOP purchases the shares,
based on the ESOP’s purchase price. AcSEC believes that compensation cost
should be measured at the dates shares are committed to be released based on
their current fair value, for the following reasons:

•

APB Opinion 25, Accounting for Stock Issued to Employees, states that
the measurement date for compensation is the first date on which the
number of shares that an individual employee is entitled to receive is

9 Allocated shares that have not vested may be forfeited by certain participants and reallocated
to others. Under this SOP, the reallocation of forfeited shares does not result in a cost in the period
the shares are reallocated. In fact, the increase or decrease in the fair value of such shares between
the date the shares were originally released and the date they are reallocated may affect the number
of shares needed to satisfy the employer’s obligation to employees. Nevertheless, AcSEC believes that
the costs associated with maintaining the records necessary to determine the effects of forfeitures on
the employer’s obligations and costs would exceed the benefits derived.
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known. For ESOPs, the number of shares individual employees will
receive is not determinable until the shares are committed to be
released. Furthermore, paragraph 11e specifically notes that transfer
ring shares to a trustee does not establish a measurement date for
measuring compensation, even if the transfer is irrevocable, unless the
identity of the recipient is known. (The general definition of measure
ment date in APB Opinion 25 supports the allocation date as the
measurement date for a leveraged ESOP. However, AcSEC believes
the special situations described in paragraphs 11a and 11c of APB
Opinion 25 support measurement of compensation at the date shares
are committed to be released. The total number of shares committed
to be released for the current year’s employee service is known prior
to allocation and the shares must be allocated to individual employees’
accounts as of the end of the ESOP’s fiscal year.) Although APB
Opinion 25 was issued before SOP 76-3 [section 10,1301, AcSEC
believes that, because of the significant changes in ESOPs since SOP
76-3 [section 10,130] was issued, the accounting in that SOP contrary
to APB Opinion 25 is no longer appropriate.
•

Using the fair value of the shares when the shares are committed to
be released more accurately reflects the value of the services received
by the employer. AcSEC believes an employer that sponsors a lever
aged ESOP has entered into a transaction similar to an employer that
borrows funds to buy treasury stock and later exchanges those shares
with employees for services. Neither transaction should fix the em
ployer’s cost of providing employee benefits in the future.

•

The risks and rewards of ownership of the shares rests with the
employer until the shares are committed to be released, because of
the large degree of control employers have (a) over how the ESOP
debt will be repaid (for example, in some situations, an employer
may prepay or refinance debt to achieve certain compensation
goals) and (b) over an employee’s compensation (for example, in
some situations, an employer has the ability to change other parts
of an employee’s compensation package in reaction to changes in
the value of the shares being released to maintain an overall
competitive level of compensation).

•

Measuring compensation based on current fair value conforms the
accounting for leveraged and nonleveraged ESOPs. Instead of forming
a leveraged ESOP, an employer could borrow and use the funds to buy
treasury stock. Then, as the debt is repaid, the employer could contrib
ute the treasury shares to a nonleveraged ESOP. Compensation cost
would be measured and recognized based on the fair value of the
shares when they are contributed or committed to be contributed to
the nonleveraged ESOP. AcSEC believes that a leveraged ESOP and
the transaction described in this paragraph have more similarities
than differences, and that compensation should be measured in the
same way for both.

.71 Shares Used to Fund Liabilities for Other Employee Benefits. AcSEC
believes the employer’s cost and liabilities for employee benefits that are
funded with ESOP shares should be measured and recognized in the same way
as if some other means of funding were used. The shares committed to be
released represent funding or settlement of the employer’s obligation for the
benefits. To illustrate, assume the following facts about an employer with a
leveraged ESOP:
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•

The ESOP shares are used to fund an employer match under its 401(k)
savings plan equal to 50 percent of employee contributions.

•

The market value of ESOP shares on the release date is used to
determine (a) how many shares are allocated to particular participants
and (b) whether the employer must provide cash or additional shares
to fund the difference between the market value of the shares commit
ted to be released and the employer’s obligation under the savings
plan.

•

In period 1, employees contribute $1,000 to their 401(k) accounts and,
accordingly, the employer must match $500.

•

The market value of shares committed to be released to those employee
accounts is $450; the cost of the shares committed to be released is
$425.

•

The employer issues additional shares with a fair value of $50 to the
ESOP (top-up shares).

Under current practice for ESOPs, the employer would report compensation
cost of $475 ($425 cost of shares plus $50 top-up), although its obligation to
employees is $500 (50 percent of the employee contribution). Under this SOP,
the employer would report compensation cost of $500, which is the amount
AcSEC believes more accurately reflects the substance of the transaction.
.72 Shares Used to Replace Dividends. Similarly, AcSEC believes that
for ESOP shares used to replace dividends on allocated shares that were used
for debt service, the dividend payable is measured and recognized in the same
way as if it were paid in cash. The shares committed to be released represent
funding or settlement of the dividend payable.

Dividends
.73 Legally, dividends on allocated shares belong to ESOP participants
and are not controlled by employers. Although employers may use those
dividends to pay debt service, they must allocate shares to participant accounts
to replace such dividends. AcSEC believes that dividends on allocated shares
have the attributes of dividends, because employers have a liability to pay such
dividends to an identifiable outside party in proportion to shares of ownership.
Therefore, AcSEC believes that dividends on allocated shares should be
charged to retained earnings.

.74 Although legally the dividends on unallocated ESOP shares belong
to the ESOP, employers control the use of such dividends, the shares have
not been exchanged for employee services, and are not considered outstand
ing for EPS purposes. The use of dividends on unallocated shares is usually
determined by the employer when the ESOP is established. The employer
may decide to use such dividends to compensate participants by adding the
value of the dividends to participant accounts. Or, more commonly, the
employer decides to use such dividends to pay debt service on the ESOP’s
debt, which the employer has reported as a liability. In all those situations,
the employer controls, and benefits from, the use of the dividends on
unallocated shares.

.75 If the employer decides to pay the dividends to participants or add the
value of the dividends to participant accounts, no linkage exists within the
ESOP trust between the ownership of the shares and the amount of dividends
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paid to participants.10 AcSEC concluded that such dividends lack the normal
attributes of dividends and that the employers are providing additional com
pensation to participants. Accordingly, such dividends should be charged to
compensation cost.
.76 If the employer decides to use the dividends to pay debt service, there
is no requirement that the employer replace those dividends or allocate addi
tional shares to participants. Therefore, from the employer’s perspective, the
only economic event that has occurred when the employer uses dividends on
ESOP suspense shares to pay debt service is that cash is transferred to a
creditor of the employer (indirect or direct loans) for debt service or is retained
by the employer (employer loans); no distribution to shareholders has occurred.
AcSEC concluded that such dividends lack the normal attributes of dividends
and should be reported as reductions of debt and interest payable.
.77 Under this SOP, dividends on committed-to-be-released-but-unallocated shares are not charged to retained earnings although, for financial
reporting purposes, such shares have been exchanged for employee service and
are considered outstanding for EPS computations. However, because employ
ers do not relinquish control over the use of the dividends on ESOP shares until
the shares are allocated, AcSEC believes that dividends on committed-to-bereleased-but-unallocated shares should be treated the same way as dividends
on other unallocated shares. AcSEC also notes that the treatment of dividends
in other situations does not necessarily correspond with whether the shares are
outstanding for EPS purposes. For example, in practice, dividends on re
stricted shares issued in conjunction with a restricted stock compensation plan
are charged to retained earnings although the shares may be only partially
outstanding for EPS purposes under the treasury stock method.

Unearned ESOP Shares
.78 AcSEC considered whether the contra-equity account representing
unearned ESOP shares should be adjusted to fair value at each reporting date
with a corresponding entry to paid-in-capital. However, because the fair value
of unearned ESOP shares must be disclosed and there would be no effect on
equity, AcSEC decided against such a requirement.

Redemption of Shares
.79 AcSEC believes that employer redemptions of ESOP shares from
participants are purchases of treasury stock, even if there is a put option on the
shares, and therefore believes that compensation cost should not be adjusted
as the value of allocated shares changes. Employers whose shares are not
readily tradable are required to give participants a put option, often called a
liquidity put. AcSEC notes that such put options are given and shares are
purchased from participants to comply with legal requirements and to make a
market for the employer’s shares. For employers whose shares are readily
tradable, AcSEC views the cash redemption options primarily as a convenience
to participants, to save them the brokerage commissions involved in the sale of
what often may be small holdings and odd lots. Furthermore, ESOPs are
nondiscriminatory benefit plans for substantially all employees, and par
ticipants may redeem their shares only at times permitted by law, typically on
10 Under the IRC, if employers choose to pay dividends on suspense account shares to partici
pants or to add those dividends to participant accounts, the allocation of the dividends must be
nondiscriminatory among plan participants.
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termination, hardship, or retirement. Accordingly, AcSEC believes that the
existence of such options does not change the nature of an ESOP to that of a
cash plan as described in paragraph 11g of APB Opinion 25.

Earnings per Share
.80 AcSEC believes that ESOP shares committed to be released and,
accordingly, exchanged for employee services, are the same as other out
standing shares and should be treated as outstanding for EPS purposes. By
contrast, AcSEC believes that ESOP shares that have not been committed
to be released and, accordingly, not exchanged for employee services, should
not be treated as outstanding for EPS purposes. AcSEC believes that this
conclusion is consistent with its conclusion on reporting the release of
shares in that the shares are not treated as issued until they are committed
to be released.

.81 AcSEC believes that ESOP shares that have not been committed to
be released are analogous to unpaid stock subscriptions, and the related
consideration the employer will receive is future employee services rather
than cash proceeds. Accordingly, AcSEC also considered whether the treas
ury stock method should be used to determine EPS similar to the way it is
applied to unpaid stock subscriptions. However, AcSEC rejected the treas
ury stock method in favor of the released shares outstanding method,
because the number of shares outstanding would be the same under either
method and the released shares outstanding method is simpler to under
stand and apply.

ESOPs That Hold Convertible Preferred Stock
[.82] [Paragraph deleted to reflect the conforming changes necessary due
to the issuance of FASB Statement No. 128, November 1998.]
.83 Computation of Shares Issuable on Assumed Conversion. If partici
pants withdrawing shares from their accounts are entitled to additional com
mon shares because the fair value or the stated minimum value of the
convertible preferred shares exceeds the fair value of the common shares
issuable upon conversion, AcSEC believes that the additional shares should be
assumed issued in the if-converted EPS computations. Some believe that
because employers may have the ability to pay cash to the ESOP trustee (who
would then buy employer common stock on the market for those participants
who choose common stock) instead of issuing common stock to participants
directly, the additional shares should be excluded from the EPS computations.
However, AcSEC believes that any issuer of convertible securities has the
ability to buy shares on the market to satisfy conversion requirements and that
such ability does not change the requirement to reflect the potential dilution
from the convertible securities in EPS computations.
.84 ESOP convertible preferred stock has unique attributes, which Ac
SEC believes make it similar to convertible securities with variable conversion
rates. AcSEC’s recommendations in this section are based on that analogy.
Because the varying conversion rates are purely a function of changes in fair
values, which are unknown before they occur, AcSEC concluded that the
additional shares issuable should be computed based on current period fair
values for diluted EPS computations. [Paragraph revised to reflect the con
forming changes necessary due to the issuance of FASB Statement No. 128,
November 1998.]
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.85 Adjustment of Earnings Applicable to Common Stock. When divi
dends on allocated ESOP shares are used to pay debt service, participants
receive their dividends in shares rather than in cash. In the normal situation,
if the preferred stock were converted to common stock, the common stock
dividend would be less than the preferred stock dividend, the proportion of
committed-to-be-released shares needed to replace dividends on allocated
shares would be smaller after the assumed conversion, and the proportion of
committed-to-be-released shares used to compensate participants for services
would be greater after the assumed conversion. AcSEC believes the availability
of a greater proportion of released shares to compensate participants is a
nondiscretionary adjustment, as described in paragraph 26 of FASB Statement
No. 128. Accordingly, earnings applicable to common stock in the if-converted
computations should reflect the additional compensation cost that would arise
from the assumed conversion. (Illustrations 4 and 5 of appendix A [paragraph
.99] include this calculation.) [Paragraph revised to reflect the conforming
changes necessary due to the issuance of FASB Statement No. 128, November
1998.]
.86 AcSEC believes that cash dividends on allocated ESOP shares paid to
participants or added to participant accounts should be treated the same way
as dividends on non-ESOP convertible preferred stock, and, accordingly, con
cluded that adjustment of compensation cost for EPS computation purposes is
unnecessary.
.87 Dividends on unallocated ESOP shares used to pay debt service are
not treated as dividends for accounting purposes and, therefore, do not affect
the if-converted EPS computations.
.88 Dividends on unallocated ESOP shares paid to participants or added
to participant accounts are treated as compensation cost. That use of dividends
and, consequently, the compensation provided to participants, is discretionary
when the ESOP is established. Accordingly, AcSEC believes that the compen
sation cost arising from those dividends should not be adjusted in the if-con
verted EPS computations.

Terminations
.89 Although IRS and ERISA rules make it difficult, and often uneconom
ical, to terminate leveraged ESOPs and generally require a valid business
reason—such as significant shrinkage in the work force or bankruptcy—for
doing so, terminations and curtailments of ESOP plans occasionally occur.
AcSEC believes that the conclusion that terminations or curtailments involv
ing an ESOP’s suspense shares should be accounted for as treasury stock
transactions is consistent with the basic premise of this SOP—that the shares
and debt should be accounted for separately. Another important consideration
was that suspense shares are not considered outstanding for EPS computa
tions.
.90 The accounting for terminations recommended in this SOP would
result in a debit to paid-in capital when the fair value of the shares at the
termination date is less than the cost of the shares to the ESOP and a credit to
paid-in capital when the fair value of the shares at the termination date is more
than the cost of the shares to the ESOP. AcSEC believes those debits or credits
to equity are analogous to losses and gains on the employer’s own stock, which
should be excluded from income. Under this SOP, differences between the fair
value and cost of ESOP shares used to settle employer liabilities are debited
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and credited to shareholders’ equity. An ESOP termination is effectively the
use of ESOP shares to settle the employer’s liability for ESOP debt. Even if an
employer has an internally leveraged ESOP with no related outside debt,
AcSEC believes the reacquisition of the ESOP shares should be treated as a
purchase of treasury stock because, under this SOP, the employer does not
report the ESOP’s note payable and does not report a note receivable from the
ESOP, and the suspense shares have neither been considered outstanding for
EPS nor exchanged for employee services.

.91 AcSEC provides the following example to illustrate the point. An
ESOP borrows $1,000 and acquires 100 shares of employer stock for $10 per
share (market price on the date acquired). The market price subsequently
drops to $6 per share, and the employer decides to terminate its ESOP when
there are 80 shares in suspense and an $800 debt balance. Accordingly, the
employer would have to contribute an additional $320 ($800 less $6 multiplied
by 80 shares) to retire the ESOP debt. AcSEC believes that the additional
contribution is a result of a change in the value of the employer’s shares, not of
a change in the debt obligation. Therefore, the $320 should be charged to
paid-in capital, not to income as an extinguishment loss or compensation
expense. AcSEC believes the accounting treatment recommended for termina
tions is analogous to any company borrowing cash to buy shares of its own stock
and later selling those shares to obtain cash to repay the debt. If the proceeds
from the sale of the shares is insufficient to repay the debt because the fair
value of the shares declined between the purchase and sale dates, the company
will have to use additional cash to repay the debt. Such a transaction would
have no impact on the company’s income.

Nonleveraged ESOPs
.92 Although this SOP would not change how employers with nonlever
aged ESOPs account for ESOP transactions, AcSEC believes it is helpful to
include a discussion of nonleveraged ESOPs. The accounting described in this
SOP for employers with nonleveraged ESOPs is based on the fact that nonlev
eraged ESOPs are defined contribution pension plans covered by FASB State
ment No. 87. Therefore, the compensation cost for the period should generally
equal the contribution called for in the period. The shares or cash that an
employer contributes or commits to contribute to a nonleveraged ESOP for a
period is consideration for employee services rendered during that period.

Pension Reversion ESOPs
.93 If the excess assets from a pension reversion are used to purchase
ESOP shares, the shares in excess of the amount that may be allocated to
participants in the year of the reversion are held in a suspense account and
allocated in future years. The suspense account shares arising from a pension
reversion do not collateralize a borrowing, and the release of such shares is not
based on debt service payments. However, in most other respects, such sus
pense account shares are the same as the suspense account shares in a
leveraged ESOP, and, accordingly, AcSEC concluded that they should be
accounted for in the same way as suspense account shares of leveraged ESOPs.

Income Taxes
.94 Although FASB Statement No. 109, Accounting for Income Taxes,
does not explicitly address how to treat differences between the fair value and
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the cost of E SOP shares committed to be released, it does address expenses for
employee stock options recognized differently for financial reporting and tax
purposes, which AcSEC believes is analogous to ESOPs. The FASB decided to
make no changes to paragraph 17 ofAPB Opinion 25, which prohibits reporting
the related tax effect of such differences as a part of income and requires that
they be reported as charges or credits directly to related components of share
holders’ equity.

Disclosures
.95 AcSEC notes that the disclosures in paragraph .53f related to repur
chase obligations are a minimum requirement. AcSEC recognizes that employ
ers may wish to disclose additional information about the obligation,
particularly information about the timing of payments.

Transition
.96 AcSEC believes that transition, to a significant extent, is a practical
matter. A major objective of transition is to minimize implementation costs and
to mitigate disruption to the extent possible without unduly compromising the
objectives of the accounting guidance in this SOP and consistency among
reporting entities.
.97 In deciding to grandfather shares held by ESOPs as of December 31,
1992, AcSEC was most influenced by its perception that it would be unfair to
employers with existing ESOPs to change their accounting for ESOPs cur
rently in place. The decision to establish an ESOP is complex and involves the
consideration of many factors, such as IRS and ERISA regulations, employee
compensation matters, and possible other uses of debt proceeds, as well as how
the ESOP will affect earnings during its term. ESOPs are long-term undertak
ings, they are costly to establish, and they cannot be undone easily. For many
employers, the accounting treatment, which was covered in SOP 76-3 [section
10,130], was an important consideration in establishing their ESOPs.

Minority View
.98 Four AcSEC members dissent to the issuance of this SOP, because
they believe that fair value of shares released should not be used to measure
compensation cost of certain ESOPs. The dissenters believe there are two types
of ESOPs, as follows:
•

Type I—Shares are released to compensate employees directly. Such
ESOPs are not used to fund other employee benefits and the fair value
of the shares released is not a factor in determining the number of
shares to be allocated to employees. These ESOPs are typical of the
ESOPs that commonly existed at the time SOP 76-3 [section 10,130]
was issued.

•

Type II—Shares are released to settle or fund liabilities for other
specified or determinable employee benefits, such as an employer’s
match of a 401(k) plan. The fair value of shares released is used to
determine how many shares are needed to satisfy an obligation that
arose outside the ESOP.

The dissenters believe that Type I ESOPs should be excluded from the scope of
the SOP because the current accounting guidance for Type I ESOPs continues
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to be relevant and the costs of applying the SOP to Type I ESOPs are not
justified. They believe this SOP on employers’ accounting for ESOP transac
tions should cover only the ESOPs for which there is concern that the current
accounting is inappropriate. The dissenters believe that the measurement date
to recognize compensation expense for Type I ESOPs should continue to be the
date the shares are purchased by the ESOP, because that is when the risks and
rewards associated with the value of the ESOP shares are transferred from the
employer to employees. In contrast, the dissenters agree with the accounting
in this SOP for Type II ESOPs.
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Appendix A
Illustrations
This appendix contains illustrations of the requirements of this SOP for
employers with the following kinds of ESOPs:

•

Illustration 1—A common-stock leveraged ESOP with a direct loan

•

Illustration 2—A common-stock leveraged ESOP used to fund the
employer’s match of a 401(k) savings plan with an indirect loan

•

Illustration 3—A common-stock nonleveraged ESOP

•

Illustration 4—A convertible-preferred-stock leveraged ESOP with a
direct loan [Illustration revised to reflect the conforming changes
necessary due to the issuance of FASB Statement No. 128, November
1998.]

•

Illustration 5—A convertible, preferred-stock, leveraged ESOP used
to fund a 401(k) savings plan with an employer loan [Illustration
revised to reflect the conforming changes necessary due to the issuance
of FASB Statement No. 128, November 1998.]

The illustrations do not address all possible circumstances that may arise in
applying the SOP. The illustrations are for annual reporting periods and,
accordingly, do not demonstrate the application of the SOP to interim financial
statements. However, depending on the circumstances, many of the journal
entries illustrated would be made for interim financial statements.
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Illustration 1

Common Stock Leveraged ESOP With a Direct Loan
Assumptions
On January 1, Year 1, Company A establishes a leveraged ESOP as follows:

•

The ESOP borrows $1,000,000 from an outside lender at 10 percent
for five years and uses the proceeds to buy 100,000 shares of newly
issued common stock of the sponsor for $10 per share, which is the
market price of those shares on the date of issuance.

•

Debt service is funded by cash contributions and dividends on em
ployer stock held by the ESOP.

•

Dividends on all shares held by the ESOP are used for debt service.

•

Cash contributions are made at the end of each year.

•

The year-end and average market values of a share of common stock
follow:

Table 1-a
Year

Year-end

Average

1
2
3
4
5

$11.50
9.00
10.00
12.00
14.40

$10.75
10.25
9.50
11.00
13.20

•

The common stock pays normal dividends at the end of each quarter
of 12.5 cents per share ($50,000 for the ESOP’s shares each year).
Accordingly, in this illustration, the average fair value of shares is
used to determine the number of shares used to satisfy the employers’
obligation to replace dividends on allocated shares used for debt
service.

•

Principal and interest are payable in equal annual installments at the
end of each year. Debt service is as follows:

Table 1-b

●

Year

Principal

Interest

Total
Debt Service

1
2
3
4
5

$ 163,800
180,200
198,200
218,000
239,800
$1,000,000

$100,000
83,600
65,600
45,800
24,000
$319,000

$ 263,800
263,800
263,800
263,800
263,800
$1,319,000

The number of shares released each year is as follows:
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Table 1-c
Year

Dividends

Compensation

1
2
3
4
5

0
976
2,105
2,727
3,030

20,000
19,024
17,895
17,273
16,970

Total
20,000
20,000
20,000
20,000
20,000

The number of shares released for dividends is determined by dividing the
amount of dividends on allocated shares by the average fair value of a share of
common stock (for year 2: $10,000 divided by $10.25 equals 976 shares). In this
illustration, the remaining shares are released for compensation (for year 2:
20,000 less 976 equals 19,024 shares).

•

Shares are released from the suspense account for allocation to par
ticipants’ accounts based on a principal-plus-interest formula. The
released shares are allocated to participant accounts the following
year. Shares released and allocated follow:

Table 1-d

Year
1
2
3
4
5

•

Cumulative Number
of Shares
Released
Allocated

20,000
40,000
60,000
80,000
100,000

0
20,000
40,000
60,000
80,000

Average
Shares
Released

Year-End
Suspense
Shares

10,000
30,000
50,000
70,000
90,000

80,000
60,000
40,000
20,000
0

Income before ESOP-related charges is as follows:

Table 1-e
Year

Income

1
2
3
4
5

$1,800,000
1,900,000
2,000,000
2,100,000
2,200,000

•

All interest cost and compensation cost are charged to expense each
year.

•

Excluding ESOP shares, 1,000,000 shares are outstanding on average
each year.

•

Company A follows FASB Statement No. 109.

•

Company A’s combined statutory tax rate is 40 percent each year.

•

Company A’s only book/tax differences are those associated with its
ESOP.
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No valuation allowance is necessary for deferred tax assets.

•

Results of Applying SOP
The following table sets forth Company A’s ESOP-related information. All
amounts represent changes (credits in parentheses) in account balances.
Interest
Paid-In
Capital Dividends Expense
(3)
(4)
(1)

Year
Notes

Principal
(1)

Unearned
ESOP Share
(2)

1
2
3
4
5
Total

$ 163,800
180,200
198,200
218,000
239,800
$1,000,000

$ (200,000) $(15,000) $
0
(200,000)
10,000
(5,000)
(200,000)
20,000
10,000
(200,000) (20,000)
30,000
(200,000) (64,000)
40,000
$(1,000,000) $(94,000) $100,000

$100,000
83,600
65,600
45,800
24,000
$319,000

Compensation
Expense
Cash
(5)
(6)

$215,000
195,000
170,000
190,000
224,000
$994,000

$ (263,800)
(263,800)
(263,800)
(263,800)
(263,800)
$(1,319,000)

Notes:
(1) See table 1-b.

(2) Total number of shares released for year (20,000) multiplied by the cost per share
to ESOP ($10).
(3) Total number of shares released for year (20,000) multiplied by the difference be
tween average fair value per share (see table 1-a) and cost per share to ESOP ($10).
[Year 1: 20,000 shares multiplied by ($10.75-$10.00)]
(4) Cumulative number of allocated shares (see table 1-d) multiplied by the dividend per
share. [Year 2: 20,000 shares multiplied by $.50]
(5) Number of shares released for compensation (see table 1-c) multiplied by the average
fair value per share for the period (see table 1-a). The amounts in this column have
been rounded.

(6) The cash disbursed each year is comprised of $213,800 contribution and $50,000 in
dividends.

Journal Entries
Company A would record journal entries from inception through year 5 as
follows:

January 1, Year 1 (inception)
Cash
1,000,000
Debt
1,000,000
[To record the ESOP’s loan]
Unearned ESOP shares (equity)
1,000,000
Common stock and paid-in capital
1,000,000
[To record the issuance of 100,000 shares to the ESOP at $10 per share]

Year 1
Interest expense
Accrued interest payable
[To record interest expense]
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Accrued interest payable
100,000
Debt
163,800
Cash
263,800
[To record debt payment (The cash disbursement of $263,800 consists of
$50,000 in dividends, none of which is charged to retained earnings in year 1,
and $213,800 supplemental cash contribution to the ESOP)]
Compensation expense
215,000
Paid-in capital
15,000
Unearned ESOP shares
200,000
[To record release of 20,000 shares at an average fair value of $10.75 per share
(shares cost ESOP $10)]
Deferred tax asset
14,480
Provision for income taxes
600,000
Income taxes payable
614,480
[To record income taxes for year 1 (See tax computations following journal
entries)]

Year 2
83,600
83,600
Accrued interest payable
[To record interest expense]
83,600
Accrued interest payable
180,200
Debt
Cash
263,800
[To record debt payment (The cash disbursement of $263,800 consists of
$50,000 in dividends, $10,000 of which is charged to retained earnings in year
2, and $213,800 supplemental cash contribution to the ESOP)]
Retained earnings
10,000
Dividends payable
10,000
Interest expense

[To record declaration of $.50 per share dividend on the 20,000 allocated shares]
Compensation expense
195,000
10,000
Dividends payable
Paid-in capital
5,000
Unearned ESOP shares
200,000
[To record release of 20,000 shares (19,024 for compensation and 976 for
dividends) at an average fair value of $10.25 per share (shares cost ESOP $10
per share)]
Deferred tax asset
7,920
Provision for income taxes
646,560
Income taxes payable
654,480
[To record income taxes for year 2 (See tax computations following journal
entries)]

Year3
Interest expense
Accrued interest payable
[To record interest expense]
AICPA Technical Practice Aids

65,600
65,600
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Accrued interest payable
Debt

65,600
198,200
263,800

Cash

[To record debt payment]

Retained earnings

20,000

20,000

Dividends payable

[To record declaration of $.50 per share dividend on the 40,000 allocated shares]
170,000
Compensation expense

Dividends payable

20,000

Paid-in capital

10,000

200,000
Unearned ESOP shares
[To record release of 20,000 shares (17,895 for compensation and 2,105 for
dividends) at an average fair value of $9.50 per share (shares cost ESOP $10
per share)]
720
Deferred tax asset
Provision for income taxes

697,760
4,000

Paid-in capital

694,480
Income taxes payable
[To record income taxes for year 3 (See tax computations following journal
entries)]

Year 4
Interest expense
Accrued interest payable
[To record interest expense]

45,800
45,800

Accrued interest payable

45,800

Debt
Cash
[To record debt payment]

218,000

Retained earnings

263,800

30,000

30,000
Dividends payable
[To record declaration of $.50 per share dividend on the 60,000 allocated shares]
190,000
Compensation expense
30,000
Dividends payable
20,000
Paid-in capital
200,000
Unearned ESOP shares

[To record release of 20,000 shares (17,273 for compensation and 2,727 for
dividends) at an average fair value of $11.00 per share (shares cost ESOP $10
per share)]
737,680
Provision for income taxes
4,000
Paid-in capital
7,200
Deferred tax asset
734,480
Income taxes payable
[To record income taxes for year 4, see tax computations following journal
entries]
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Year 5
Interest expense

24,000
24,000

Accrued interest payable
[To record interest expense]

Accrued interest payable

Debt

24,000
239,800
263,800

Cash

[To record debt payment]
Retained earnings

40,000
40,000

Dividends payable

[To record declaration of $.50 per share dividend on the 80,000 allocated shares]

Compensation expense
Dividends payable

224,000

40,000
64,000

Paid-in capital

200,000

Unearned ESOP shares

[To record release of 20,000 shares (16,970 for compensation and 3,030 for
dividends) at an average fair value of $13.20 per share (shares cost ESOP $10
per share)]

Provision for income taxes

790,400
15,920

Deferred tax asset

774,480

Income taxes payable

[To record income taxes for year 5, see tax computations following journal
entries]

Illustration of Termination
Assuming Company A terminates its ESOP at the end of year 2 (when the fair
value of the suspense shares is $540,000 [60,000 shares multiplied by $9 per
share], the unearned compensation balance is $600,000, and the unpaid debt
balance is $656,000), and assuming the suspense shares are sold to pay down
the debt, Company A would make the following journal entry:

Debt
Additional paid-in capital

656,000

60,000

Unearned ESOP shares

600,000

Cash

116,000

[To record repayment of the ESOP’s loan and termination of the plan]
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Tax and EPS Computations
The following tables set forth Company A’s tax (assuming no termination) and
EPS computations:

Year

1

Income before ESOP
Interest expense
Compensation expense
Pretax income
Provision for income tax
Currently payable
Deferred
Shareholders’ equity
Total
Net income
Average shares out
standing
Earnings per share

2

3

4

5

$1,800,000 $1,900,000 $2,000,000 $2,100,000 $2,200,000
(45,800)
(65,600)
(24,000)
(100,000)
(83,600)
(170,000)
(190,000)
(224,000)
(215,000)
(195,000)
1,864,200
1,952,000
1,621,400 1,764,400
1,485,000

734,480
774,480
654,480
694,480
614,480
15,920
(720)
7,200
(14,480)
(7,920)
4,000*
(4000)*
-0-0-0737,680
790,400
697,760
600,000
646,560
$ 885,000 $ 974,840 $1,066,640 $1,126,520 $1,161,600
1,090,000
1,050,000
1,070,000
1,030,000
1,010,000
1.02 $
1.05 $
1.07
$_____ .88 $_____ .95 $

Tax Computations

Year

1

2

3

4

5

Current provision:
Income before ESOP
$1,800,000 $1,900,000 $2,000,000 $2,100,000 $2,200,000
(213,800)
(213,800)
(213,800)
(213,800)
ESOP contribution
(213,800)
(50,000)
(50,000)
(50,000)
(50,000)
ESOP dividends
(50,000)
1,836,200
1,936,200
1,736,200
1,636,200
Taxable income
1,536,200
Multiplied by 40 percent $ 614,480 $ 654,480 $ 694,480 $ 734,480 $ 774,480
Deferred provision:
Reduction in unearned
ESOP shares for financial reporting
$ 200,000 $ 200,000 $ 200,000 $ 200,000 $ 200,000
239,800
180,200
198,200
218,800
Related tax deduction**
163,800
39,800
(19,800)
(1,800)
18,000
Difference
(36,200)
40%
40%
40%
40%
40%
Tax rate
Deferred tax expense/
15,920
(720)
7,200
$ (14,480) $
(7,920) $
(benefit)

See paragraph .50. In year 3, the amount is calculated as follows: 20,000 shares released
multiplied by $.50 excess cost over average fair value per share multiplied by 40 percent tax rate.
This amount is the principal repayment.
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Reconciliation of Effective Tax Rate to Provision for Income Taxes
Year
1

Pretax income
Tax at 40 percent (statu
tory rate)
Benefit of ESOP divi
dends
Effect of difference be
tween average fair
value and cost of re
leased shares
Provision as reported

2

4

3

5

$1,485,000 $1,621,400 $1,764,400 $1,864,200 $1,952,000

594,000

648,560

-0-

(4,000)

705,760

(8,000)

745,680

780,800

(12,000)

(16,000)

6,000
-04,000
2,000
25,600
$ 600,000 $ 646,560 $ 697,760 $ 737,680 $ 790,400

Illustrative Disclosure for End of Year 3
The company sponsors a leveraged employee stock ownership plan (ESOP) that
covers all U.S. employees who work twenty or more hours per week. The
company makes annual contributions to the ESOP equal to the ESOP’s debt
service less dividends received by the ESOP. All dividends received by the
ESOP are used to pay debt service. The ESOP shares initially were pledged as
collateral for its debt. As the debt is repaid, shares are released from collateral
and allocated to active employees, based on the proportion of debt service paid
in the year. The company accounts for its ESOP in accordance with Statement
of Position 93-6. Accordingly, the debt of the ESOP is recorded as debt and the
shares pledged as collateral are reported as unearned ESOP shares in the
statement of financial position. As shares are released from collateral, the
company reports compensation expense equal to the current market price of
the shares, and the shares become outstanding for earnings-per-share (EPS)
computations. Dividends on allocated ESOP shares are recorded as a reduction
of retained earnings; dividends on unallocated ESOP shares are recorded as a
reduction of debt and accrued interest. ESOP compensation expense was
$170,000, $195,000, and $215,000 for years 3,2, and 1, respectively. The ESOP
shares as of December 31 were as follows:

Allocated shares
Shares released for allocation
Unreleased shares
Total ESOP shares

Fair value of unreleased shares at December 31

AICPA Technical Practice Aids

Year 3

Year 2

40,000
20,000
40,000
100,000

20,000
20,000
60,000
100,000

$400,000

540,000
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Illustration 2

Common Stock Leveraged ESOP Used to Fund
the Employer's Match of a 401 (k) Savings Plan
With an Indirect Loan
Assumptions
On January 1, Year 1, Company B established an ESOP to fund the employer’s
match of its savings plan as follows:
•

All of the assumptions are the same as those for Company A, except
as follows.

•

Company B loaned its ESOP $1,000,000 and concurrently obtained a
related loan. The terms of both lending arrangements are the same as
for Company A’s outside loan.

•

Company B uses shares released by the ESOP to satisfy its matching
obligation of 50 percent of voluntary employee contributions to the
savings plan. The average fair value of the shares for each year is used
to determine the number of shares necessary to satisfy the matching
obligation.

•

If the fair value of the shares released is less than Company B’s
matching obligation, Company B contributes additional newly issued
shares to the ESOP to satisfy the remaining obligation.

•

Shares used to replace dividends on allocated shares used to service
debt do not count toward the employer’s match.

•

The employee contributions, required employer match, and the num
ber of shares needed to fund the employee match follow:

Table 2-a
Year

Employee
Contributions

Employer
Match

Number of
Shares

1
2
3
4
5

$400,000
410,000
420,000
430,000
440,000

$200,000
205,000
210,000
215,000
220,000

18,605
20,000
22,105
19,545
16,667

Note: The number of shares needed to satisfy the employer’s matching obligation is
determined by dividing the matching obligation by the average fair value of a share of
common stock [for year 1: $200,000 divided by $10.75 (See table 1-a for average fair
values) equals 18,605 shares].
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The 20,000 shares released each year based on debt service payments
follow:

Table 2-b

Year
Notes

Number of
Shares
Needed to
Settle 401(k)
Liability
(1)

Total
ESOP
Shares
Released
(2)

ESOP
Shares
Used for
Dividends
(3)

ESOP
Shares
Available
to Settle
401(k)
Liability
(4)

Compensation
(Additional
Shares)
(5)

Top-Up
(Additional
Shares)
(6)

1

18,605

20,000

-0-

20,000

1,395

-0-

2

20,000

20,000

976

19,024

-0-

976

3
4

22,105

20,000

2,105

17,895

-0-

19,545

20,000

2,727

-0-

4,210
2,272

5

16,667

20,000

3,030

17,273
16,970

303

0

Notes:
(1) See table 2-a.
(2) See assumptions.

(3) See table 1-c.
(4) Total ESOP shares released minus ESOP shares used for dividends.
(5) If the ESOP shares needed to settle the 401(k) liability (column 1) are less than the
ESOP shares available to settle the liability (column 4), then the remaining shares
are considered compensation (this is the case in years 1 and 5).
(6) If the ESOP shares needed to settle the 401(k) liability (column 1) are greater than
the ESOP shares available to settle the liability (column 4), then the shortfall must
be made up by the employer in the form of top-up shares (this is the case in years 2,
3, and 4).

•

Cumulative share amounts follow:

Table 2-c

Year
1
2
3
4
5

Cumulative Number
of Shares
Released
Allocated

20,000
40,976
65,186
87,458
107,458

-020,000
40,976
65,186
87,458

Total
Suspense
Shares

80,000
60,000
40,000
20,000
-0-

Note: Dividends on top-up shares are paid in cash. Cumulative shares released include
top-up shares.

Results of Applying SOP
The following table sets forth Company B’s ESOP-related information. All
amounts represent changes (credits in parentheses) in account balances.
AICPA Technical Practice Aids
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Principal
(1)

Unearned
ESOP Paid-In
Shares
Capital
(2)
(3)

Dividends
(4)

Interest
Expense

(1)

Com
pensation
Expense
ESOP
(5)

Com
pensation
Expense
Top-Up
(6)

Cash
(7)

$ 163,800 $ (200,000)$ (15,000)$
-0- $ (263,800)
1
-0- $100,000 $215,000 $
180,200
(200,000) (15,000) 10,000
83,600 195,000 10,000
(263,800)
2
(264,300)
3
198,200
(200,000) (30,000) 20,500
65,600 170,000 40,000
218,000
45,800 190,000 25,000
(266,400)
4
(200,000) (45,000) 32,600
-0(267,500)
5
239,800
(200,000) (64,000) 43,700
24,000 224,000
Total $1,000,000 $(1,000,000) $(169,000) $106,800 $319,000 $994,000 $75,000 $(1,325,800)

Notes:
(1) See table 1-b.

(2) Number of shares released during the year (20,000) multiplied by the cost per share
to ESOP ($10).
(3) Number of shares released during the year (20,000) multiplied by the difference be
tween average fair value per share (see table 1-a) and cost per share to the ESOP
($10) plus the additional paid-in capital that arises from the top-up shares contrib
uted, which equals the compensation expense related to the top-up.

(4) Cumulative shares allocated (see table 2-c) multiplied by the dividend per share
($.50).

(5) Number of ESOP shares released for direct compensation plus number of shares re
leased related to employer’s match of 401(k) (see table 2-b) multiplied by the average
fair value per share (see table 1-a).
(6) Additional shares contributed (top-up) to satisfy the 401(k) obligation (see table 2-b)
multiplied by the fair value of shares contributed.
(7) The cash disbursed to the ESOP each year is composed of $213,800 contribution;
$50,000 in dividends on original ESOP shares; and dividends on top-up shares of
$500 in year 3, $2,600 in year 4, and $3,700 in year 5.

Journal Entries
Company B would record journal entries from inception through year 2 as
follows:

January 1, Year 1 (inception)

Cash

1,000,000

Debt

1,000,000

[To record loan]
Unearned ESOP shares (equity)

1,000,000

Common stock and additional paid-in capital

1,000,000

[To record the issuance of 100,000 shares to the ESOP at $10 per share]

Year 1
Interest expense

100,000

Accrued interest payable

100,000

[To record interest expense]
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Accrued interest payable

100,000

Debt

163,800

19,775

263,800

Cash

[To record debt payment (The cash disbursement of $263,800 consists of
$50,000 in dividends, none of which was charged to retained earnings in year
1, and $213,800 supplemental cash contribution to the ESOP)]

Compensation expense

200,000
200,000

401(k) liability

[To record cost and liability related to employer’s 401(k) match, which
represents 50 percent of employee contributions]
401(k) liability

Compensation expense

200,000
15,000

200,000

Unearned ESOP shares

15,000

Paid-in capital

[To record release of20,000 shares at an average fair value of $10.75 per share,
18,605 shares are used to satisfy 401(k) liability and the remaining 1,395 are
used to compensate participants directly (shares cost ESOP $10 per share)]

Deferred tax asset
Provision for income taxes

14,480
600,000

Income taxes payable

614,480

[To record income taxes for year 1 (See illustration 1 for detailed tax
computation)]

Year 2
Interest expense

83,600

Accrued interest payable

83,600

[To record interest expense]

Accrued interest payable
Debt

83,600

180,200

Cash

263,800

[To record debt payment (The cash disbursement of $263,800 consists of
$50,000 in dividends, $10,000 of which was charged to retained earnings in
year 2, and $213,800 supplemental cash contribution to the ESOP)]
Compensation expense

205,000

401(k) liability

205,000

[To record cost and liability related to employer’s 401(k) match, which
represents 50 percent of employee contributions]

Retained earnings

10,000

Dividends payable

10,000

[To record declaration of $.50 per share dividend on the 20,000 allocated shares]

401(k) liability
Dividends payable

Unearned ESOP shares

Common stock/paid-in capital
AICPA Technical Practice Aids
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10,000

200,000

15,000
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[To record release of20,000 shares plus contribution of an additional 976 shares
to the ESOP at an average fair value of $10.25 per share, 20,000 shares are
used to satisfy 401(k) liability and the remaining 976 shares are used to replace
dividends on allocated shares used for debt service (shares cost ESOP $10 per
share)]

Deferred tax asset

7,920

642,560

Provision for income taxes

Income taxes payable

650,480

[To record income taxes for year 2 (See illustration 1 for detailed tax
computation)]

Note: Journal entry differs from Illustration 1 because Company B receives an
additional $10,000 deduction ($4,000 tax benefit) for the 976 top-up shares.

Illustration of Termination
Assuming Company B terminated its ESOP at the end of year 4 (when the fair
value of the suspense shares is $240,000, the unearned ESOP shares balance
is $200,000, and the unpaid debt balance is $239,800), and assuming the
employer buys back the suspense shares in an amount equal to the debt
balance, there will be seventeen suspense shares left, which must be allocated
to participants. (In this illustration the shares are used to partially satisfy the
employer’s 401(k) matching obligation.) Company B would make the following
journal entry:
Treasury stock

39,800

401(k) liability

204

Additional paid-in-capital

40,004

Unearned ESOP shares

200,000

[To record repurchase of ESOP suspense shares and termination of the plan]

239,800

Debt

239,800

Cash

[To record repayment of the ESOP’s loan]

Tax and EPS Computations
Company B’s taxes would be computed the same way as Company A’s. For
Company B the average number of ESOP shares outstanding would be as
follows:

Year
1
2
3
4
5
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This represents the cumulative numbers of shares released at the beginning of
the year plus the end of the year (see table 2-c) divided by 2.

Illustrative Disclosure for End of Year 3
The company sponsors a 401(k) savings plan under which eligible U.S. employ
ees may choose to save up to 6 percent of salary income on a pre-tax basis,
subject to certain IRS limits. The company matches 50 percent of employee
contributions with company common stock. The shares for this purpose are
provided principally by the company’s employee stock ownership plan (ESOP),
supplemented as needed by newly issued shares. The company makes annual
contributions to the ESOP equal to the ESOP’s debt service less dividends
received by the ESOP. All dividends received by the ESOP are used to pay debt
service. The ESOP shares initially were pledged as collateral for its debt. As
the debt is repaid, shares are released from collateral and allocated to employ
ees who made 401(k) contributions that year, based on the proportion of debt
service paid in the year. The company accounts for its ESOP in accordance with
Statement of Position 93-6. Accordingly, the shares pledged as collateral are
reported as unearned ESOP shares in the statement of financial position. As
shares are released from collateral, the company reports compensation expense
equal to the current market price of the shares, and the shares become
outstanding for EPS computations. Dividends on allocated ESOP shares are
recorded as a reduction of retained earnings; dividends on unallocated ESOP
shares are recorded as a reduction of debt and accrued interest.

Compensation expense for the 401(k) match and the ESOP was $210,000,
$205,000, and $215,000 for years 3,2, and 1, respectively. The ESOP shares as
of December 31 were as follows:

Allocated shares
Shares released for allocation
Unreleased shares
Total ESOP shares
Fair value of unreleased shares at
December 31

AICPA Technical Practice Aids

Year 3

Year 2

40,976
24,210
40,000
105,186

20,000
20,976
60,000
100,976

$400,000

$540,000
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Illustration 3

Common Stock Nonleveraged ESOP

Assumptions
On January 1, Year 1, Company C established a nonleveraged ESOP as follows:

•

Company C contributed 10 percent of pretax profit before ESOPrelated charges to the ESOP at the end of each of years 1 through 5;
the ESOP bought newly issued employer stock with the contribution.

•

The number of shares, earnings, tax, and other relevant assumptions
are the same as those for Company A.

Results of Applying SOP
The following chart sets forth Company C’s ESOP-related information:

Year

Compensation
Expense

1
2
3
4
5

$180,000
190,000
200,000
210,000
220,000

Dividends

$ -07,830
18,380
28,380
37,130

Number of ESOP
Shares Purchased

Cumulative
ESOP
Shares

15,652
21,111
20,000
17,500
15,278

15,652
36,763
56,763
74,263
89,541

The year-end market value is used in this illustration to determine the number
of ESOP shares purchased. [Year 1: $180,000 divided by $11.50 (See table 1-a)
equals 15,652]

Journal Entries
Company C would record journal entries for years 1 and 2 as follows:

Year 1
Compensation expense

180,000

Common stock/paid-in capital

180,000

[To record contribution, sale of shares, and compensation expense]

Provision for income taxes

648,000

648,000.

Income taxes payable

[To record income taxes at 40 percent for year 1 on earnings of $1,620,000
($1,800,000 pre-ESOP income less ESOP compensation of $180,000)]

Year 2
Compensation expense
Retained earnings

Common stock/paid-in capital
Dividends payable

190,000

7,830

190,000
7,830

[To record contribution, sale of shares, declaration of dividends, and
compensation expense]

§10,580.99

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Employers' Accounting for Employee Stock Ownership Plans
Dividends payable

19,779

7,830

7,830

Cash
[To record payment of dividends]

Provision for income taxes
Income taxes payable

684,000
684,000

[To record income taxes at 40 percent for year 2 on earnings of $1,710,000
($1,900,000 pre-ESOP income less ESOP compensation of $190,000)]
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Illustration 4

Convertible Preferred Stock Leveraged
ESOP With a Direct Loan
Assumptions
On January 1, Year 1, Company D established an ESOP with convertible
preferred stock as follows:
•

The borrowing, debt service, earnings, and tax assumptions are the
same as those for Company A.

•

On January 1, Year 1, the ESOP used the proceeds of the debt to buy
80,000 shares of newly issued convertible preferred stock of Company
D for $12.50 per share.

•

The preferred stock pays dividends quarterly at an annual rate of
$1.25 per share ($100,000 each year for the ESOP’s shares). Accord
ingly, in this illustration the average fair value of the shares is used
to determine the number of shares used to satisfy the employer’s
obligation to replace dividends on allocated shares used for debt
service.

•

All dividends on ESOP shares are used for debt service.

•

The preferred stock is convertible into common stock at 1:1 ratio.

•

Participants may not withdraw the convertible preferred stock from
the ESOP. When participants become eligible to withdraw shares from
their account, they must either convert to common stock or redeem the
preferred shares.

•

The preferred stock has a guaranteed minimum redemption value of
$12.50 per share, to be paid in shares of common stock.

•

The preferred stock is callable at $13.00 per share.

•

There is one vote per preferred share.

•

The year-end and average fair values of a share of preferred stock
(fair value is assumed to be greater than or equal to minimum
value) follow:

Table 4-a
Year

Year-end

Average

1

$12.50
12.50

$12.50
12.50
12.50
12.50

2
3
4

5

§10,580.99
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The shares released each year follow:

Table 4-b
Year

Dividends

Compensation

Total
Released

Total
Allocated

1
2
3
4
5

0
1,600
3,200
4,800
6,061

16,000
14,400
12,800
11,200
9,939

16,000
16,000
16,000
16,000
16,000

-016,000
16,000
16,000
16,000

Note: The number of shares released for dividends is determined by dividing
the amount of dividends on allocated shares (16,000 multiplied by $1.25 in year
2; 32,000 multiplied by $1.25 in year 3; etc.) by the average fair value of a share
of preferred stock ($12.50 in years 2 and 3). In this illustration the remaining
shares are released for compensation (16,000 less 1,600 in year 2,16,000 less
3,200 in year 3, etc.).

•

Additional share information follows:

Table 4-c

Year
1
2
3
4
5

Cumulative Number
of Shares________
Released
Allocated
16,000
32,000
48,000
64,000
80,000

-016,000
32,000
48,000
64,000

Year-End
Suspense
Shares

64,000
48,000
32,000
16,000
-0-

Results of Applying SOP
The following chart sets forth Company D’s ESOP-related information. All
amounts represent changes (credits in parentheses) in account balances.
Unearned
Paid-In
Interest Compensation
Year Principal ESOP Shares Capital Dividends Expense
Expense
Notes
(2)
(3)
(4)
(5)
(1)
(1)

1
2
3
4

-0- $
-0- $100,000
$ 163,800 $ (200,000) $
(200,000)
-020,000
180,200
83,600
(200,000)
-040,000
198,200
65,600
(200,000)
-060,000
218,000
45,800
5
239,800
(200,000) (11,200)
80,000
24,000
Total $1,000,000 $(1,000,000) $(11,200) $200,000 $319,000

$200,000
180,000
160,000
140,000
131,200
$881,200

Cash
(6)

$ (263,800)
(263,800)
(263,800)
(263,800)
(263,800)
$(1,319,000)

Notes:
(1) See table 1-b.
AICPA Technical Practice Aids
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(2) Total number of shares released during the year (16,000) multiplied by the cost per
share to ESOP ($12.50).
(3) Total number of shares released during the year (16,000) multiplied by the difference
between average fair value per share at the release date (see table 4-a) and cost-pershare to the ESOP ($12.50).

(4) Cumulative shares allocated (see table 4-c) multiplied by the dividend per share
($1.25).
(5) Total number of ESOP shares released for compensation (see table 4-b) multiplied
by the average fair value per share to ESOP (see table 4-a).

(6) The cash disbursed each year is composed of $163,800 in contributions and $100,000
in dividends.

Journal Entries
The journal entries to reflect the accounting for Company D’s ESOP from
inception through year 2 are as follows:
January 1, Year 1 (inception)
1,000,000

Cash

1,000,000

Debt
[To record the ESOP’s loan]

Unearned ESOP shares (equity)

1,000,000
1,000,000

Preferred stock
[To record the issuance of shares to the ESOP]

Year 1
100,000

Interest expense

100,000

Accrued interest payable

[To record interest expense]

Accrued interest payable

100,000

Debt

163,800

263,800

Cash

[To record debt payment (The cash disbursement of $263,800 consists of
$100,000 in dividends, none of which was charged to retained earnings in year
1, and $163,800 supplemental cash contribution to the ESOP)]

Compensation expense

200,000
200,000

Unearned ESOP shares

[To record release of 16,000 shares at an average fair value of $12.50 per share
(shares cost ESOP $12.50 per share)]

Deferred tax asset
Provision for income taxes

Income taxes payable

14,480

600,000
614,480

[To record income taxes for year (See tax computations following journal
entries)]

§10,580.99
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Year 2
Interest expense

83,600

83,600

Accrued interest payable

[To record interest expense]
Accrued interest payable

83,600

180,200

Debt
Cash

263,800

[To record debt payment (The cash disbursement of $263,800 is made up of
$100,000 in dividends, $20,000 of which was charged to retained earnings in
year 2, and $163,800 supplemental cash contribution to the ESOP)]

Retained earnings

20,000

20,000

Dividends payable

[To record declaration of $1.25 per share dividend on the 16,000 allocated
shares]
Compensation expense

180,000

Dividends payable

20,000

Unearned ESOP shares

200,000

[To record release of 16,000 shares at an average fair value of 12.50 per share
(shares cost ESOP $12.50 per share)]
7,920

Deferred tax asset
Provision for income taxes

646,560

Income taxes payable

654,480

[To record income taxes for year (See tax computations following journal
entries)]

Tax and EPS Computations
The tax and EPS calculations for Company D follow:
Year

1
Income before ESOP
Interest expense
Compensation expense

Pretax income
Provision for income tax
Currently payable
Deferred
Total

3

2

4

5

$1,800,000 $1,900,000 $2,000,000 $2,100,000 $2,200,000
(100,000)
(65,600)
(45,800)
(24,000)
(83,600)
(200,000)
(180,000)
(140,000)
(131,200)
(160,000)
1,500,000

1,636,400

614,480
(14,480)

654,480
(7,920)

1,774,400
694,480
(720)

1,914,200

2,044,800

734,480
7,200

774,480
15,920

$ 600,000

$ 646,560

$ 693,760

$ 741,680

$ 790,400

Net income
$ 900,000
Preferred stock dividends
-0Earnings applicable to
common stock
$ 900,000
Common shares out
standing
1,000,000
Basic EPS without
conversion
$_____ .90

$ 989,840
$ 20,000

$1,080,640
40,000

$1,172,520
60,000

$1,254,400
80,000

$ 969,840

$1,040,640

$1,112,520

$1,174,400

1,000,000

1,000,000

1,000,000

1,000,000

$_____ .97

$

1.04

$

1.11

$

1.17

Diluted EPS if converted

$

.95

$

1.01

$

1.07

$

1.13

$
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If-converted computation:
Year

Earnings applicable to
common stock
Add—
Preferred dividends net
of tax
Tax benefit on “as if” converted common divi
dend (1)
Less—
Additional compensation (2)

Adjusted earnings
Shares outstanding
Non-ESOP
ESOP as if converted (3)
Total
If-converted diluted EPS

1

2

3

4

5

$ 900,000

$ 969,840

$1,040,640

$1,112,520

$1,174,400

-0-

12,000

24,000

36,000

48,000

-0-

3,902

8,421

10,909

12,800

(6,146)

(11,368)

(19,636)

(28,800)

_______ -0$ 900,000

$ 979,596

$1,061,693

$1,139,793

$1,206,400

1,000,000
9,302

1,000,000
29,268

1,000,000
52,632

1,000,000
63,636

1,000,000
72,000

1,009,302

1,029,268

1,052,632

1,063,636

1,072,000

_$_____ .89

_$____ .95

1.01

$

1.07

$

1.13

$

Computations for (1), (2), and (3) follow:
Year

(1) Allocated preferred
shares
Conversion ratio
Redemption ratio
If converted allocated
common shares
Dividends at $.50 per
common share
Tax benefit on common
dividends
(2) Preferred dividends
at $1.25 per share
Dividends at $.50
per common share
Additional com
pensation gross
Net of tax
(3) Computation
Average preferred
shares released
Conversion ratio
Redemption ratio
If converted average re
leased common shares

§10,580.99

4

5

1

2

-01:1
12.50/10.75

16,000
1:1
12.50/10.25

32,000
1:1
12.50/9.50

48,000
1:1
12.50/11.00

64,000
1:1
1:1

-0-

19,512

42,105

54,545

64,000

$

-0-

$ 9,756

$21,053

$27,273

$ 32,000

$

-0-

$ 3,902

$ 8,421

$10,909

$ 12,800

$

-0-

$20,000

$40,000

$60,000

$ 80,000

$

-0-

(9,756)

(21,053)

(27,273)

$
$

-0-0-

$10,244
$ 6,146

$18,947
$11,368

$32,727
$19,636

$ 48,000
$ 28,800

8,000
1:1
12.50/10.75

24,000
1:1
12.50/10.25

40,000
1:1
12.50/9.50

56,000
1:1
12.50/11.00

72,000
1:1
1:1

9,302

29,268

52,632

63,636

72,000

3

(32,000)
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Reconciliation of Effective Tax Rate to Provision for Income Taxes
Year

Pretax income
Tax at 40 percent (Statutory rate)
Benefit of ESOP dividends
Effect of difference between fair value and cost
of released shares
Provision as reported
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1

2

3

4

5

$1,500,000

$1,636,400

$1,774,400

$1,914,200

$2,044,800

$ 600,000
-0-

$ 654,560 $ 709,760 $ 765,680 $ 817,920
(8,000)
(16,000)
(24,000)
(32,000)

-0$ 600,000

-0$ 646,560

-0$ 693,760

-0$ 741,680

4,480
$ 790,400

§10,580.99
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Illustration 5

Convertible Preferred Stock Leveraged ESOP Used to
Fund a 401 (k) Savings Plan With an Employer Loan
Assumptions
On January 1, Year 1, Company E established a leveraged ESOP with convert
ible preferred stock as follows:
•

The ESOP borrowed $1,000,000 from the employer at 10 percent for
five years and used the proceeds to buy 80,000 shares of newly issued
convertible preferred stock of Company E for $12.50 per share.

•

Debt service is funded by cash contributions and dividends on em
ployer stock held by the ESOP.

•

Dividends on all of the original 80,000 shares held by the ESOP are
used for debt service.

•

Cash contributions are made at the end of each year.

•

The preferred stock pays dividends quarterly at an annual rate of
$1.25 per share ($100,000 each year for the ESOP’s shares). Accord
ingly, in this illustration, the average fair value of the shares is used
to determine the number of shares used to satisfy the employer’s
obligation to replace dividends on allocated shares used for debt
service.

•

The preferred stock is convertible at a 1:1 ratio into common stock.

•

Participants may not withdraw the convertible preferred stock from
the ESOP. When participants become eligible to withdraw shares from
their account, they must either convert to common stock or redeem the
preferred shares.

•

The preferred stock has a guaranteed minimum redemption value of
$12.50 per share, to be paid in shares of common stock.

•

The preferred stock is callable at $13.00 per share.

•

There is one vote per preferred share.

•

The year-end and average fair values of a share of preferred stock (fair
value is assumed to be greater than or equal to minimum value) follow:

Table 5-a
Year

Year-end

Average

1

$12.50

$12.50

2

12.50
12.50

12.50
12.50

12.50
14.40

12.50
13.20

3
4

5

•

Company E uses shares released by the ESOP to satisfy its matching
obligation of 50 percent of voluntary employee contributions to the
savings plan. The fair value of the shares at the end of each month is

§10,580.99
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used to determine the number of shares necessary to satisfy the
matching obligation. (Accordingly, in this illustration, average fair
values are used to determine the number of shares needed to satisfy
the employer’s liabilities.)
•

If the fair value of the shares released is less than Company E’s
matching obligation, Company E contributes additional newly issued
shares (top-up shares) to the ESOP to satisfy the remaining obligation.
The top-up shares are issued at the end of the year. Dividends on the
top-up shares are paid in cash.

•

Shares that replace dividends on allocated shares used to service debt
do not count toward the employer’s match.

•

The employee contributions, required employer match, and the num
ber of shares needed to fund the employee match follow:

Table 5-b
Year

Employee
Contributions

Employer
Match

Number of
Shares

1
2
3
4
5

$400,000
410,000
420,000
430,000
440,000

$200,000
205,000
210,000
215,000
220,000

16,000
16,400
16,800
17,200
16,667

Note: The number of shares needed to satisfy the employer’s matching obliga
tion is determined by dividing the matching obligation by the average fair value
of a share of common stock (for year 1: $200,000 divided by $12.50 equals 16,000
shares).
•

Principal and interest are payable in annual installments at the end
of each year. Debt service is as follows:

Table 5-c
Year

Principal

Interest

Total Debt
Service

1
2
3
4
5
Total

$ 110,000
150,000
200,000
250,000
290,000
$1,000,000

$100,000
89,000
74,000
54,000
29,000
$346,000

$ 210,000
239,000
274,000
304,000
319,000
$1,346,000

•

Shares are released from the suspense account for allocation to par
ticipants’ accounts based on a principal-plus-interest formula. The
released shares are allocated to participants’ accounts at the beginning
of the following year. Shares are assumed to be released ratably
throughout the year.

•

The shares released each year follow:

AICPA Technical Practice Aids
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Table 5-d

Year

Number of
Shares
Needed to
Satisfy
401(k)
Liability

Total
Released

1
2
3
4
5

16,000
16,400
16,800
17,200
16,667

12,481
14,205
16,286
18,068
18,960

Shares
Released
for
Dividends
-01,248
2,669
4,297
5,780

ESOP
Shares
Available
to Satisfy
401(k)
Liability

Additional
Shares
(Top-Up)

12,481
12,957
13,617
13,771
13,180

3,519
3,443
3,183
3,429
3,487

Note: The number of shares released for dividends is determined by dividing
the amount of dividends on allocated shares (12,481 multiplied by $1.25 in year
2; 26,686 multiplied by $1.25 in year 3, etc.) by the average fair value of a share
of preferred stock ($12.50 in years 2 and 3). In this illustration, the remaining
shares are released for compensation (14,205 less 1,248 in year 2; 16,286 less
2,669 in year 3, etc.).

•

Additional share information follows:

Table 5-e

Year

1
2
3
4
5

12,481
26,686
42,972
61,040
80,000

•

0
12,481
26,686
42,972
61,040

Average
Total
Shares
Shares
Released!
Issuable Allocated

Top-Up Shares
Cumulative Shares
Issued
Issuable

Initial ESOP Shares
Cumulative Shares
Released
Allocated

0
3,519
6,962
10,145
13,574

3,519
6,962
10,145
13,574
17,061

8,000
24,824
43,383
63,866
85,838

0
16,000
33,648
53,117
74,614

Year
end
Suspense
Shares

67,519
53,314
37,028
18,960
0

The pre-ESOP income, shares outstanding, and income tax assump
tions are the same as for illustrations 1 through 4.

Results of Applying SOP
The following chart sets forth Company E’s ESOP-related information. All
amounts represent changes (credits are in parentheses) in account balances.

Year
Notes

Unearned
ESOP Shares
(1)

Paid-In
Capital
(2)

Dividends—
Original
Shares
(3)

1
2
3
4
5

$ (156,000)
(177,600)
(203,600)
(225,800)
(237,000)

$ (44,000)
(43,000)
(39,800)
(42,900)
(59,300)

$

Total

$(1,000,000)

$(229,000)

$179,000

§10,580.99

-015,600
33,400
53,700
76,300

Compen
sation
Expense
ESOP
(5)

Compen
sation
Expense
Top-Up
(6)

-04,400
8,700
12,700
17,000

$156,000
162,000
170,200
172,100
174,000

$ 44,000
43,000
39,800
42,900
46,000

$42,800

$834,300

$215,700

Dividends
Top-Up
Shares
(4)
$
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Notes:
(1) Total number of shares released during the year multiplied by the cost per share to
ESOP ($12.50).
(2) Total number of shares released during the year multiplied by the difference between
average fair value per share at the release date (see table 5-a) and cost per share to
the ESOP ($12.50) plus the additional paid-in capital that arises from the top-up
shares contributed, which equals the compensation expense related to the ESOP.

(3) Cumulative shares allocated from original 80,000 shares (see table 5-e) multiplied
by the dividend per share ($1.25).
(4) Cumulative top-up shares issued (see table 5-e) multiplied by the dividend per share
($1.25).

(5) Total number of ESOP shares released for compensation (see table 5-d) multiplied
by the average fair value per share (see table 5-a).
(6) Top-up shares (see table 5-d) multiplied by the average fair value per share (see table
5-a).

Journal Entries
The journal entries to reflect the accounting for Company E’s ESOP from
inception through year 2 are as follows:

January 1, Year 1 (inception)
Unearned ESOP shares (equity)

1,000,000

Preferred stock

1,000,000

[To record the issuance of shares to the ESOP]

Year 1
Compensation expense

200,000

401(k) liability

200,000

[To record cost and liability related to 401(k) match]

401(k) liability

200,000

Preferred stock

44,000

Unearned ESOP shares

156,000

[To record release of 12,481 shares at an average fair value of $12.50 per share
(shares cost ESOP $12.50 per share) and issuance of 3,519 additional shares
at $12.50 per share for top-upl
Deferred tax asset

Provision for income taxes

18,400
600,000

618,400

Income tax payable

[To record income taxes for year 1 (See tax computations following journal
entries)]

Year 2
Retained earnings

15,600

Dividends payable

15,600

[To record declaration of $1.25 per share dividend on the 12,481 allocated
shares]

Retained earnings
Cash
AICPA Technical Practice Aids
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4,400

§10,580.99

19,790

Statements of Position

[To record declaration and payment of $1.25 per share dividend on the 3,519
issued top-up shares]

205,000

Compensation expense

205,000

401(k) liability

[To record cost and liability related to 401(k) match]

205,000

401(k) liability

15,600

Dividends payable

177,600

Unearned ESOP shares

43,000

Preferred stock

[To record release of 14,205 shares at an average fair value of $12.50 per share
(shares cost ESOP $12.50 per share) and issuance of 3,443 additional shares
at $12.50 per share for top-up]
11,040

Deferred tax asset

636,160

Provision for income taxes
Income tax payable

647,200

[To record income taxes for year 2 (See tax computations following journal
entries)]

Tax and EPS Computations
The tax and EPS computations for Company E follow:
Year

1
Income before ESOP
Interest expense
Compensation—ESOP
Compensation—top-up

Pretax income
Provision for income tax
Currently payable
Deferred
Total

2

4

3

5

$1,800,000 $1,900,000 $2,000,000 $2,100,000 $2,200,000
100,000
89,000
74,000
54,000
29,000
156,000
162,000
170,200
172,100
174,000
44,000
43,000
39,800
42,900
46,000
1,500,000

1,606,000

1,716,000

1,831,000

1,951,000

618,400
(18,400)

647,200
(11,040)

674,480
(1,440)

701,240
9,680

734,000
21,200

600,000

636,160

673,040

710,000

755,200

Net income
900,000
969,840
1,042,960
1,120,080
1,195,800
Preferred stock dividends
0
20,000
42,100
66,400
93,300
Earnings applicable to
common stock
$ 900,000 $ 949,840 $1,000,860 $1,053,680 $1,102,500
Common shares outstanding
1,000,000
1,000,000
1,000,000
1,000,000
1,000,000
Basic EPS without
conversion
$
.90 $
.95 $
1.00 $
1.05 $
1.10
Diluted EPS if converted

§10,580.99
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$1.06
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lf-Converted EPS Computation
Year
1

2

3

4

5

$ 900,000

$ 949,840

$1,000,860

$1,053,680

$1,102,500

0

12,000

25,260

39,840

55,980

0

3,902

8,855

12,072

14,923

_______ 0

4,795

9,481

17,579

27,468

Adjusted earnings
Shares outstanding NonESOP
ESOP as if converted (3)

$ 900,000

$ 960,947

$1,025,494

$1,088,013

$1,145,935

1,000,000
9,302

1,000,000
30,273

1,000,000
57,083

1,000,000
72,575

1,000,000
85,838

Total

1,009,302

1,030,273

1,057,083

1,072,575

1,085,838

$_____ .89

_$____ .93

$_____ .97

Earnings applicable to
common shares
Add—
Preferred dividends net
of tax
Tax benefit on “as if" converted common divi
dend (1)
Less—
Additional compensation (2)

If-converted diluted EPS

$

1.01

$

1.06

Year

Calculation 1:
Allocated and issued
preferred shares
Conversion ratio
Redemption ratio
If-converted allocated
and issued common
shares
Dividends at $.50 per
common share
Tax benefit on common
dividends

1

2

0
1:1
12.50/10.75

16,000
1:1
12.50/10.25

33,648
1:1
12.50/9.50

53,117
1:1
12.50/11.00

74,614
1:1
1:1

0

19,512

44,274

60,360

74,614

$0

$ 9,756

$22,137

$30,180

$ 37,307

$0

$ 3,902

$ 8,855

$12,072

$ 14,923

0

12,481

26,686

42,972

61,040

$0

$15,601

$33,358

$53,715

$76,300

0

15,221

35,113

$48,832

$61,040

$0

$ 7,610

$17,557

$24,416

$30,520

$0
$0

$ 7,991
$ 4,795

$15,801
$ 9,481

$29,299
$17,579

$45,780
$27,468

Calculation 2:
Allocated preferred
shares (excluding topup shares)
Preferred dividends at
$1.25 per share
If-converted allocated
common shares (ex
cluding top-up shares)
Dividends at $.50 per
common share
Additional compensation
Gross
Net of tax
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Year

2

3

4

5

8,000

24,824

43,383

63,866

85,838

9,302

30,273

57,083

72,575

85,838

1

Calculation 3:
Average preferred
shares released and
issuable
If-converted average released and issuable
common shares

Tax Computation
Year

Current provision:
Income before ESOP
ESOP contribution
ESOP dividends
Top-up contribution
Taxable income
Tax rate

Deferred provision:
Reduction in unearned
ESOP shares
Related tax deduction
Difference
Tax rate
Deferred tax expense/
(benefit)

Total provision

1

2

3

4

5

$1,800,000
110,000
100,000
44,000

$1,900,000
139,000
100,000
43,000

$2,000,000
174,000
100,000
39,800

$2,100,000
204,000
100,000
42,900

$2,200,000
219,000
100,000
46,000

1,546,000
40%

1,618,000
40%

1,686,200
40%

1,753,100
40%

1,835,000
40%

618,400

647,200

674,480

701,240

734,000

156,000
110,000

177,600
150,000

203,600
200,000

225,800
250,000

237,000
290,000

(46,000)
40%

(27,600)
40%

(3,600)
40%

24,200
40%

(18,400)

(11,040)

(1,440)

9,680

21,200

$ 673,040

$ 710,920

$ 755,200

$ 600,000

$ 636,160

53,000
40%

Reconciliation of Effective Tax Rate to Provision for Income Taxes
Year

_

_________________________________ 1____________ 2____________ 3____________ 4

Pretax income
Tax at 40 percent
Benefit of ESOP divi
dends
Effect of difference be
tween fair value and
cost of released shares

$1,500,000 $1,606,000
600,000
642,400

Provision as reported

$ 600,000

§10,580.99

0

0

(6,240)

0

$ 636,160

5

$1,716,000 $1,831,000 $1,951,000
686,400
732,400
780,400
(13,360)
0

$ 673,040

(21,480)
0
$ 710,920

(30,520)
5,320
$ 755,200
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Appendix B
Discussion of Comments Received on Exposure Draft
An exposure draft of a proposed statement of position, “Employers’ Accounting
for Employee Stock Ownership Plans,” was issued for public comment in
December 1992 and distributed to a variety of interested parties to encourage
comment by those that would be affected by the proposal. Sixty-five comment
letters were received on the exposure draft.

The most significant and pervasive comments received were in three areas:
(a) measurement of compensation cost, (b) pro forma disclosures, and (c)
effective date.

Measurement of Compensation Cost
A majority of respondents asked AcSEC to reconsider, for some or all ESOPs,
the requirement in the SOP that the fair value of shares committed to be
released be used to measure compensation cost. Many of them supported the
minority view in this SOP. Three primary objections were raised in the
comment letters.
The most frequent reason stated in comment letters for objecting to the
proposed measurement of compensation was that debt payments or contribu
tions, that is the cash payments, are a better measure of the value of employees’
services than the fair value of shares released.

The second most frequent reason for objecting was disagreement with the
argument in the proposed SOP that the risks and rewards of ownership of the
shares rest with the employer, not the employees, until the shares are commit
ted to be released. Some respondents disagreed with that statement in general.
Other respondents disagreed with a related notion that employers have control
over the employees’ total compensation package and can make changes in other
parts of compensation in response to unanticipated changes in the value of the
unreleased shares. Most of those making those arguments support the minority
view—that is, they believe that the risks and rewards remain with the employer
for type II ESOPs, but believe that is not the case for type I ESOPs.

AcSEC had considered such arguments during the process leading up to the
exposure draft, and continues to believe that the reasons for measuring com
pensation cost based on the fair value of the shares when committed to be
released as stated in paragraph .70 of the SOP support its conclusion. Further
more, AcSEC notes that the conclusion on measurement of compensation cost
is consistent with AcSEC’s fundamental conclusion that the debt and shares
related to ESOP transactions should be accounted for separately. AcSEC
believes that the fact that employers may, and often do, establish internally
leveraged ESOPs that involve no net cash flows by the employer to the ESOP
(the financing element is eliminated), supports its view that the fair value of
shares when released is a more relevant measure of the employee’s services
than the value of the shares when they are placed in an ESOP trust. From the
employer’s perspective, the economic substance of such transactions is that
shares are placed in a trust and released to employees over time; no net cash
is ever disbursed or received.

AcSEC continues to believe that the risks and rewards of ownership of the
unreleased shares remain with the employer, even when there is no explicit
use of the fair value of the shares in determining whether the employer has
AICPA Technical Practice Aids
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satisfied an obligation. Though many commentators said that employers do not
adjust other compensation to reflect unanticipated changes in the fair value of
employer shares, AcSEC has seen ESOP transactions in which the employer
effectively controls compensation through its ability to control the debt terms
and the rate at which shares are released. Further, AcSEC notes that many
employers maintain control over the number of ESOP shares released through
the ESOP loans with flexible terms, which allow for no or minimal principal
payments before maturity and no prepayment penalties.
The third most frequent reason for objecting was that using the fair value
of shares released penalizes companies whose share values increase and
rewards companies whose share values decrease. AcSEC believes that the
important issue is whether the measure of compensation cost is appropriate,
not whether the amount is more or less than it would be under a different
method.

Pro Forma Disclosures
The proposed SOP would have required public companies that under the
grandfathering provisions elected not to adopt the provisions of the SOP to
disclose pro forma income before extraordinary items, net income, and EPS as
if the employer had adopted the provisions of the SOP. Many respondents
objected to those pro forma disclosures. The reasons most often cited for not
requiring such disclosures follow:

•

Such disclosures would add unnecessary complexity to the financial
statements and would confuse rather than inform users.

•

Such disclosures generally have not been required in the past for other
accounting pronouncements with grandfathering provisions and
would set a precedent for such disclosures in the future.

•

Such disclosures are inconsistent with the grandfathering provisions
and would discredit the amounts reported in the financial statements.

•

The costs of making such disclosures would outweigh the benefits.

•

It is unfair to require such disclosures only for public companies.

AcSEC found those arguments persuasive and deleted the disclosure re
quirement.

Effective Date
In the exposure draft the grandfathering cutoff date was September 23,1992,
the date the FASB cleared the proposed SOP for exposure. Many respondents
noted that a later date connected with a year end would be more appropriate.
In response to those comments the cutoff date was changed to December 31,
1992.
Many respondents considered the effective date for years ending on or before
December 15, 1993, in the exposure draft unreasonable. AcSEC agreed and
extended the effective date by one year.

§10,580.100
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Appendix C
Law Changes
The following is a list of the most significant revisions to laws concerning
ESOPs since 1976.

1
2
3
4
5

●

The tax deduction limits were expanded from 15 percent of pay to 25
percent of pay, plus interest in certain cases.1 This change prompted
more small companies to use ESOPs and larger companies to increase
the portion of employee benefits covered by ESOPs.

•

ESOP sponsors were permitted to deduct dividends paid on ESOP
shares from taxable income if the dividends were applied to debt
service or distributed to plan participants.2 This change increased the
economic appeal of leveraged ESOPs. For example, it increased the
amount of debt that could be covered for employers whose compensa
tion base was too low to amortize the ESOP debt under the contribu
tion limits of the Internal Revenue Code (IRC).

•

Under certain circumstances, a person who sold stock to an ESOP was
permitted to defer income tax on any resulting gain by reinvesting the
sales proceeds in other corporate securities.3 This change contributed
to the substantial increase in the number of ESOPs sponsored by
nontraded companies.

•

Commercial lenders were permitted to exclude from taxable income
50 percent of the interest they earned on certain ESOP securities
acquisition loans.4 This change resulted in a reduced financing rate
on such loans, as lenders frequently passed a portion of the savings on
to their customers. Many new ESOP loans were made as a result of
this change. (Although 1989 legislation significantly limited this bene
fit, all of the prior loans were allowed to retain their tax advantages.)

•

The regulatory requirement that if ESOPs buy outstanding shares,
the purchase must be tested under the corporate redemption rules was
eliminated.5 The significance of this development was that the IRC
recognized the independence of ESOPs from their sponsors if certain
controls are in place. Thus, it increased the usefulness of ESOPs in
transfers of ownership of closely held companies.

IRC Sections 404(a)(9) and 415 (c)(6).
IRC Section 404(k).
IRC Section 1042.
IRC Section 133.
Rev. Proc. 87-22, which superseded Rev. Procs. 77-30, 78-18, and 78-23.
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Appendix D

Impact of SOP on Current ESOP Guidance
Current Guidance

Impact of SOP

FASB Statement No. 87, Employers’
Accounting for Pensions

The SOP includes accounting gui
dance on nonleveraged ESOPs that is
consistent with the guidance for de
fined contribution plans in Statement
No. 87.
The SOP supersedes SOP 76-3
[section 10,130]. However, under the
transition provisions in the proposed
SOP, employers may continue their
current accounting practices for
ESOP shares purchased before De
cember 31,1992.
No consensus was reached on this is
sue by the EITF. However, for ESOP
shares accounted for under the SOP,
the issue is moot, because compen
sation cost is measured based on the
fair value of shares when committed
to be released.
FASB Statement No. 109, Accounting
for Income Statement Income Taxes
nullified this consensus. The SOP
deals with issues related to account
ing for income taxes.
The SOP supersedes this consensus.
However, under the transition pro
visions in the SOP, employers may
continue their current accounting for
shares purchased in a pension rever
sion occurring before December 31,
1992.
This EITF topic includes three issues;
only the third one relates to ESOPs.
The SOP, which is consistent with the
consensus, supersedes this consensus
on the third issue. However, under the
transition provisions in the SOP, em
ployers may continue their current
accounting for shares purchased be
fore December 31,1992. This consen
sus applies to employers making that
election.

AICPA SOP 76-3, Accounting Prac
tices for Certain Employee Stock Own
ership Plans [section 10,130]

EITF Issue No. 85-11, Use of an Em
ployee Stock Ownership Plan in a Lev
eraged Buyout

EITF Issue No. 86-4, Income State
ment Treatment ofIncome Tax Benefit
for Employee Stock Ownership Plan
Dividends
EITF Issue No. 86-27, Measurement
of Excess Contributions to a Defined
Contribution Plan or Employee Stock
Ownership Plan

EITF Issue No. 87-23, Book Value
Stock Purchase Plans
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Current Guidance

Impact of SOP

EITF Issue No. 88-27, Effect of Unal
located Shares in an Employee Stock
Ownership Plan on Accounting for
Business Combinations

The SOP does not deal with this issue
and accordingly does not supersede
the consensus. The consensus is re
printed in this appendix.

EITF Issue No. 89-8, Expense Recog
nition for Employee Stock Ownership
Plans

The SOP supersedes this consensus.
However, under the transition pro
visions in the SOP, employers may
continue their current accounting for
shares purchased before December
31, 1992. This consensus applies to
employers making that election.

EITF Issue No. 89-10, Sponsor’s Rec
ognition of Employee Stock Owner
ship Plan Debt

The SOP, which is consistent with
this consensus, supersedes the con
sensus.

EITF Issue No. 89-11, Sponsor’s Bal
ance Sheet Classification of Capital
Stock with a Put Option Held by an
Employee Stock Ownership Plan

The SOP does not deal with this issue
and accordingly does not supersede
the consensus. The consensus is re
printed in this appendix.

EITF Issue No. 89-12, Earnings-perShare Issues Related to Convertible
Preferred Stock Held by an Employee
Stock Ownership Plan

The SOP supersedes these consen
suses. However, under the transition
provisions in the SOP, employers may
continue their current accounting for
shares purchased before December
31, 1992. This consensus applies to
employers making that election.

EITF Issue No. 90-4, Eamings-perShare Treatment of Tax Benefits for
Dividends of Stock Held by an Em
ployee Stock Ownership Plan

FASB Statement No. 109, Accounting
for Income Taxes, nullified this con
sensus.

EITF Issue No. 92-3, Eamings-perShare Treatment of Tax Benefits for
Dividends on Unallocated Stock Held
by an Employee Stock Ownership
Plan

Under this SOP, dividends paid on
unallocated shares are not charged to
retained earnings. However, under
the transition provisions in the SOP,
employers may continue their current
accounting for shares purchased be
fore December 31, 1992. This con
sensus would apply to employers
making that election.

EITF Issue No. 93-2, Effect of Acqui
sition of Employer Shares for/by an
Employee Benefit Trust on Accounting
for Business Combinations

The SOP does not deal with this issue
and accordingly does not supersede
this consensus. The consensus is re
produced in this appendix.
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EITF Abstracts
Issue No. 88-27
Title: Effect of Unallocated Shares in an Employee Stock Ownership Plan
on Accounting for Business Combinations

Date Discussed:
References:

January 12-13,1989

APB Opinion No. 16, Business Combinations
AICPA Accounting Interpretation 20, Treasury Stock Allowed
with Pooling, of APB Opinion No. 16
AICPA Statement of Position 76-3, Accounting Practices for
Certain Employee Stock Ownership Plans
SEC Accounting Series Release No. 146, Effect of Treasury
Stock Transactions on Accounting for Business
Combinations
SEC Accounting Series Release No. 146A, Statement of
Policy and Interpretations in Regard to Accounting Series
Release No. 146

ISSUE
Employee stock ownership plans (ESOPs) may hold shares of the sponsoring
entity that are not allocated to the participants in the plan. Those unallocated
shares may be allocated later or, under certain limited circumstances, may be
sold or disposed of otherwise by the ESOP. Unlike allocated shares that must
be reallocated to remaining plan participants if a participant leaves the plan
before the shares become vested, the unallocated sponsoring entity shares held
by the ESOP are not required to remain within the ESOP or with its partici
pants. Further, to the extent the ESOP acquires unallocated shares as a result
of a pension plan termination, Issue No. 86-27, “Measurement of Excess
Contributions to a Defined Contribution Plan or Employee Stock Ownership
Plan,” requires unallocated shares held by the ESOP to be reported as treasury
shares by the sponsoring entity.

The issue is under what circumstances, if any, unallocated sponsoring entity
shares held by an ESOP should be considered tainted treasury shares for
purposes of determining whether the pooling-of-interests method of accounting
is appropriate for a business combination.

EITF DISCUSSION
The Task Force reached a consensus that unallocated shares held by an ESOP
should not be considered tainted for purposes of determining whether the
pooling-of-interests method of accounting is appropriate unless (1) there is
more than a remote possibility that such shares could revert to the sponsoring
entity, (2) there exists an agreement or intent, either written or implicit,
whereby the sponsoring entity will repurchase or reacquire shares from the
ESOP or from an employee that receives shares in a distribution (except if
required by law to provide liquidity to the plan participant), or (3) the shares
were acquired to circumvent the requirements of Opinion 16.
The Task Force considered comments by a tax partner of an accounting firm
that generally, for unallocated shares in an ESOP, the possibility of those
shares reverting to the sponsoring entity is remote. Some Task Force members
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noted that the relevant attributes of unallocated shares differ for purposes of
determining whether the shares are treasury shares, as addressed in Issue
86-27, compared with whether those treasury shares are tainted, as addressed
in this Issue.

STATUS
No further EITF discussion is planned.
5/18/89
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EITF Abstracts
Issue No. 89-11

Title:

Sponsor’s Balance Sheet Classification of Capital Stock with a Put
Option Held by an Employee Stock Ownership Plan

Dates Discussed: September 21,1989; December 14,1989

References:

APB Opinion No. 25, Accounting for Stock Issued to
Employees
SEC Accounting Series Release No. 268, Presentation in
Financial Statements of “Redeemable Preferred Stocks”

ISSUE
Under federal income tax regulations, employer securities (such as convertible
preferred stock) that are held by participants in an employee stock ownership
plan (ESOP) and that are not readily tradeable on an established market must
include a put option. The put option is a right to demand that the sponsor
redeem shares of employer stock held by the participant for which there is no
market for an established cash price. The employer may have the option to issue
marketable securities for all or a portion of that option rather than to pay cash.
The provisions of the ESOP may permit the ESOP to substitute for the sponsor
as buyer of the employer stock; however, in no case can the sponsor require the
ESOP to assume the obligation for the put option.
The issue is, in a leveraged ESOP, if securities subject to a put option are
classified outside of permanent equity, whether any of the debit in the equity
section of the sponsor’s balance sheet (sometimes described as loan to ESOP or
deferred compensation) should be similarly classified.

EITF DISCUSSION
The Task Force reached a consensus that when ASR 268 (as presented in
Section 211 of the “Codification of Financial Reporting Policies”) requires some
or all of the value of the securities to be classified outside of permanent equity,
a proportional amount of the debit in the equity section of the sponsor’s balance
sheet (sometimes described as loan to ESOP or deferred compensation), if any,
should be similarly classified.
The SEC Observer indicated that ASR 268 requires that to the extent that there
are conditions (regardless of their probability of occurrence) whereby holders
of equity securities may demand cash in exchange for their securities, the
sponsor must reflect the maximum possible cash obligation related to those
securities outside of permanent equity. Thus, securities held by an ESOP
(whether or not allocated) must be reported outside of permanent equity if by
their terms they can be put to the sponsor for cash. With respect to ESOP
securities where the cash obligation relates only to market value guarantee
features, the SEC staff would not object to registrants only classifying outside
of permanent equity an amount that represents the maximum cash obligation
of the sponsor based on market prices of the underlying security as of the
reporting date; accordingly, reclassifications of equity amounts would be re
quired based on the market values of the underlying security. Alternatively,
the SEC staff would not object to classifying the entire guaranteed value
amount outside of permanent equity due to the uncertainty of the ultimate cash
obligation because of a possible market value decline in the underlying security.
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STATUS

No further EITF discussion is planned.
12/14/89
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EITF Abstracts
Issue, No. 93-2

Title:

Effect of Acquisition of Employer Shares for/by an Employee Benefit
Trust on Accounting for Business Combinations

Date Discussed: January 21,1993
References:

APB Opinion No. 16, Business Combinations
AICPA Accounting Interpretation 20, Treasury Stock
Allowed with Pooling, of APB Opinion No. 16
AICPA Statement of Position 76-3, Accounting Practices for
Certain Employee Stock Ownership Plans
AICPA Proposed Statement of Position, Employers’
Accounting for Employee Stock Ownership Plans, dated
December 21,1992
SEC Accounting Series Release No. 146, Effect of Treasury
Stock Transactions on Accounting for Business
Combinations
SEC Accounting Series Release No. 146A, Statement of
Policy and Interpretations in Regard to Accounting Series
Release No. 146

ISSUE
An employer (Company) establishes an irrevocable grantor trust (Trust) to
prefund certain employee benefits. The Company sells shares of its stock to the
Trust in return for a note payable and, at or about the same time, reacquires
treasury shares. Alternatively, the Trust may acquire Company shares in the
marketplace using funds borrowed from the Company. The shares will be
released from the Trust in future periods as debt is repaid or forgiven and will
be used to meet obligations of the Company to various employee benefit plans.
The issue is whether Company shares reacquired coincident with the estab
lishment of the Trust, either by the Company or by the Trust, should be
considered tainted shares for purposes of pooling-of-interests accounting under
Opinion 16.

EITF DISCUSSION
The SEC Observer stated that it is the SEC staffs position that Issue No. 88-27,
“Effect of Unallocated Shares in an Employee Stock Ownership Plan on Ac
counting for Business Combinations,” and Topic No. D-19, “Impact on Poolingof-Interests Accounting of Treasury Shares Acquired to Satisfy Conversions in
a Leveraged Preferred Stock ESOP,” in EITF Abstracts Appendix D, addressed
ESOPs that are defined contribution employee benefit plans, as contemplated
by SOP 76-3.1 An ESOP that funds other employee benefit plans was not
contemplated by either Issue 88-27 or Topic D-19.2
1 This type of ESOP arrangement has been characterized as a Type I ESOP in the proposed
Statement of Position on employers’ accounting for employee stock ownership plans:
Type I—shares are released to compensate employees directly. Such ESOPs are not used to fund
other employee benefits and the fair value of the shares at the time of release is not a factor at the
time of release. These ESOPs are the typical ESOPs that existed at the time SOP 76-3 was issued.
2 This type of ESOP arrangement has been characterized as a Type II ESOP in the proposed
Statement of Position:
Type II—shares are released to settle or fund liabilities for other specified or determinable employ
ee benefits, such as an employer's match of a 40l(k) plan. The fair value of shares released is used
to determine how many shares are needed to satisfy an obligation that arose outside the ESOP.
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The SEC staff believes that the application of the consensus in Issue 88-27 and
the statements made in Topic D-19 should be limited to “Type I” ESOPs.
However, the SEC staff will not object to the application of the consensus in
Issue 88-27 and Topic D-19 for shares held by a “Type II” ESOP as of January
21, 1993, provided the respective criteria are satisfied. Shares purchased by a
Type II ESOP subsequent to January 21, 1993 would be considered treasury
stock directly acquired by the employer and presumed to be tainted shares for
the purpose of applying the provisions of paragraph 47(d) of Opinion 16.
The SEC Observer also stated that the trust arrangement described in this
Issue is neither a Type I nor a Type II ESOP. Therefore, the SEC staffs position
is that shares acquired in the past or in the future and placed in trust to fund
future corporate obligations, such as the trust vehicle described in this Issue,
are treasury stock directly acquired by the employer and presumed to be tainted
shares for the purpose of applying the provisions of paragraph 47(d) of Opinion
16.
Because of the SEC staffs position, the Task Force did not discuss this Issue.

STATUS
No further EITF discussion is planned.
5/20/93
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Glossary
This glossary contains definitions of certain terms used in employers’ account
ing for ESOP transactions.

Allocated shares. The shares in an ESOP trust that have been assigned to
individual participant accounts based on a known formula. IRS rules
require allocations to be nondiscriminatory generally based on compensa
tion, length of service, or a combination of both. For any particular partici
pant such shares may be vested, unvested, or partially vested.

Committed-to-be-released shares. The shares that, although not legally re
leased, will be released by a future scheduled and committed debt service
payment and will be allocated to employees for service rendered in the
current accounting period. The period of employee service to which shares
relate is generally defined in the ESOP documents. Shares are legally
released from suspense and from serving as collateral for ESOP debt as a
result of payment of debt service. Those shares are required to be allocated
to participant accounts as of the end of the ESOP’s fiscal year. Formulas
used to determine the number of shares released can be based on either
(a) the ratio of the current principal amount to the total original principal
amount (in which case unearned ESOP shares and debt balance will move
in tandem) or (b) the ratio of the current principal plus interest amount to
the total original principal plus interest to be paid. Shares are released
more rapidly under the second method than under the first. Tax law
permits the first method only if the ESOP debt meets certain criteria.

Dividends on previously allocated shares used for debt service. The allo
cation of shares to participant accounts that replaces the cash dividends
on allocated shares that were or will be used for debt service. Under the
IRC, dividends on shares held by an ESOP that have been allocated to
participant accounts cannot be used for debt service unless the employers
allocate shares to those participants whose dollar value is no less than the
dollar value of the dividends that were used for debt service. (The IRS has
not issued guidance on what employers would be required to do to make
up the difference between the value of any dividends withdrawn and the
shares allocated. In practice, plan sponsors apply a wide variety of tech
niques to satisfy the Code requirements.)

Suspense shares. Shares that have not been released, committed to be re
leased, or allocated to participant accounts. Suspense shares generally
collateralize ESOP debt.

Top-up shares. The shares or cash that an employer contributes to an ESOP
because the fair value of the shares released is less than the employer’s
liability for a particular benefit, such as a savings plan match.

Vested shares. Allocated shares for which a participant’s right to receive the
shares or redeem the shares for cash is no longer contingent on remaining
in the service of the employer. Allocated shares that have not been vested
may be forfeited if a participant terminates his or her employment and
reallocated to other participants. Whether the shares in a participant’s
ESOP account are vested depends on the length of that employee’s service
and the vesting provisions of the ESOP. The Code specifies minimum
vesting requirements for benefits attributable to employer contributions.
Currently, the Code permits two minimum vesting approaches:
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a.

Graded vesting, under which employees vest 20 percent after three
years of service and 20 percent for each additional year of service
until they become 100 percent vested.

b.

Cliff vesting, under which employees vest 100 percent after five years
of service.

Accordingly, the shares allocated to participants at any date will include
shares that are fully vested, shares that are not vested, and (if graded vesting
is used) shares that are partially vested.
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Section 10,590

Statement of Position 93-7
Reporting on Advertising Costs
December 29,1993
NOTE
Statements of Position (SOPs) of the Accounting Standards Division present
the conclusions of at least two-thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA SOPs as sources of
established accounting principles that an AICPA member should consider if the
accounting treatment of a transaction or event is not specified by a pronouncement
covered by Rule 203 of the AICPA Code of Professional Conduct. In such
circumstances, the accounting treatment specified by this SOP should be used or
the member should be prepared to justify a conclusion that another treatment
better presents the substance of the transaction in the circumstances.

SOP 93-7 is amended by SOP 00-2, Accounting by Producers or Distributors of
Films. SOP 00-2 is effective for financial statements for fiscal years beginning after
December 15, 2000. Earlier application is encouraged. The cumulative effect of
changes in accounting principles caused by adapting the provisions of this SOP
should be included in the determination of net income in conformity with
paragraph 20 of APB Opinion 20. Disclosure of pro forma effects of retroactive
application (APB Opinion 20, paragraph 21) is not required. An entity should not
restate previously issued annual financial statements.

Introduction
.01 The Accounting Standards Executive Committee (AcSEC) has on its
agenda a project on reporting the costs of activities—such as advertising,
preopening, start-up, training, customer acquisition, and similar activities—
that are undertaken to create future economic benefits through the develop
ment of intangible assets. The project was undertaken to provide guidance that
would aid in resolving issues concerning financial reporting for the costs of
such activities.

.02 Because of the difficulty of developing sound financial reporting guid
ance that could be applied broadly to the costs of all activities, AcSEC decided
that this statement of position (SOP) should be issued as a first step and be
used to develop guidance for reporting costs of other kinds of activities under
taken to create such benefits although AcSEC has not begun deliberations to
develop such guidance. The guidance in this SOP therefore is not intended to
be used to account for the costs of other kinds of activities undertaken to create
future economic benefits through the development of intangible assets.
.03 Some entities report the costs of all advertising as expenses when the
costs are incurred. However, other entities report the costs of future economic
benefits that they expect will result from some or all advertising as assets when
the costs are incurred and amortize the costs to expense in the current and
subsequent periods.
AICPA Technical Practice Aids
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.04 The authoritative financial reporting literature provides no broad
guidance on reporting the costs of advertising, although it does provide guid
ance for certain specific transactions and industries and on reporting the costs
of activities similar to advertising. The lack of broad guidance and the incon
sistency of existing guidance has led to diversity in practice.

.05 This SOP provides guidance for annual financial statements on the
following:
•

Reporting the costs of advertising, which should be expensed either as
incurred or the first time the advertising takes place, except for
direct-response advertising (a) whose primary purpose is to elicit sales
to customers who could be shown to have responded specifically to the
advertising and (b) that results in probable future economic benefits

•

For
—
—
—

•

The financial statement disclosures that should be made about
advertising

•

Amendments to other accounting literature affected by this SOP

•

Transition rules for applying this SOP

direct-response advertising that may result in reported assets—
How such assets should be measured initially
How the amounts ascribed to such assets should be amortized
How the realizability of such assets should be assessed

Scope
.06 This SOP provides financial reporting guidance for the annual finan
cial statements of all entities and all advertising other than that for which
pronouncements included in category (a) in paragraph 10 of Statement on
Auditing Standards (SAS) No. 69, The Meaning of Present Fairly in Conformity
With Generally Accepted Accounting Principles, provide such guidance.1 This
SOP does not apply to financial statements for interim periods. Paragraphs 15
and 16 of Accounting Principles Board (APB) Opinion No. 28, Interim Finan
cial Reporting, which are discussed in the appendix of this SOP [paragraph .81],
provide guidance for accounting for advertising in interim periods. This SOP
amends the following AICPA SOPs2:
a.

SOP 88-1, Accounting for Developmental and Preoperating Costs,
Purchases and Exchanges of Take-off and Landing Slots, and Air
frame Modifications, paragraph 22 [section 10,430.22]

b.

SOP 89-5, Financial Accounting and Reporting by Providers of Pre
paid Health Care Services, paragraph 54

c.

SOP 90-8, Financial Accounting and Reporting by Continuing Care
Retirement Communities, paragraph 15

.07 This SOP does not amend FASB Technical Bulletin 90-1, Accounting
for Separately Priced Extended Warranty and Product Maintenance Contracts.
1 Category (a) in paragraph 10 of SAS No. 69 consists of Financial Accounting Standards Board
(FASB) Statements of Financial Accounting Standards and Interpretations, Accounting Principles
Board (APB) Opinions, and AICPA Accounting Research Bulletins. Advertising that is covered by
pronouncements in category (a) of paragraph 10 of SAS No. 69 should be accounted for in conformity
with that guidance regardless of the guidance in this SOP.
2 The appendix [paragraph .81] discusses the guidance concerning advertising in these SOPs.
Paragraphs .51 to .53 of this SOP discuss the amendments to these SOPs.
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.08 This SOP applies to not-for-profit organizations.
.09 Reporting on the costs of advertising conducted for others under
contractual arrangements is part of reporting on contracts in general and is not
covered by this SOP. Indirect costs that are specifically reimbursable under the
terms of a contract also are excluded from this SOP.

Background
.10 FASB Statement No. 2, Accounting for Research and Development
Costs, issued in 1974, requires all research and development costs to be
reported as expenses when incurred. Therefore, FASB Statement No. 2 in
effect prohibits reporting the research and development costs incurred in
anticipation of probable future benefits as assets. Although activities similar
to research and development were included in the discussion memorandum
that initiated the FASB’s project, paragraph 22 of appendix A of Statement No.
2 states that the FASB concluded, following the public hearing on the Discus
sion Memorandum, that the “initial Statement of Financial Accounting Stand
ards resulting from the project should address solely accounting for research
and development costs.”
.11 Since issuing the discussion memorandum, the FASB has developed
its conceptual framework, which provides conceptual criteria for asset recogni
tion, and there has been periodic interest in how the costs of activities similar
to research and development are reported on. The Securities and Exchange
Commission (SEC) has issued some accounting and auditing enforcement
releases on activities similar to research and development, and the SEC staff
has expressed concern about the accounting for these activities.

.12 Costs incurred in anticipation of the probable future economic bene
fits of advertising generally have been expensed for the following reasons:
•

Financial statement preparers generally presumed that the benefit
period is short.

•

The periods during which the future economic benefits probably would
be received and the amounts of such benefits could not be measured
and determined easily and objectively.

•

The advertising costs for some entities were not material.

.13 Advertising is undertaken to provide or increase future economic
benefits. FASB Statement on Financial Accounting Concepts (Concepts State
ment) No. 6, Elements of Financial Statements, paragraph 178, states, “An
entity commonly incurs costs to obtain future economic benefits, either to
acquire assets from other entities in exchange transactions or to add value
through operations to assets it already has . . . .” New technology, sources of
information, and measurement techniques have given some entities the ability
to better estimate the future economic benefits that could result from certain
kinds of advertising.
.14 If future economic benefits do result from advertising, they generally
would be in the form of revenue.

Authoritative Pronouncements
.15 FASB Concepts Statement No. 6, paragraph 25, defines assets as
“probable future economic benefits obtained or controlled by a particular entity
AICPA Technical Practice Aids
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as a result of past transactions or events.”3 Footnote 18 to Concepts Statement
No. 6 states that “probable is used with its usual general meaning, rather than
in a specific accounting or technical sense,... and refers to that which can
reasonably be expected or believed on the basis of available evidence or logic
but is neither certain nor proved ...” Paragraph 26 states:
An asset has three essential characteristics: (a) it embodies a probable future
benefit that involves a capacity, singly or in combination with other assets, to
contribute directly or indirectly to future net cash inflows, (b) a particular entity
can obtain the benefit and control others’ access to it, and (c) the transaction
or other event giving rise to the entity’s right to or control of the benefit has
already occurred.

.16 Appendix B of Concepts Statement No. 6 discusses in paragraphs 175
and 176 the characteristics of assets and the concept of probable future
economic benefits, including those that may arise from activities such as
advertising:
Uncertainty about business and economic outcomes often clouds whether ...
particular items that might be assets have the capacity to provide future
economic benefits to the entity,.. . sometimes precluding their recognition as
assets. The kinds of items that may be recognized as expenses or losses rather
than as assets because of uncertainty are some in which management’s intent
in taking certain steps or initiating certain transactions is clearly to acquire or
enhance future economic benefits available to the entity. For example, business
enterprises ... advertise, develop markets ... and spend significant funds to
do so. The uncertainty is not about the intent to increase future economic
benefits but about whether and, if so, to what extent they succeeded in doing
so. Certain expenditures for. . . advertising .. . are examples of the kinds of
items for which assessments of future economic benefits may be especially
uncertain....

If. . . advertising results in an entity’s acquiring or increasing future economic
benefit, that future economic benefit qualifies as an asset as much as do the
future benefits from prepaid insurance or prepaid rent. The practical problem
is whether future economic benefit is actually present and, if so, how much—an
assessment that is greatly complicated by the feature that the benefits may be
realized far in the future, if at all.

.17 Paragraphs 247 to 250 discuss deferred costs and acknowledge that
advertising may provide future economic benefits, but they note that such
benefits may not be reported as assets for practical reasons stemming from
considerations of uncertainty or measurement. Paragraph 248 states, in part:
The question that needs to be answered to apply the definition of assets is
whether the economic benefit received by incurring those costs was used up at
the time the costs were incurred or shortly thereafter or future economic benefit
remains at the time the definition is applied. Costs such as . . . advertising
services do not by themselves qualify as assets under the definition in paragraph
25 any more than do spoiled units, dry holes, or legal costs. The reason for
considering the possibility that they might be accounted for as if they were
assets stems from their possible relationship to future economic benefits.

.18 FASB Concepts Statement No. 5, Recognition and Measurement in
Financial Statements ofBusiness Enterprises, paragraph 63, sets forth the follow
ing criteria that should be met to report an item in the financial statements:
3 Because assets should be understood to represent current conditions, the term probable future
economic benefits in this SOP means that current prospects indicate that the reporting entity
probably will receive economic benefits in the future.
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Definitions—The item meets the definition of an element of financial statements.

Measurability—It has a relevant attribute measurable with sufficient reliability.

Relevance—The information about it is capable of making a difference in user
decisions.
Reliability—The information is representationally faithful, verifiable, and
neutral.

.19 No authoritative pronouncement provides broad guidance on finan
cial reporting on advertising. However, aspects of the following documents,
discussed in the appendix [paragraph .81], provide guidance on reporting on
advertising in connection with specific items or industries.
a.

FASB Statement No. 13, Accounting for Leases, as amended by FASB
Statement No. 91, Accounting for Nonrefundable Fees and Costs
Associated with Originating or Acquiring Loans and Initial Direct
Costs of Leases

b.

FASB Statement No. 51, Financial Reporting By Cable Television
Companies

c.

FASB Statement No. 53, Financial Reporting by Producers and
Distributors of Motion Picture Films

d.

FASB Statement No. 67, Accounting for Costs and Initial Rental
Operations of Real Estate Projects

e.

FASB Statement No. 91, Accounting for Nonrefundable Fees and
Costs Associated with Originating or Acquiring Loans and Initial
Direct Costs of Leases

f.

The AICPA Industry Audit Guide Audits ofAirlines, as amended by
SOP 88-1, Accounting for Developmental and Preoperating Costs,
Purchases and Exchanges of Take-off and Landing Slots, and Air
frame Modifications [section 10,430]

g.

The AICPA Industry Audit Guide Audits of Stock Life Insurance
Companies

h.

SOP 89-5, Financial Accounting and Reporting by Providers of Pre
paid Health Care Services

i.

FASB Technical Bulletin No. 90-1, Accounting for Separately Priced
Extended Warranty and Product Maintenance Contracts

.2 0 Aspects of the following documents, also discussed in the appendix
[paragraph .81], provide further guidance on reporting on activities similar to
research and development:
a.

APB Opinion 17, Intangible Assets

b.

APB Opinion 28, Interim Financial Reporting

c.

FASB Statement No. 2, Accounting for Research and Development
Costs

d.

FASB Statement No. 19, Financial Accounting and Reporting by Oil
and Gas Producing Companies

e.

FASB Statement No. 60, Accounting and Reporting by Insurance
Enterprises

AICPA Technical Practice Aids
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f.

FASB Statement No. 86, Accounting for the Costs of Computer
Software to Be Sold, Leased, or Otherwise Marketed

g.

The AICPA Audit and Accounting Guide Audits of Property and
Liability Insurance Companies

h.

SOP 90-8, Financial Accounting and Reporting by Continuing Care
Retirement Communities

.2 1 The guidance in the pronouncements listed in the two preceding
paragraphs is not consistent. Some believe that pronouncements permitting
capitalization of advertising do so because a clearly demonstrable cause-andeffect relationship exists between the assets acquired and costs incurred. Also,
some believe that pronouncements prohibiting capitalization of advertising do
so because (a) no such demonstrable causal relationship exists, (b) the amounts
capitalized would be immaterial, or (c) the costs of obtaining the information
would not be justified by the benefits of reporting it. The conclusions reached
in this SOP are based on the guidance in the FASB Concepts Statements.

Description of Advertising
.2 2 Advertising is the promotion of an industry, an entity, a brand, a
product name, or specific products or services so as to create or stimulate a
positive entity image or to create or stimulate a desire to buy the entity’s
products or services.4
.2 3 Advertising is one kind of customer acquisition activity. Financial
reporting of other kinds of customer acquisition activities is outside the scope
of this SOP.5
.2 4 Advertising generally uses a form of media—such as mail, television,
radio, telephone, facsimile machine, newspaper, magazine, coupon, or bill
board—to communicate with potential customers. Examples of kinds of adver
tising include the following:

•

Directory and buyer’s guide advertising

•

Business and industrial publications

•

Reprints of advertisements

•

Television advertising

•

Direct-mail advertising

•

Consumer publications

•

Radio advertisements

•

Billboard advertisements

•

Company and product catalogues

•

Cooperative advertising

4 Fund-raising by not-for-profit organizations is not considered advertising and is not within the
scope of this SOP. However, this SOP does apply to advertising activities of not-for-profit organiza
tions.
5 The costs of premiums, contest prizes, gifts, and similar promotions, as well as discounts or
rebates, including those resulting from the redemption of coupons, are not considered advertising
costs for purposes of applying the guidance in this SOP. (Other costs of coupons and similar items,
such as costs of newspaper advertising space, are considered advertising costs.)

§10,590.21
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•

Booklets for sales promotion

•

Newspaper advertising

•

Point-of-sale material

•

Sponsorship of public events
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Conclusions
.25 The following conclusions should be read in conjunction with “Discus
sion of Conclusions and Implementation Guidance,” beginning with paragraph
.55 of this SOP, which explains the basis for the conclusions and provides
guidance for implementing them.

Expensing or Capitalizing Advertising Costs
.26 The costs of advertising should be expensed either as incurred or the
first time the advertising takes place (paragraphs .42 to .44 elaborate on
component costs of advertising),6 except for—
a.

Direct-response advertising (1) whose primary purpose is to elicit
sales to customers who could be shown to have responded specifically
to the advertising and (2) that results in probable future economic
benefits (future benefits). (Paragraph .37 discusses the conditions
that must be met in order to conclude that direct-response advertis
ing results in probable future benefits.) Examples of the first time
advertising takes place include the first public showing of a television
commercial for its intended purpose and the first appearance of a
magazine advertisement for its intended purpose.

b.

Expenditures for advertising costs that are made subsequent to
recognizing revenues related to those costs, as discussed in para
graph .27.

.27 Expenditures for some advertising costs are made subsequent to
recognizing revenues related to those costs. For example, some entities assume
an obligation to reimburse their customers for some or all of the customers’
advertising costs (cooperative advertising). Generally, revenues related to the
transactions creating those obligations are earned and recognized before the
expenditures are made. For purposes of applying this SOP, those obligations
should be accrued and the advertising costs expensed when the related reve
nues are recognized.
.28 The costs of direct-response advertising (a) whose primary purpose is
to elicit sales to customers who could be shown to have responded specifically
to the advertising and (b) that results in probable future benefits should be
reported as assets net of accumulated amortization. For purposes of calculating
amortization and assessing realizability, which are discussed in paragraphs
.46 to .48, each significant advertising effort establishes a separate stand-alone
cost pool.
6 Deferring the costs of advertising until the advertising takes place assumes that the costs have
been incurred for advertising that will occur. Such costs should be expensed immediately if such
advertising is not expected to occur.

AICPA Technical Practice Aids

§10,590.28

19,858

Statements of Position

.29 The accounting policy selected from the two alternatives in the begin
ning of paragraph .26 (whether advertising costs are expensed as incurred or
the first time the advertising takes place), should be applied consistently to
similar kinds of advertising activities.

Tangible Assets
.30 Tangible assets, such as blimps or billboards, may be used for several
advertising campaigns. The costs of such assets should be capitalized and
depreciated or amortized using a systematic and rational method over their
expected useful lives. That depreciation or amortization may be a cost of
advertising if the tangible asset is used for advertising.
.31 For purposes of applying this SOP, costs incurred to produce film or
audio and video tape to be used to communicate advertising do not create
tangible assets.
.32 Sales materials, such as brochures and catalogues, may be accounted
for as prepaid supplies until they no longer are owned or expected to be used,
in which case their cost would be a cost of advertising and should be accounted
for in conformity with the guidance in this SOP.

Direct-Response Advertising
.33 The costs of direct-response advertising should be capitalized if both
of the following conditions are met:
a.

The primary purpose of the advertising is to elicit sales to customers
who could be shown to have responded specifically to the advertising.
(Paragraph .34 discusses the conditions that must exist in order to
conclude that the advertising’s purpose is to elicit sales to customers
who could be shown to have responded specifically to the advertis
ing.)

b.

The direct-response advertising results in probable future benefits.
(Paragraph .37 discusses the conditions that must exist in order to
conclude that direct-response advertising results in probable future
benefits.)

.34 In order to conclude that advertising elicits sales to customers who
could be shown to have responded specifically to the advertising, there must be
a means of documenting that response, including a record that can identify the
name of the customer and the advertising that elicited the direct response.
Examples of such documentation include the following:
•

Files indicating the customer names and the related direct-response
advertisement

•

A coded order form, coupon, or response card, included with an adver
tisement, indicating the customer name

•

A log of customers who have made phone calls to a number appearing
in an advertisement, linking those calls to the advertisement

.35 Direct-response advertising activities exclude advertising that,
though related to the direct-response advertising, is directed to an audience
that could not be shown to have responded specifically to the direct-response
advertising. For example, a television commercial announcing that order forms

§10,590.29
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(that are direct-response advertising) soon will be distributed directly to some
people in the viewing area would not be a direct-response advertising activity
because the television commercial is directed to a broad audience, not all of
which could be shown to have responded specifically to the direct-response
advertising.

Probable Future Benefits of Direct-Response Advertising
.36 The probable future benefits of direct-response advertising activities
are probable future revenues arising from that advertising in excess of future
costs to be incurred in realizing those revenues.
.37 Demonstrating that direct-response advertising will result in future
benefits requires persuasive evidence that its effects will be similar to the
effects of responses to past direct-response advertising activities of the entity
that resulted in future benefits. Such evidence should include verifiable his
torical patterns of results for the entity. Attributes to consider in determining
whether the responses will be similar include (a) the demographics of the
audience, (b) the method of advertising, (c) the product, and (d) economic
conditions.

.38 Industry statistics would not be considered objective evidence that
direct-response advertising will result in future benefits in the absence of the
specific entity’s operating history. If the entity does not have an operating
history for a particular product or service but does have operating histories for
other new products or services, statistics for the other products or services may
be used if it can be demonstrated that the statistics for the other products or
services are likely to be highly correlated to the statistics of the particular
product or service being evaluated. For example, test market results for a new
product or service may be used to support the view that the results of advertis
ing for current new products or services are likely to be highly correlated with
the results of advertising for new products or services previously sold by the
entity. In the absence of the expectation of a high degree of correlation, a
success rate based on historical ratios of successful products or services to total
products or services introduced to the marketplace would not be a sufficient
basis for reporting a portion of the costs of current-period advertising as
resulting in assets.
.39 Direct-response advertising costs that are not capitalized because it
cannot be demonstrated that the direct-response advertising will result in
future benefits should, not be retroactively capitalized in subsequent periods if
historical evidence in those subsequent periods indicates that the advertising
did in fact result in future benefits.

Basis of Measurement
.40 Based on the potential customers and the probable customer response
rates, direct-response advertising that is expected to produce future revenues
generally is undertaken before the customers’ identity is known. Such adver
tising is undertaken with the expectation that not all targets of the directresponse advertising will provide benefits but that the benefits created by the
customers who do respond to the advertising will justify the total advertising
costs. Accordingly, the cost of the direct-response advertising directed to all
prospective customers, not only the cost related to the portion of the potential
customers that are expected to respond to the advertising, should be used to
measure the amounts of such reported assets.
AICPA Technical Practice Aids
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Costs of Direct-Response Advertising
.41 Costs of direct-response advertising that should be included in
amounts reported as assets include only the following:

a.

Incremental direct costs of direct-response advertising incurred in
transactions with independent third parties—Examples of those
costs may include, but are not limited to, costs of idea development,
writing advertising copy, artwork, printing, magazine space, and
mailing.

b.

Payroll and payroll-related costs for the direct-response advertising
activities of employees who are directly associated with and devote
time to the advertising reported as assets—Examples of those activi
ties may include, but are not limited to, idea development, writing
advertising copy, artwork, printing, and mailing. The costs directly
related to those advertising activities should include only that por
tion of employees’ total compensation and payroll-related fringe
benefits directly related to time spent performing such activities.

For purposes of this SOP, administrative costs, rent, depreciation other than
depreciation of assets used directly for advertising activities (as discussed in
paragraph .30), and other occupancy costs are not costs of direct-response
advertising activities.

Components of Advertising Activities
.42 Advertising activities may have several component costs. Two pri
mary components, which are made up of other components, are the costs of (a)
producing advertisements, such as the costs of idea development, writing
advertising copy, artwork, printing, audio and video crews, actors, and other
costs, and (6) communicating advertisements that have been produced, such as
the costs of magazine space, television airtime, billboard space, and distribu
tion (postage stamps, for example).

Producing Advertising
.43 Costs of producing advertising are incurred during production rather
than when the advertising takes place.

Communicating Advertising
.44 Costs of communicating advertising are not incurred until the item or
service has been received and should not be reported as expenses before the
item or service has been received, except as discussed in paragraph .27. For
example—
•

The costs of television airtime should not be reported as advertising
expense before the airtime is used. Once it is used, the costs should be
expensed, unless the airtime was used for direct-response advertising
activities that meet the criteria for capitalization under this SOP.

•

The costs of magazine, directory, or other print media advertising
space should not be reported as advertising expense before the space
is used. Once it is used, the costs should be expensed, unless the space
was used for direct-response advertising activities that meet the
criteria for capitalization under this SOP.

Executory Contracts
.45 Some activities, such as product endorsements and sponsorships of
events, may be performed pursuant to executory contracts. Costs incurred un
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Copyright © 1996, American Institute of Certified Public Accountants, Inc.

19,861

Reporting on Advertising Costs

der executory contracts generally are recognized as performance under the
contract is received. Executory contracts should be evaluated to determine
whether the costs recognized under such contracts are advertising costs. To the
extent that those costs are advertising costs, such costs should be accounted for
in conformity with the guidance in this SOP.

Amortization of Capitalized Advertising Costs
.46 The amounts at which direct-response advertising is reported as
assets should be amortized on a cost-pool-by-cost-pool basis over the period
during which the future benefits are expected to be received using the method
described in paragraph .47.
.47 The amortization should be the amount computed using the ratio that
current period revenues for the direct-response advertising cost pool bear to
the total of current and estimated future period revenues for that directresponse-advertising cost pool. The amounts in this calculation should not be
discounted to net present value. The estimated amounts of future revenues for
that cost pool may increase or decrease over time, and the ratio should be
recalculated at each reporting date.7

Assessment of Realizability and Subsequent Measurement
.48 The realizability of the amounts of direct-response advertising re
ported as assets should be evaluated at each balance-sheet date by comparing
the carrying amounts of such assets on a cost-pool-by-cost-pool basis to the
probable remaining future net revenues expected to result directly from such
advertising. (For this evaluation, future net revenues are gross revenues less
the probable future costs of all goods and activities necessary to earn those
revenues, except amortization of direct-response advertising. Examples of such
future costs are the costs of goods sold, sales commissions, and payroll and
payroll-related costs associated with the future revenues.) If the carrying
amounts of such advertising exceed the remaining future net revenues that
probably will be realized from such advertising, the excess should be reported
as advertising expense of the current period. The reduced carrying amounts
should not be adjusted upward if estimates of future net revenues are sub
sequently increased.[8]

Disclosures
.49 The notes to the financial statements should disclose the following:

a.

The accounting policy selected from the two alternatives in the
beginning of paragraph .26 for reporting advertising, indicating
whether such costs are expensed as incurred or the first time the
advertising takes place

b.

A description of the direct-response advertising reported as assets (if
any), the accounting policy for it, and the amortization period

c.

The total amount charged to advertising expense for each income
statement presented, with separate disclosure of amounts, if any,
representing a write-down to net realizable value

7 Changes in estimated future revenues for a direct-response-advertising cost pool should be
reflected in the amortization calculation for current and future periods. Therefore, such changes in
estimates would not result in reporting amounts expensed in prior periods as assets in the current or
subsequent periods.
[8] [Footnote deleted.]
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d.

The total amount of advertising reported as assets in each balance
sheet presented

.50 The following illustrates the disclosures discussed in paragraph .49:
NoteX. Advertising
The Company expenses the production costs of advertising the first time the
advertising takes place, except for direct-response advertising, which is capi
talized and amortized over its expected period of future benefits.

Direct-response advertising, consists primarily of magazine advertisements
that include order coupons for the Company’s products. The capitalized costs
of the advertising are amortized over the three-month period following the
publication of the magazine in which it appears.
At December 31, 19XX, $1,000,000 of advertising was reported as assets.
Advertising expense was $10,000,000 in 19XX, including $500,000 for amounts
written down to net realizable value.

Amendments to Other Guidance
.51 This SOP amends SOP 88-1 [section 10,430] by requiring advertising
costs incurred in connection with route developmental costs related to the
preparation of new route operations to be accounted for in conformity with the
guidance in this SOP, rather than expensed as incurred. Paragraph 22 of SOP
88-1 [section 10,430.22] is amended as follows:
Because of the current deregulated environment and the uncertainty regarding
the recoverability of route developmental costs, the majority of the Accounting
Standards Executive Committee (AcSEC) believes that developmental costs,
other than advertising costs, related to preparation of operations of new routes
should not be capitalized, as previously permitted under the guide. (Advertising
costs should be accounted for in conformity with the guidance in SOP 93-7,
Reporting on Advertising Costs.) Route expansion or alteration has become a
recurring activity among the airlines, and any related cost is considered a
normal and recurring cost of conducting business.

.52 This SOP amends SOP 89-5 by requiring advertising costs incurred
as contract acquisition costs to be accounted for in conformity with the guid
ance in this SOP, rather than expensed as incurred. Paragraph 54 of SOP 89-5
is amended as follows:
Although there is theoretical support for deferring certain acquisition costs,
acquisition costs of providers of prepaid health care services, other than costs
of advertising, should be expensed as incurred. (Advertising costs should be
accounted for in conformity with the guidance in SOP 93-7, Reporting on
Advertising Costs.)

.53 This SOP amends SOP 90-8 by clarifying that advertising costs in
curred in connection with acquiring initial continuing care contracts should be
accounted for in conformity with the guidance in this SOP. SOP 90-8 is
amended by adding the following as a footnote after the word “advertising” in
the second bullet in paragraph 15:
Accounting for costs of advertising is not covered by this SOP. (Advertising costs
should be accounted for in conformity with the guidance in SOP 93-7, Reporting
on Advertising Costs.)

Effective Date and Transition
.54 This SOP is effective for financial statements for years beginning
after June 15,1994. Earlier application is encouraged in fiscal years for which
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financial statements previously have not been issued. Costs incurred, regard
less of whether or not they are reported as assets, before the initial application
of this SOP should not be adjusted to the amounts that would have been
reported as assets had this SOP been in effect when those costs were incurred.
However, the concepts included in the provisions of paragraphs .46 and .47
(amortization), paragraph .48 (assessment of realizability), and paragraph .49
(disclosures) of this SOP should be applied to any unamortized costs reported
as assets before the initial application of this SOP that continue to be reported
as assets after the effective date. In the year this SOP is first applied, the
financial statements should disclose the nature of the accounting changes
adopted to conform to the provisions of this SOP and their effect on income
before extraordinary items, net income, and related per share amounts.

Discussion of Conclusions and
Implementation Guidance
Expensing the Costs of Advertising Either as Incurred or the First
Time the Advertising Takes Place, Unless the Advertising Is
Direct-Response Advertising That Is Capitalized Under the SOP
.55 Practice for reporting the costs of advertising is diverse and includes
the following:

•

Some entities expense all such costs as the component services or items
are performed or received. For example, the costs of hiring an actor to
film a television commercial, which is one kind of component cost of
television advertising, may be expensed when the actor has completed
his or her acting assignment.

•

Some entities expense such costs the first time the advertising takes
place.

•

Some entities expense such costs over the estimated life of the adver
tising.

•

Some entities view the practices described in the three previous
bulleted items as points on a continuum, and they expense those costs
at some point on that continuum.

•

Some entities expense such costs over the period that revenues are
expected to result from the advertising.

.56 Some believe that all costs of advertising activities, other than directresponse advertising that results in probable future benefits and is capitalized
in conformity with the guidance in paragraph .26, should be expensed as the
component activities occur. They believe that if the costs of the component
activities are not capitalized under the SOP because it cannot be demonstrated
that there is an asset after the advertising occurs, it follows that there is no
basis for concluding that there is an asset before the advertising occurs.
.57 FASB Concepts Statement No. 5, paragraph 86, states that—
Consumption of economic benefits during a period may be recognized either
directly or by relating it to revenues recognized during the period:
. . . b. Many expenses, such as selling and administrative salaries, are recog
nized during the period in which cash is spent or liabilities are incurred for
goods and services that are used up either simultaneously with acquisition or
soon after. [Footnote reference omitted.]
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Some believe that the component costs of advertising activities, other than
direct-response advertising that results in probable future benefits and is
capitalized in conformity with the guidance in paragraph .26, result in assets
until at least the first time the advertising occurs. They believe that such costs
are not capitalized under this SOP after the advertising occurs because they do
not result in demonstrable probable future economic benefits, not because they
do not result in any probable future economic benefits. However, they believe
that the component costs of advertising have, at a minimum, benefits that are
received simultaneously with the advertising. They note that there must be
some economic benefit to advertising activities because entities continue to
undertake them. They also note that there is no opportunity for an entity to
benefit from advertising until it occurs. Therefore, they conclude that it is
reasonable to defer such costs until the first time the advertising takes place.

.58 Some believe the component costs of advertising activities, other than
direct-response advertising that results in probable future benefits and is
capitalized in conformity with the guidance in paragraph .26, result in assets
and should be amortized over the life of the advertising. They believe that the
component costs of advertising have benefits that are received over the period
the advertising is used. They note that there must be some economic benefit to
advertising activities over the period they are used, because entities incur
incremental costs to undertake them. Some believe that advertising should be
expensed over the period in which revenues are expected to result from the
advertising.

.59 AcSEC believes that the views discussed in paragraphs .55 through
.58 have merit and acknowledges that choosing from among the accounting
methods resulting from them is based to some extent on arbitrary judgments.
AcSEC believes that the views discussed in paragraph .58 should not be
adopted for advertising other than direct-response advertising, because prob
able future benefits beyond the first time the advertising takes place are too
uncertain and are not demonstrable or measurable with the degree of reliabil
ity required to recognize an asset. Further, AcSEC believes the diversity in
practice should be limited. AcSEC believes that the costs of advertising that
otherwise would not be capitalized under the SOP should be expensed no later
than the first time the advertising takes place. However, AcSEC is unable to
reach a consensus on whether the costs of advertising that would otherwise not
be capitalized under this SOP should be expensed (a) as incurred or (b) the first
time the advertising takes place. Therefore, for practical reasons (including the
likelihood that, for most entities, the financial statement effect of choosing the
accounting described by (a) to the exclusion of (b), or vice versa, would be
immaterial), AcSEC has concluded that entities should expense the costs of
advertising that otherwise would not be capitalized under this SOP either as
incurred or the first time the advertising takes place.

Capitalization of Direct-Response Advertising Costs Based on
FASB Concepts Statements
.60 AcSEC based its conclusions for capitalizing direct-response advertis
ing on FASB Concepts Statement Nos. 5 and 6. AcSEC also considered other
authoritative financial reporting literature that could be relevant to financial
reporting for advertising. Such other literature is excerpted in the appendix
[paragraph .81].
.61 AcSEC believes that advertising that results in an entity’s acquiring
or increasing probable future economic benefits meets the definition of an as-
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set. However, for most advertising, those benefits cannot be measured with the
degree of reliability required to report an asset in the financial statements.
AcSEC believes that direct-response advertising that meets certain criteria is
the only advertising that may result in benefits that can be measured with the
degree of reliability required to report an asset in the financial statements
after the first time the advertising takes place.

Recognition Criteria
.62 FASB Concepts Statement No. 5, paragraph 63, sets forth the criteria
of definition, measurability, relevance, and reliability that should be met to
report an item in the financial statements.

Definition of an Asset
.63 Paragraph 25 of Concepts Statement No. 6 states that “assets are
probable future economic benefits obtained or controlled by a particular entity
as a result of past transactions or events.” Advertising can create assets
according to that definition, and the costs of such advertising may qualify to be
capitalized.
.64 The probable future benefits are probable future revenues arising
from direct-response advertising in excess of the future costs to be incurred in
realizing those revenues. Those assets are deferrals, within the meaning of
paragraph 141 of Concepts Statement No. 6, resulting from current cash
payments or their equivalent. Recognition in income of the costs of such assets
is deferred until the future economic benefits underlying the assets are partly
or wholly realized or lost.
.65 Historical patterns of responses to the direct-response advertising or
contracts that are enforced generally are evidence that the reporting entity
obtains the benefits and can control others’ access to them.

Measurability
.66 The probable future revenues that will result from direct-response
advertising that meets the conditions for capitalization under this SOP can be
measured with the degree of reliability necessary to report the costs to obtain
them as an asset in financial statements. The list of attributes in paragraph 67
of Concepts Statement No. 5 includes historical cost, net realizable value, and
present value of future cash flows.

Relevance
.67 FASB Concepts Statement No. 1, Objectives ofFinancial Reporting by
Business Enterprises, paragraphs 34 to 40, states that financial reporting
should provide information that is useful in making rational economic deci
sions. That includes information helpful to users in assessing the amounts,
timing, and uncertainties of prospective net cash inflows, information about
the economic resources of an enterprise, and information about the effects of
transactions and circumstances that change resources. Information about the
future revenues that will result from direct-response advertising and the costs
incurred are relevant because they provide such information.

Reliability
.68 Paragraph 75 of Concepts Statement No. 5 states that to be reliable,
information must be “representationally faithful, verifiable, and neutral.”
Paragraph 77 amplifies that statement:
Unavailability or unreliability of information may delay recognition of an item,
but waiting for virtually complete reliability or minimum cost may make the
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information so untimely that it loses its relevance. At some intermediate point,
uncertainty may be reduced at a justifiable cost to a level tolerable in view of
the perceived relevance of the information. If other criteria are also met, that
is the appropriate point for recognition. Thus, recognition may sometimes
involve a trade-off between relevance and reliability.

.69 There is a broad spectrum of advertising activities and circumstances
in which they are undertaken. AcSEC believes that many kinds of advertising
activities may result in assets that meet the recognition criteria of definition,
measurability, and relevance. However, AcSEC believes that only certain
direct-response advertising can meet the recognition criteria of reliability after
the first time the advertising takes place. AcSEC believes advertising other
than direct-response advertising would not result in assets that are measur
able with the degree of reliability required to report an asset in the financial
statements after the first time the advertising takes place.

Specificity of Conditions That Must Be Met in Order to
Report the Probable Future Benefits of Direct-Response
Advertising as Assets
.70 The conditions in this SOP that must be met in order to report the
costs of direct-response advertising as assets beyond the first time the adver
tising takes place require reliable information. Those conditions are narrow
because it is generally difficult to determine the probable future benefits of
advertising with the degree of reliability sufficient to report the results of the
advertising as assets.

.71 AcSEC considered providing guidance that would require or prohibit
capitalization based on the use of econometric models, scanner studies, or other
forms of data gathering as evidence that advertising leads to a response
resulting in future benefits. Such forms of data gathering generally are de
signed to isolate the effects of all factors affecting revenue, such as advertising,
price, and season, to estimate the effects of advertising on sales. AcSEC
concluded that the SOP should prohibit capitalization of advertising based on
the use of such information as evidence, because the effects of factors other
than advertising on the production of revenue probably would not be measur
able with the degree of reliability required to rely on such models.

Period and Extent of Expected Future Benefits
.72 The response to advertising usually occurs shortly after the advertis
ing takes place, but in mail-order catalogue advertising, for example, it can
take place over a longer period.
.73 AcSEC considered providing guidance that would either permit or
prohibit reporting the costs of direct-response advertising as assets based on
the inclusion of future revenues from renewals or repeat sales. Reporting
entities with an established operating history, such as certain entities in
subscription businesses, may be able to measure such amounts with the
required degree of reliability and, if so, should report assets based on renewal
amounts. The reporting entity must exercise judgment about (a) the existence
of the degree of reliability required to determine the probability of renewals
and (b) whether those renewals result from the direct-response advertising
being accounted for. In order to conclude that the renewals result from the
direct-response advertising being accounted for, the renewals must not result
from significant direct-response advertising that took place subsequent to the
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direct-response advertising being accounted for. (As discussed in paragraph
.28, each significant advertising effort establishes a separate stand-alone cost
pool.) Examples of situations in which that required degree of reliability may
exist, without significant direct-response advertising subsequent to the directresponse advertising being accounted for, include the following:

•

The sale of subscriptions may be offered only through direct-response
advertising. The entity may have objective evidence that, historically,
a quantifiable percentage of subscriptions is renewed at the end of each
subscription period without a significant advertising effort. After the
subscription is purchased, in what is deemed to be an insignificant
advertising effort, renewal subscriptions are offered for sale by mailing
a renewal card to those who have subscriptions that will lapse soon.
The amount of direct-response advertising reported as assets and
amortized in future periods ordinarily would be based on the expected
total revenue to be realized over both the initial and the renewal
subscription periods.

•

A series of products, such as pieces in a chess set, may be offered for
sale only through direct-response advertising. After the first piece is
purchased, the remaining pieces are offered for sale by mailing a
response card to those who purchased the first piece in what is deemed
to be an insignificant advertising effort. The entity may have objective
evidence that, historically, each customer who buys the first piece will
buy a quantifiable percentage of the remaining pieces. If each of the
pieces is bought separately, the amount of direct-response advertising
reported as assets and amortized in future periods ordinarily would be
based on total revenue from all sales, including estimated future sales.

If significant marketing efforts are required to generate subsequent revenues
through renewal or repeat sales, those subsequent revenues would not qualify
as revenues resulting from the direct-response advertising that resulted in the
initial sale and initial stand-alone cost pool. For example, in the previous
bulleted item, if a pamphlet describing the chess set, its monetary and aesthetic
value, and the history of the game of chess is sent to those who purchased the
first piece, the amount of direct-response advertising reported as assets and
amortized in future periods would be based on sales of the first piece rather
than on the total of all sales including estimated future sales. However,
subsequent direct-response advertising may result in the capitalization of the
costs of that subsequent advertising, with its costs accumulated in a stand
alone cost pool, if the conditions for capitalization in this SOP are met.
.74 AcSEC concluded that it should not arbitrarily limit the period over
which the direct-response advertising should be amortized. However, AcSEC
believes that the reliability of accounting estimates decreases as the length of
the period for which such estimates are made increases. Therefore, the period
over which the benefits of direct-response advertising are amortized often is no
longer than the greater of one year or one operating cycle. However, under
certain circumstances, such as those discussed in paragraph .72, an entity may
be able to demonstrate that the duration of the probable future benefits is
greater than the longer of one year or one operating cycle.

Assets Should Be Reported Based on the Costs of the
Advertising Directed to All Prospective Customers
.75 Paragraph .40 of this SOP states, in part, that the “... cost of the
direct-response advertising directed to all prospective customers, not only the
AICPA Technical Practice Aids
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cost related to the portion of the potential customers that is expected to respond
to the advertising, should be used to measure the amounts of such reported
assets.” Some believe that guidance to be inconsistent with guidance in other
pronouncements issued by the FASB (such as FASB Statement Nos. 19 and 91)
that require costs to be capitalized based on the portion of the costs expected
to result in successful efforts. Other FASB pronouncements, such as FASB
Statement No. 53, permit capitalization of advertising based on the cost of
advertising directed to all potential customers.
.76 AcSEC compared and contrasted the guidance in this SOP with the
guidance in FASB Statement Nos. 19 and 91. AcSEC concluded that, in
general, any comparison of the guidance in Statement Nos. 19 and 91 should
consider the differences in the kinds of activities addressed by those State
ments and this SOP. In the extractive industries, drilling an oil well in a
location without proven reserves can be viewed as a discrete effort; in financial
industries, making or acquiring a loan can be viewed as a discrete effort.
However, few would view an individual unit of advertising, such as one piece
of advertising mailed as part of a direct-response advertising campaign, as a
discrete effort. The entire mailing, not merely an individual piece of mail,
constitutes the effort, and the advertiser evaluates the success of the advertis
ing based on the response to the entire advertising effort, not on the response
to one component of that effort.
.77 AcSEC believes the arguments supporting successful-effort account
ing for exploration activities in the oil and gas industry are based on the
inability to demonstrate, on an individual company basis, a direct cause-andeffect relationship between unsuccessful acquisition and exploration costs and
revenues derived from successful activities in unrelated geological areas. For
the kinds of activities capitalized under the guidance in this SOP, there is a
reliable and demonstrated relationship between total costs and future benefits
that is a direct result of incurring those costs. For example, reporting entities
capitalizing advertising in conformity with this SOP would have reliable
evidence that they must, for example, send out 1 million pieces of direct-mail
advertising in order to get 10 thousand responses. The cost of obtaining those
10 thousand responses is the cost of sending out the million pieces of mail. The
effort is the million pieces mailed, and documented operating history enables
those reporting entities to make reliable predictions about the relationship
between the total number of pieces of advertising mailed and the total future
revenues obtained.

Acquisition Cost of the Assets
.78 AcSEC used FASB Statement Nos. 19 and 91 as a basis for determin
ing the kinds of costs of direct-response advertising that result in assets that
should be included in the acquisition cost of the assets. AcSEC believes that
some activities, such as allocated overhead, may result in assets, but it excluded
such costs because measurements of the amounts that should be allocated to
advertising are too imprecise. The costs of materials bought from a supplier in
the production of advertising materials should be reported as costs of assets
from direct-response advertising if those materials can be directly attributed to
specific direct-response advertising. An example of such costs and activities is
the cost of paper bought from a third party used to produce catalogues.

Amortization
.79 APB Opinion 17, paragraph 32, states that intangible assets should
be amortized using the straight-line method, unless a company demonstrates
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that another systematic method is more appropriate. AcSEC used FASB
Statement No. 86 as a basis for determining the amortization method because
it believes the method used in that Statement generally is more appropriate.
AcSEC does not require straight-line amortization, because the benefits of
advertising sometimes are greater or less in future periods than in current
periods. AcSEC believes amortization should match the costs of obtaining the
future benefits with those benefits.

.80 In calculating the amortization of the amounts reported as assets
resulting from direct-response advertising, the amounts in the calculation
should not be discounted to net present value. The FASB currently is studying
discounting. Under current generally accepted accounting principles (GAAP),
assets resulting from direct-response advertising are nonmonetary assets, and
nonmonetary assets generally are not discounted. Further, the effect of dis
counting generally would not be material, because the amortization period
usually would be short.
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.81

Appendix

Other Financial Reporting Literature
The following sets forth relevant portions of authoritative and other finan
cial reporting literature that was considered by AcSEC in its deliberation of
financial reporting on advertising activities.
As discussed in paragraph .06 of this SOP, the guidance in this SOP does
not apply to transactions for which pronouncements in category (a) in para
graph 10 of SAS No. 69 provide guidance.

Guidance Included in Category (a) in Paragraph 10 of SAS
No. 69
APB Opinion 17
APB Opinion 17, Intangible Assets, paragraph 24, states the following:
... [A] company should record as assets the costs of intangible assets acquired
from other enterprises or individuals. Costs of developing, maintaining, or
restoring intangible assets which are not specifically identifiable, have inde
terminate lives, or are inherent in a continuing business and related to an
enterprise as a whole—such as goodwill—should be deducted from income
when incurred.

However, paragraph 28 states that “a reasonable estimate of the useful life may
often be based on upper and lower limits even though a fixed existence is not
determinable.”

APB Opinion 28
APB Opinion 28, Interim Financial Reporting, paragraph 15(a), states the
following:
Costs and expenses other than product costs should be charged to income in
interim periods as incurred, or be allocated among interim periods based on an
estimate of time expired, benefit received or activity associated with the
periods. Procedures adopted for assigning specific cost and expense items to an
interim period should be consistent with the bases followed by the company in
reporting results of operations at annual reporting dates. However, when a
specific cost or expense item charged to expense for annual reporting purposes
benefits more than one interim period, the cost or expense item may be allocated
to those interim periods.

Paragraph 16(d) states the following:
Advertising costs may be deferred within a fiscal year if the benefits of an
expenditure made clearly extend beyond the interim period in which the
expenditure is made. Advertising costs may be accrued and assigned to interim
periods in relation to sales prior to the time the service is received if the
advertising program is clearly implicit in the sales arrangement.

FASB Statement No. 2
FASB Statement No. 2, Accounting for Research and Development Costs,
provides no specific guidance on the financial reporting treatment of advertis
ing but does include a discussion from which parallels can be drawn. Appendix
B, “Basis for Conclusions,” includes uncertainty of probable future benefits,
lack of causal relationship between expenditures and benefits, and measurabil
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ity of probable future economic benefits as bases for the FASB’s conclusion that
the costs of research and development should be reported as expenses when
incurred and, in effect, that the benefits of that activity should not be reported
as assets. The FASB considered the concept of selective reporting of assets for
those activities, which would involve establishing conditions that would have
to be met before the benefits of research and development could be reported as
assets. However, because the factors on which such conditions might be based
could not be objectively and comparably applied by all enterprises, the FASB
rejected this concept for research and development activities.

The Statement, in paragraph 11, includes both internal and external costs
among the costs to be identified with research and development activities.

FASB Statement No. 13
FASB Statement No. 13, Accounting for Leases, as amended by FASB
Statement No. 91, Accounting for Nonrefundable Fees and Costs Associated
with Originating or Acquiring Loans and Initial Direct Costs of Leases, para
graph 24, states that “initial direct costs shall not include costs related to
activities performed by the lessor for advertising [and] soliciting potential
lessees .. .” and therefore requires that the costs of advertising, as they pertain
to leases, be reported as expenses when incurred.

FASB Statement No. 19
FASB Statement No. 19, Financial Accounting and Reporting by Oil and
Gas Producing Companies, is discussed in the “Discussion of Conclusions and
Implementation Guidance” section of this SOP.

FASB Statement No. 51
FASB Statement No. 51, Financial Reporting by Cable Television Compa
nies, appendix A, paragraph 17, states that “direct selling costs include . . . local
advertising targeted for acquisition of new subscribers . ..” and requires that
they be reported as expenses when incurred, but initial hookup revenue may
be recognized to the extent such costs are incurred.

FASB Statement No. 539
FASB Statement No. 53, Financial Reporting by Producers and Distributors of
Motion Picture Films, requires in paragraph 15 that the probable future economic
benefits of exploitation activities, including prerelease and early-release advertis
ing of films in both primary and secondary markets that probably will benefit the
film in future markets, be reported as film inventory at cost and amortized based
on the ratio that gross revenues from the film for the current period bear to total
anticipated gross revenues from the film during its useful life. The costs of local
advertising that is “not clearly expected to benefit the film in future markets . . .
shall be charged to expense in the period incurred.”

FASB Statement No. 60
FASB Statement No. 60, Accounting and Reporting by Insurance Enter
prises, requires in paragraph 29 that the probable future economic benefits of
policy acquisition activities be reported as assets at cost and amortized in
proportion to premium revenue reported. Appendix A, paragraph 66, defines
acquisition costs as—
9 In 2000, the FASB rescinded FASB Statement No. 53 and AcSEC issued SOP 00-2, Accounting
by Producers or Distributors of Films [section 10,800]. The provisions of this SOP apply to entities
within the scope of SOP 00-2 [section 10,800], [Footnote added, effective for financial statements for
fiscal years beginning after December 15, 2000, by Statement of Position 00-2.]
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Costs incurred in the acquisition of new and renewal insurance contracts. Acqui
sition costs include those costs that vary with and are primarily related to the
acquisition of insurance contracts (for example, agent and broker commissions,
certain underwriting and policy issue costs, and medical and inspection fees).

The Statement does not discuss whether acquisition activities include adver
tising activities.

FASB Statement No. 67
FASB Statement No. 67, Accounting for Costs and Initial Rental Operations
ofReal Estate Projects, appendix A, paragraph 28, defines the following terms:
Costs Incurred to Rent Real Estate Projects
Examples of such costs include costs ofmodel units and their furnishings, rental
facilities, semipermanent signs, rental brochures, advertising, “grand open
ings,” and rental overhead including rental salaries.

Costs Incurred to Sell Real Estate Projects
Examples of such costs include costs of model units and their furnishings, sales
facilities, sales brochures, legal fees for preparation of prospectuses, semiper
manent signs, advertising, “grand openings,” and sales overhead including
sales salaries.

The probable future economic benefits of activities undertaken to sell real
estate projects are reported as assets at cost if their costs are realizable from
the sale of the project and are incurred for tangible assets that are used
throughout the selling period to help sell the project. Paragraph 19 states that
“capitalized selling costs shall be charged to expense in the period in which the
related revenue is recognized as earned.”
Paragraphs 20 and 21 state:
If costs incurred to rent real estate projects, other than initial direct costs, under
operating leases are related to and their recovery is reasonably expected from
future rental operations, they shall be capitalized. Examples of such costs are costs
of model units and their furnishings, rental facilities, semipermanent signs,
“grand openings,” and unused rental brochures. Costs that do not meet the criteria
for capitalization shall be expensed as incurred, for example, rental overhead.
Capitalized rental costs directly related to revenue from a specific operating
lease shall be amortized over the lease term. Capitalized rental costs not
directly related to revenue from a specific operating lease shall be amortized
over the period of expected benefit. The amortization period shall begin when
the project is substantially completed and held available for occupancy. Esti
mated unrecoverable amounts of unamortized capitalized rental costs associ
ated with a lease or group of leases shall be charged to expense when it becomes
probable that the lease(s) will be terminated. [Footnote reference omitted.}

FASB Statement No. 86
FASB Statement No. 86, Accounting for the Costs of Computer Software to
Be Sold, Leased, or Otherwise Marketed, provides no specific guidance on
reporting on advertising, but it does provide guidance from which parallels can
be drawn. Under the Statement, all costs incurred internally to create computer
software products are reported as expenses when incurred until technological
feasibility has been established for the products. For certain production costs
of specific activities whose probable future benefits are reported as assets,
paragraph 8 states:
The annual amortization shall be the greater of the amount computed using
(a) the ratio that current gross revenues for a product bear to the total of current
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and anticipated future gross revenues for that product or (b) the straight-line
method over the remaining estimated economic life of the product including the
period being reported on.
The unamortized amount of assets reported is compared to their net realizable
value at the reporting date and is written down to the extent that it exceeds
the net realizable value.

FASB Statement No. 91
FASB Statement No. 91, Accounting for Nonrefundable Fees and Costs
Associated with Originating or Acquiring Loans and Initial Direct Costs of
Leases, requires the probable future economic benefits of direct loan origination
activities to be reported as assets at cost, which should be amortized over the
lives of the loans with the amortization reported as yield adjustments. Para
graph 6 states that “direct loan origination costs of a completed loan shall
include only (a) incremental direct costs of loan origination incurred in trans
actions with independent third parties for that loan and (6) certain costs
directly related to specified activities performed by the lender for that loan.”
Those specified activities do not include advertising or marketing. Paragraph
7 states that “all other lending-related costs, including costs related to activities
performed by the lender for advertising [and] soliciting potential borrowers ...
shall be charged to expense as incurred.”

Guidance That Is Not Included in Category (a) of Paragraph 10
of SAS No. 69 but That Is Not Affected by This SOP
Industry Audit Guide Audits of Stock Life Insurance Companies
Paragraphs 8.27 to 8.30 of the AICPA Industry Audit Guide Audits of Stock
Life Insurance Companies state that acquisition expenses should be deferred
only if the expense both varies with and is primarily related to the production
of new business. Paragraph 8.30 of the guide states that advertising activities
are acquisition activities.
Advertising activities that are policy acquisition activities should continue
to be accounted for in conformity with the guidance in FASB Statement No. 60
and Audits of Stock Life Insurance Companies.

Audit and Accounting Guide Audits of Property and Liability Insur
ance Companies
Paragraphs 3.34 and 8.13 of the AICPA Audit and Accounting Guide Audits
ofProperty and Liability Insurance Companies state that acquisition costs that
vary with and are primarily related to the acquisition of new and renewal
business should be capitalized as deferred acquisition costs. The guide does not
state whether advertising activities are acquisition activities.

Advertising activities that are policy acquisition activities should continue
to be accounted for in conformity with the guidance in FASB Statement No. 60
and Audits of Property and Liability Insurance Companies.

FASB Technical Bulletin No. 90-1
FASB Technical Bulletin No. 90-1, Accounting for Separately Priced Ex
tended Warranty and Product Maintenance Contracts, discusses advertising
costs incurred in connection with acquiring extended warranty and product
maintenance contracts. Paragraph 4 states the following:
Costs that are directly related to the acquisition of a contract and that would
have not been incurred but for the acquisition of that contract (incremental di-
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rect acquisition costs) should be deferred and charged to expense in proportion
to the revenue recognized. All other costs, such as ... advertising expenses ...
should be charged to expense as incurred.

Guidance That Is Not Included in Category (a) of Paragraph 10
of SAS No. 69 That Is Amended by This SOP
SOP 88-1
AICPA SOP 88-1, Accounting for Developmental and Preoperating Costs,
Purchases and Exchanges of Take-off and Landing Slots, and Airframe Modi
fications, paragraphs 19 to 24 [section 10,430.19-24], amends Audits of Air
lines by recommending that the probable future economic benefits of
developmental activities not be reported as assets, “because of the current
deregulated environment and the uncertainty regarding the recoverability” of
the costs of such activities. The SOP states that the basis for the conclusion in
the guide was that the airline industry operated in a regulated environment
and “the expected future benefit and recoverability of such costs was generally
not in doubt.... Route expansion or alteration has become a recurring activity
among the airlines, and any related cost is considered a normal and recurring
cost of conducting business.”

Paragraph 51 of this SOP discusses amendments to SOP 88-1 [section
10,430.51].

SOP 89-5
Paragraphs 50 to 54 of SOP 89-5, Financial Accounting and Reporting by
Providers of Prepaid Health Care Services, discuss accounting for contract
acquisition costs. Paragraph 51 lists advertising as one kind of contract acqui
sition cost. Paragraph 54 states that “.. . acquisition costs of providers of
prepaid health care services should be expensed as incurred.”

Paragraph 52 of this SOP discusses amendments to SOP 89-5.

SOP 90-8
Paragraph 65 of SOP 90-8, Financial Accounting and Reporting by Continu
ing Care Retirement Communities, states the following:
Costs of acquiring initial continuing-care contracts that are expected to be
recovered from future contract revenues should be capitalized. These costs
should be amortized to expense on a straight-line basis over the average
expected remaining lives of the residents under contract or the contract term,
if shorter. Costs of acquiring continuing-care contracts after a CCRC [continuing-care retirement community] is substantially occupied or one year following
completion should be expensed when incurred.

Paragraph 15 states that advertising is not a cost of acquiring an initial
continuing-care contract.

Some believe that SOP 90-8 includes no guidance for reporting the costs of
advertising activities. Others believe that the exclusion of advertising activities
from the definition of the costs of acquiring an initial continuing-care contract
is a prohibition against capitalizing advertising under the guidance in para
graph 63.
Paragraph 53 of this SOP discusses amendments to SOP 90-8.
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Section 10,610

Statement of Position 94-3
Reporting of Related Entities by
Not-for-Profit Organizations
September 2, 1994
NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least two-thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider ifthe accounting treatment of a transaction or event is not specified
by a pronouncement covered by Rule 203 of the AICPA Code of Professional
Conduct. In such circumstances, the accounting treatment specified by this
Statement of Position should be used, or the member should be prepared to justify
a conclusion that another treatment better presents the substance of the
transaction in the circumstances.

Introduction
.01 The purpose of this statement of position (SOP) is to provide guidance
to users and preparers of not-for-profit organizations’ financial statements that
will produce greater uniformity and comparability in the reporting of invest
ments in majority-owned for-profit subsidiaries, investments in less than
50-percent-owned for-profit entities, and related but separate not-for-profit
organizations. This SOP does not address how to prepare consolidated finan
cial statements,1 nor does it address all the conceptual issues underlying the
reporting of relationships not evidenced by ownership.2

Scope
.02 This SOP—

•

Amends and makes uniform the guidance concerning the reporting of
related entities in the following AICPA publications:

1 Consolidation of a parent and subsidiary organizations requires the presentation of a single set
of amounts for the entire reporting entity. Combination, as discussed in paragraphs 22 and 23 of
Accounting Research Bulletin (ARB) No. 51, Consolidated Financial Statements, refers to financial
statements prepared for organizations among which common control exists but for which the parent
subsidiary relationship does not exist. Both consolidation and combination require elimination of
interorganization transactions and balances. This SOP provides no guidance concerning commonly
controlled not-for-profit organizations.
2 As discussed in appendix C [paragraph .18], the Financial Accounting Standards Board (FASB)
has on its agenda a project on consolidations and related matters. One of the phases of that project
concerns financial reporting guidance for not-for-profit entities.

AICPA Technical Practice Aids

§10,610.02

19,922

Statements of Position

—

Industry Audit Guides Audits of Voluntary Health and Welfare
Organizations and Audits of Colleges and Universities
*
— Audit and Accounting Guide Audits of Certain Nonprofit Organi
zations
— SOP 78-10, Accounting Principles and Reporting Practices for
Certain Nonprofit Organizations3

•

Does not apply to entities or activities that are covered by the AICPA
Audit and Accounting Guide Audits ofProviders of Health Care Services

Conclusions
.03 This SOP provides guidance for reporting (a) investments in for-profit
majority-owned subsidiaries, (b) investments in common stock of for-profit
entities wherein the not-for-profit organization has a 50 percent or less voting
interest, and (c) financially interrelated not-for-profit organizations.

.04 Whether the financial statements of a reporting not-for-profit organi
zation and those of one or more other entities should be consolidated, whether
those other entities should be reported using the equity method, and the extent
of the disclosure that should be required, if any, should be based on the nature
of the relationships between the entities.

Investments in For-Profit Majority-Owned Subsidiaries
.05 Not-for-profit organizations with a controlling financial interest in a
for-profit entity through direct or indirect ownership of a majority voting
interest in that entity should follow the guidance in ARB 51, as amended by
FASB Statement No. 94, Consolidation ofAll Majority-Owned Subsidiaries, in
determining whether the financial position, results of operations, and cash
flows of the for-profit entity should be included in the not-for-profit organiza
tion’s financial statements.

Investments in Common Stock of For-Profit Entities Wherein the
Not-for-Profit Organization Has a 50 Percent or Less Voting Interest
.06 Investments in common stock of for-profit entities wherein the notfor-profit organization has 50 percent or less of the voting stock in the investee
* The AICPA Audit and Accounting Guides Audits of Colleges and Universities, Audits of Volun
tary Health and Welfare Organizations, and Audits of Certain Nonprofit Organizations were super
seded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit Organizations.
However, because the accounting guidance contained in these Guides remained applicable to certain
governmental entities (pursuant to the provisions of GASB Statement Nos. 15, Governmental College
and University Accounting and Financial Reporting Models, and 29, The Use of Not-for-Profit
Accounting and Financial Reporting Principles by Governmental Entities'), the AICPA continued to
make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling
these Guides.
Accordingly, Audits of Colleges and Universities, Audits of Voluntary Health and Welfare Organiza
tions, and Audits of Certain Nonprofit Organizations will no longer be included as part of this
loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance in
these Guides will no longer be applicable to any governmental entities. Please note that the Guides have
not been updated since 1994. Therefore, if you already have a Guide, and choose to continue using it until
the phase-in period is complete, you must consider guidance issued since they were last updated.
3 SOP 78-10 has no effective date. This SOP amends, but does not affect the status of, SOP 78-10.
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should be reported under the equity method in conformity with Accounting
Principles Board (APB) Opinion No. 18, The Equity Method ofAccounting for
Investments in Common Stock, if the guidance in that Opinion requires use of
the equity method, subject to the exception in paragraph .07 of this SOP. Also,
not-for-profit organizations should make the financial statement disclosures
required by APB Opinion 18 if the guidance in that Opinion requires them.

.07 Some AICPA audit guides applicable to some not-for-profit organiza
tions permit investment portfolios to be reported at market value. Not-forprofit organizations that choose to report investment portfolios at market
value in conformity with the AICPA audit guides may do so instead of applying
the equity method to investments covered by paragraph .06 of this SOP.

Financially Interrelated Not-for-Profit Organizations
.08 Not-for-profit organizations may be related to one or more other not-forprofit organizations in numerous ways, including ownership, control,4 and
economic interest.
.09 As discussed in paragraphs .10-.13, the various kinds and combina
tions of control and economic interest result in various financial reporting.
Certain kinds of control result in consolidation (paragraph .10). Other kinds of
control result in consolidation only if coupled with an economic interest (para
graph .11). Still other kinds of control result in consolidation being permitted
but not required if coupled with an economic interest (paragraph .12). The
existence of control or an economic interest, but not both, is discussed in
paragraph .13.
.10 Not-for-profit organizations with a controlling financial interest in
another not-for-profit organization through direct or indirect ownership of a
majority voting interest in that other not-for-profit organization should con
solidate that other organization, unless control is likely to be temporary or does
not rest with the majority owner, in which case consolidation is prohibited, as
discussed in paragraph 13 of FASB Statement No. 94.
.11 In the case of (a) control through a majority ownership interest5 by
other than ownership of a majority voting interest, as discussed in paragraph
.10, or control through a majority voting interest in the board of the other entity
and (b) an economic interest in other such organizations, consolidation is
required, unless control is likely to be temporary or does not rest with the
majority owner, in which case consolidation is prohibited, as discussed in
paragraph 13 of FASB Statement No. 94.6
4 Words or terms defined in the Glossary [paragraph .20] are in italicized type the first time they
appear in this SOP.
5 Ownership of not-for-profit organizations may be evidenced in various ways because not-forprofit organizations may exist in various legal forms, such as corporations issuing stock, corporations
issuing ownership certificates, membership corporations issuing membership certificates, joint ven
tures, and partnerships, among other forms.
6 Interests by not-for-profit organizations in other not-for-profit organizations may be less than
complete interests. For example, a not-for-profit organization may appoint 80 percent of the board of
the other not-for-profit organization. If the conditions for consolidation in this SOP are met, the basis
of that consolidation would not reflect a minority interest for the portion of the board that the
reporting not-for-profit organization does not control, because there is no ownership interest other
than the interest of the reporting not-for-profit organization. However, some not-for-profit organiza
tions may enter into agreements with other entities, such as sharing revenue from fund-raising
campaigns, resulting in liabilities to those other entities. In such circumstances, those liabilities
should be reported.
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.12 Control of a separate not-for-profit organization in which the report
ing organization has an economic interest may take forms other than majority
ownership or voting interest; for example, control may be through contract or
affiliation agreement. In circumstances such as these, consolidation is permit
ted but not required, unless control is likely to be temporary, in which case
consolidation is prohibited, as discussed in paragraph 13 of FASB Statement
No. 94. If the reporting organization controls a separate not-for-profit organi
zation through a form other than majority ownership or voting interest and has
an economic interest in that other organization, and consolidated financial
statements are not presented, the notes to the financial statements should
include the following disclosures:

•

Identification of the other organization and the nature of its relation
ship with the reporting organization that results in control

•

Summarized financial data of the other organization including—
— Total assets, liabilities, net assets, revenue, and expenses
— Resources that are held for the benefit of the reporting organiza
tion or that are under its control

•

The disclosures set forth in FASB Statement No. 57, Related Party
Disclosures

.13 In the case of control and an economic interest, the presentation of
consolidated financial statements, as discussed in paragraph .11, or the disclo
sures, as discussed in paragraph .12, are required. The existence of control or
an economic interest, but not both, precludes consolidation, except as stated in
the next sentence, but requires the disclosures set forth in FASB Statement
No. 57.7 Entities that otherwise would be prohibited from presenting consoli
dated financial statements under the provisions of this SOP, but that currently
present consolidated financial statements in conformity with the guidance in
SOP 78-10, may continue to do so.

.14 If consolidated financial statements are presented, they should dis
close any restrictions made by entities outside of the reporting entity on
distributions from the controlled not-for-profit organization to the reporting
organization and any resulting unavailability of the net assets of the controlled
not-for-profit organization for use by the reporting organization.

Effective Date and Transition
.15 This SOP is effective for financial statements issued for fiscal years
beginning after December 15,1994, except for not-for-profit organizations that
have less than $5 million in total assets and less than $1 million in annual
expenses. For those organizations, the effective date shall be for fiscal years
beginning after December 15, 1995. Earlier application is permitted. For
organizations that adopt FASB Statement No. 117, Financial Statements of
Not-for-Profit Organizations, prior to its effective date, earlier application of
this SOP is encouraged. Comparative financial statements for earlier periods
included with those for the period in which this SOP is adopted should be
restated.
7 The existence of an economic interest does not necessarily cause the entities to be related
parties, as defined in FASB Statement No. 57. However, the disclosures required by that Statement
also are required under this SOP if an economic interest exists.
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Appendix A
Background Information and Discussion of Conclusions
A-l. This section discusses considerations that were deemed significant by
members of AcSEC in reaching the conclusions in this SOP. It includes reasons
for accepting certain views and rejecting others. Individual AcSEC members
gave greater weight to some factors than to others.

Background
Characteristics and Objectives of Financial Reporting
A-2. FASB Statement of Financial Accounting Concepts No. 4, Objectives
of Financial Reporting by Nonbusiness Organizations, states, among other
things, that financial reporting by not-for-profit organizations should provide
information—
. . . that is useful to ... resource providers ... in making rational decisions
about the allocation of resources to those organizations. (paragraph 35)

and that is
.. . about the economic resources, obligations, and net resources of an organi
zation and the effects of transactions . . . that change resources and interests
in those resources, (paragraph 43)

A-3. FASB Concepts Statement No. 2, Qualitative Characteristics of Ac
counting Information, as amended by FASB Concepts Statement No. 6, Ele
ments of Financial Statements, examines the characteristics that make
accounting information useful. The Statement sets forth a hierarchy of quali
ties, with usefulness for decision making being most important. The two
primary characteristics that make accounting information useful are relevance
and reliability. Comparability, which includes consistency, interacts with rele
vance and reliability to increase the usefulness of information.
A-4. Information about the nature of relationships and forms of control
among not-for-profit organizations and between not-for-profit organizations
and for-profit entities should contribute to the objectives set forth in FASB
Concepts Statement No. 4, as well as meet the criteria for accounting informa
tion set forth in Concepts Statement No. 2. As indicated in paragraphs A-11
and A-12 of this SOP, the information currently presented in not-for-profit
organizations’ financial statements may not meet the objectives set forth in
Concepts Statement No. 4.

A-5. Related but separate not-for-profit organizations and for-profit enti
ties result from the following:
a.

The decision of not-for-profit organizations to structure their opera
tions in a manner that helps them achieve their mission

b.

Investments by not-for-profit organizations in for-profit entities

Structure of Not-for-Profit Organizations

A-6. Not-for-profit organizations conduct their operations through a vari
ety of organizational structures. The Not-For-Profit Organization Reporting
Entity (the Holder Report), a 1986 research report by William W. Holder,
identifies three basic kinds of organizational structure:
AICPA Technical Practice Aids
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Simple structures, consisting of a single entity that conducts all
operations and activities of the organization

a.

b.

Separate entities, conducting individual program activities

c.

Single entity and separate entities, conducting, respectively, program
activities and support and other noncentral activities, such as fundraising

Relationship of Separate Entities to Each Other

A- 7. The Holder Report, as well as other studies, identified a variety of
relationships that could indicate that the resources and activities of an entity
are controlled by another entity. Among the most widespread are the following:
•

Ownership—One entity is the legal owner of another entity, either
through stock ownership or some other means, such as membership
in a membership corporation.

•

Board membership—(a) One entity has the ability to appoint or elect
a voting majority of the board of directors of another entity or (6) a
voting majority of one entity’s board, as a result of its charter or
bylaws, is also a voting majority of the board of another entity.

•

Charter or bylaws—The corporate charter or bylaws of an entity limits
its activities to those that are beneficial to another entity.

•

Oversight relationship—A national charter establishes conditions,
such as financial relationships or an accreditation process, for a
separate entity’s use of a national name or participation in the activi
ties of a national organization.

•

Contract—The relationship between separate entities is spelled out in
a written contract.

Factors Influencing Relationships of Separate Entities to Each Other

A -8. According to the Holder Report, the most common reasons for estab
lishing separate entities are the following:
•

Taxes—To ensure the income tax deductibility of contributions by
donors and to avoid problems of unrelated business income for taxa
tion purposes

•

Legal—To limit legal liability; protect funding sources; and avoid laws,
rules, and regulations perceived to be overly restrictive

•

Organization—To establish clear-cut organizational limits of author
ity and autonomy for various activities

•

Public identity—To create a separate, distinct public identity for the
specific activity in question

Generally, entities that are established for these reasons are not-for-profit
organizations; however, they also may be for-profit entities, principally for tax
reasons.

Not-for-Profit Organization Investment Portfolio Relationships

A-9. Not-for-profit organizations’ investment portfolios may include own
ership interests in for-profit entities. Such investments generally are made to
earn returns on assets rather than to conduct operating activities and fre
quently are held for long-term investment purposes. Some not-for-profit organi
zations holding such investments own more than 20 percent interests in these
for-profit organizations; for example—
§10,610.16
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•

A federated fund-raising organization may hold a majority interest in
an oil company.

•

A not-for-profit organization’s endowment fund may include control
ling interests in shopping malls, commercial buildings, and venture
capital funds.

Current practice for reporting such investments is diverse, including cost, lower
of cost or market, fair market value, and the equity method. Such investments
generally are not reported by consolidating their financial statements with the
financial statements of the reporting not-for-profit organizations.

Current Authoritative Literature

A
-10. Current authoritative literature on reporting the resources and
activities of related entities of which one or more is a not-for-profit organization
is inconsistent. Two noteworthy instances are the following:
•

Appendix B [paragraph .17] discusses the inconsistencies in the AICPA
audit and accounting guides and the SOP listed in paragraph .02 of this
SOP. Efforts to correct or address these inconsistencies will take a long
time, and no immediate guidance is anticipated other than this SOP.

•

There has been uncertainty in practice over whether and to what
extent certain pronouncements of the FASB—for example, FASB
Statement No. 94—apply to not-for-profit organizations. In September
1994, the AICPA Accounting Standards Executive Committee (Ac
SEC) issued SOP 94-2, The Application ofthe Requirements ofAccount
ing Research Bulletins, Opinions of the Accounting Principles Board,
and Statements and Interpretations of the Financial Accounting
Standards Board to Not-for-Profit Organizations [section 10,600],
which provides that not-for-profit organizations should follow the
guidance in effective provisions of ARBs, APB Opinions, and FASB
Statements and Interpretations except for specific pronouncements
that explicitly exempt not-for-profit organizations.

Appendix C [paragraph .18] summarizes other projects related to this SOP and
their current status.

Needs of Financial Statement Users
A-11. Because of the variety of organizational structures, the nature of the
relationships among separate entities, and the inconsistency of the guidance
in the current authoritative accounting literature, the needs of users of not-forprofit organizations’ financial reports described in FASB Concepts Statement
Nos. 2 and 4 may not be met.
A-12. Among the deficiencies noted by creditors, identified in the Holder
Report, are the following:
•

Relationships with and among affiliated entities and other related
parties are not always clear and readily understandable in an organi
zation’s financial reports.

•

Creditors sometimes are unable to understand the scope of activities
and range of entities that make up the reporting entity simply by
reading the financial reports.

Substantially different reporting practices exist for similar economic
circumstances.
Among the deficiencies noted by grantors and contributors, also identified in
the Holder Report, are the following:
•

AICPA Technical Practice Aids

§10,610.16

19,928

Statements of Position

•

Reporting for fund-raising and administrative activities sometimes is
fragmented into more than one set of financial statements.

•

The level of disclosure in financial statements about the kinds of
activities conducted and the existence and inclusion of related entities
is inadequate. Of specific concern is whether all the resources control
led and all the activities conducted by a not-for-profit organization are
included in its financial statements.

Reporting and Disclosures
A-13. Relationships between not-for-profit organizations and other enti
ties range from complete control of the other entities by a central organization
to a loose association. These relationships have resulted in the following eight
financial reporting alternatives:
a. Consolidation or combination under the guidelines in ARB 51, FASB
Statement No. 94, and SOP 78-10
b. Reporting the investment under the equity method of accounting for
investments
c.
d.
e.
f.
g.
h.

Reporting the investment at cost
Reporting the investment at market
Reporting the investment at the lower of cost or market
Disclosures similar to those under the AICPA Audit and Accounting
Guide Audits of Providers of Health Care Services
Related-party disclosures under the guidelines of FASB Statement
No. 57
No reporting or disclosures

Consolidation and Combination
A-14. Drawing on ARB 51, FASB Statement No. 94, paragraph 1, states:
The purpose of consolidated statements is to present, primarily for the benefit of
the shareholders and creditors of the parent company, the results of operations
and the financial position of a parent company and its subsidiaries essentially as
if the group were a single company with one or more branches or divisions.

A-15. SOP 78-10, which is included in the AICPA Audit and Accounting
Guide Audits of Certain Nonprofit Organizations
*
and which predates FASB
Statement No. 94, states in paragraphs 42 and 43:
* The AICPA Audit and Accounting Guides Audits of Colleges and Universities, Audits of Volun
tary Health and Welfare Organizations, and Audits of Certain Nonprofit Organizations were super
seded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit Organizations.
However, because the accounting guidance contained in these Guides remained applicable to certain
governmental entities (pursuant to the provisions of GASB Statement Nos. 15, Governmental College
and University Accounting and Financial Reporting Models, and 29, The Use of Not-for-Profit
Accounting and Financial Reporting Principles by Governmental Entities), the AICPA continued to
make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling
these Guides.
Accordingly, Audits of Colleges and Universities, Audits of Voluntary Health and Welfare Organiza
tions, and Audits of Certain Nonprofit Organizations will no longer be included as part of this
loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance in
these Guides will no longer be applicable to any governmental entities. Please note that the Guides have
not been updated since 1994. Therefore, if you already have a Guide, and choose to continue using it until
the phase-in period is complete, you must consider guidance issued since they were last updated.
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For a reporting organization that controls another organization having a compat
ible purpose, it is presumed that combined or combining financial statements are
more meaningful than separate statements and are usually necessary for a fair
presentation in conformity with generally accepted accounting principles. Control
means the direct or indirect ability to determine the direction of the management
and policies through ownership, by contract, or otherwise.

The accounting standards division has considered the foregoing definition in
relation to the nonprofit organizations covered by this statement of position
and has concluded that it may be construed by some to be so broad, considering
the structure of some nonprofit organizations, that presentation of combined
financial statements might have relatively little value to users of such combined
statements, particularly in relation to the cost of their preparation.

SOP 78-10, paragraph 44, states, in part:
... combined financial statements should be presented if (1) control exists as
defined in paragraph 42 and (2) any of the following circumstances exists:
a.

Separate entities solicit funds in the name of and with the expressed or
implied approval of the reporting organization, and substantially all of
the funds solicited are intended by the contributor or are otherwise
required to be transferred to the reporting organization or used at its
discretion or direction.

b.

A reporting organization transfers some of its resources to another
separate entity whose resources are held for the benefit of the reporting
organization.

c.

A reporting organization assigns functions to a controlled entity whose
funding is primarily derived from sources other than public contributions.

Equity Method
A-16. APB Opinion 18 states in paragraph 17:
... the equity method of accounting for an investment in common stock should...
be followed by an investor whose investment in voting stock gives it the ability to
exercise significant influence over operating and financial policies ofan investee even
though the investor holds 50% or less of the voting stock. Ability to exercise that
influence may be indicated in several ways, such as representation on the board of
directors, participation in policy making processes, material intercompany transac
tions, interchange of managerial personnel, or technological dependency.

Disclosures

A-17. Paragraph 13.04 ofAudits ofProviders ofHealth Care Services suggests
presenting “summarized information about the assets, liabilities, results of opera
tions, and changes in fund balances of related organizations” that “describe the
nature of the relationships between... the related organizations ”
A-18. FASB Statement No. 57 requires the following disclosures for mate
rial related-party transactions:
•

The existence and nature of the relationship

•

A description of the transactions between the entities, summarized if
appropriate, for the period reported on, including amounts, if any, and any
other information deemed necessary to an understanding of the effects of
those transactions on the reporting organization’s financial statements

•

The dollar volume of transactions between the entities and the effects
of any changes in the method of establishing their terms from the
preceding period

•

Amounts due from or to the related entities, and, if not otherwise
apparent, the terms and manner of settlement

AICPA Technical Practice Aids
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Discussion of Conclusions
Scope
A-19. Consistent with the May 19, 1993, exposure draft of this SOP, this
SOP does not apply to entities that are included in the scope of Audits of
Providers of Health Care Services. AcSEC considered including those entities
in the scope of this SOP but exempted them for practical purposes. The ways
those entities are related to each other are evolving and may not be contem
plated by this SOP. For example, many of those entities are affiliated based on
participation in networks of health care providers, with complex contractual
agreements that make it difficult to determine whether control and economic
interest exist based on the definitions in this SOP. While AcSEC believes the
basic principles in this SOP also may apply to those entities, further study and
deliberation are necessary to determine whether this SOP would require
clarification for it to be made operational for those entities. Further, AcSEC
believes (a) there is a need for guidance now for entities included in the scope
of this SOP and (b) including entities covered by Audits of Providers ofHealth
Care Services in the scope of this SOP likely would delay its issuance. Accord
ingly, AcSEC concluded it should exclude entities that are required to follow
Audits of Providers of Health Care Services from the scope of this SOP.
Guidance for reporting related entities for entities covered by Audits ofProvid
ers of Health Care Services is expected to be included as part of the current
project to revise that guide.

Underlying Principles
A-20. The conclusions in this SOP are based on the premise that (a)
whether the financial statements of a reporting not-for-profit organization and
those of one or more other entities (either a not-for-profit organization or a
for-profit entity) should be consolidated and (b) the extent of disclosure that
should be required, if any, if consolidated financial statements are not pre
sented should be based on the nature of the relationship between the entities.

Control
A-21. This SOP does not develop new concepts concerning the definition of
control. Because the FASB currently has on its agenda a project on consolida
tions and related matters that may result in a definition of control different
from that contained in SOP 78-10, AcSEC concluded that it should not revise
the definition of control at this time.
Relation to Other Guidance
A-22. This SOP makes uniform the application of APB Opinion 18 and
FASB Statement No. 94 for not-for-profit organizations with the following
exception: This SOP permits not-for-profit organizations that otherwise would
report their investment portfolios at market value in conformity with guidance
in the not-for-profit audit guides to do so instead of adopting the equity method
for unconsolidated subsidiaries and 50 percent or less owned entities. AcSEC
permitted this exception because it believes uniform guidance will be issued by
the FASB on reporting the overall investment activities of not-for-profit organi
zations as part of the FASB’s project on not-for-profit organizations.

A-23. The conclusions in this SOP evolve from and consider the conclusions
of SOP 78-10 and Audits ofProviders ofHealth Care Services to provide uniform
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criteria for consolidation. They provide for financial statement disclosures that
can be applied objectively and that can curb potential abuses in not reporting
(a) the results of separate but related entities established by a not-for-profit
organization to raise funds on its own behalf and (b) assets controlled by
another not-for-profit organization. (This SOP does not revise Audits ofProvid
ers of Health Care Services.)

A-24. This SOP requires consolidation if there is an economic interest and
control by either a majority voting interest in the board of the other entity or
the ability to appoint a majority of its board members. Some not-for-profit
organizations are related to each other in ways that would meet the definition
of control under this SOP. However, in the case of some of the organizations,
no such economic interest exists. In circumstances of control other than a
controlling financial interest in another not-for-profit organization through
direct or indirect ownership of a majority voting interest, this SOP requires the
existence of an economic interest for consolidation to be required or permitted.
That provision is included in order to preclude the reporting of misleading
information about the assets, liabilities, results of operations, and cash flows
of the reporting organization.

Economic Interest

A-25. The Glossary [paragraph .20] of this SOP states that “[a]n economic
interest in another entity exists if (a) the other entity holds or utilizes significant
resources that must be used for the unrestricted or restricted purposes of the
not-for-profit organization, either directly or indirectly by producing income or
providing services, or (6) the reporting organization is responsible for the
liabilities of the other organization.” The Glossary [paragraph .20] includes
examples of circumstances that result in economic interests, including a report
ing organization assigning certain of its functions to another entity. For
example, an educational institution assigning its research functions to a re
search corporation that holds significant resources that must be used for the
unrestricted or restricted purposes of the reporting organization, either directly
or indirectly, results in an economic interest in that research corporation. Also,
an organization may have an economic interest in a lobbying organization if
that lobbying organization conducts any of the organization’s lobbying func
tions and uses significant resources that must be used for the unrestricted or
restricted purposes of the reporting organization, either directly or indirectly.
Circumstances Permitting but Not Requiring Consolidation

A-26. Paragraph.12 of this SOP permits but does not require consolidation
if the reporting not-for-profit organization controls a separate not-for-profit
organization in which it has an economic interest and that control is achieved
other than control through—
a.

A controlling financial interest in the other not-for-profit organiza
tion through direct or indirect ownership of a majority voting interest
or

b.

A majority voting interest in the board of the other entity.

AcSEC considered requiring consolidation in all circumstances in which the
reporting not-for-profit organization controls and has an economic interest in
another not-for-profit organization. However, AcSEC believes consolidation
may not be meaningful in all situations in which there is control and an econo
AICPA Technical Practice Aids
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mic interest. For example, some national organizations may control local
chapters through affiliation agreements and receive funds from those local
chapters. In such circumstances, both control and an economic interest exist.
However, consolidation may not be meaningful. AcSEC encourages consolida
tion if—
a.

b.

The reporting not-for-profit organization controls a separate not-forprofit organization in which it has an economic interest and that
control is other than control through—

i.

A controlling financial interest in the other not-for-profit organi
zation through direct or indirect ownership of a majority voting
interest or

ii.

A majority voting interest in the board of the other entity and

Consolidation would be meaningful.

Disclosures
A-27. AcSEC believes the disclosures required by this SOP in circum
stances in which control exists by contract, agreement, or otherwise provide
financial statement users with information that is more meaningful than the
information they now receive under the existing not-for-profit audit guides. The
disclosure requirements in this SOP are an interim step until the FASB
completes its consolidations and related matters project.

Combined Financial Statements
A-28. This SOP provides guidance concerning consolidated financial state
ments. As discussed in footnote 1, ARB 51 provides guidance concerning
combined financial statements. Paragraph 22 of ARB 51 states that “there are
circumstances, however, where combined financial statements (as distin
guished from consolidated statements) of commonly controlled companies are
likely to be more meaningful than their separate statements.” This SOP
prohibits consolidated financial statements in certain circumstances. However,
it provides no guidance concerning combined financial statements of commonly
controlled not-for-profit organizations, which may be presented, in certain
circumstances, in conformity with the guidance in ARB 51.

Parent or Subsidiary-Only Financial Statements
A-29. This SOP provides no guidance concerning parent-entity-only or
subsidiary-entity-only financial statements. Paragraph 15 of FASB Statement
No. 94 precludes the use of parent-company financial statements for use as the
general-purpose financial statements of the primary reporting entity. However,
that Statement is silent concerning parent-company financial statements as
other than general-purpose financial statements for the primary reporting
entity. Generally accepted accounting principles do not preclude the issuance
of subsidiary-only financial statements. However, care should be taken to
include all disclosures required by FASB Statement No. 57 and other relevant
pronouncements.
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Appendix B
Other Financial Reporting Literature
B-l. The following discusses the authoritative and other financial re
porting literature that is relevant to AcSEC’s consideration of consolidated
financial statements involving not-for-profit organizations. All references
and discussion pertain to literature as it exists prior to being revised by
this SOP. As discussed in paragraph .02, this SOP revises certain AICPA
literature.

SOP 78-10
B-2. SOP 78-10, Accounting Principles and Reporting Practices for Certain
Nonprofit Organizations, is discussed in paragraph A-15 of this SOP. (As
discussed in paragraph .02 of this SOP, this SOP amends SOP 78-10.)

Audits of Providers of Health Care Services
B-3. The AICPA Audit and Accounting Guide Audits of Providers of
Health Care Services, paragraph 13.02, recommends consolidation or com
bination of organizations related to health care entities by direct or common
ownership in accordance with the provisions of ARB 51. In cases in which
related organizations are controlled through means other than direct or
common ownership and ARB 51 does not require consolidation, Audits of
Providers of Health Care Services does not recommend consolidation or
combination.
B-4. In circumstances in which Audits of Providers ofHealth Care Services
does not recommend consolidation or combination, paragraph 13.04 of that
guide requires disclosure of certain summarized information concerning the
related organizations if control and at least one of the following circumstances
exist:
a.

The organization has solicited funds in the name of the health care
entity and with the expressed or implied approval of the health care
entity, and substantially all the funds solicited by the organization
were intended by the contributor, or were otherwise required, to be
transferred to the health care entity or used at its discretion or
direction.

b.

The health care entity has transferred some of its resources to the
organization, and substantially all of the organization’s resources are
held for the benefit of the health care entity.

c.

The health care entity has assigned certain of its functions (such as
the operation of a dormitory) to the organization, which is acting
primarily for the benefit of the health care entity.

(As discussed in paragraph .02 of this SOP, this SOP does not amend Audits of
Providers of Health Care Services.)
AICPA Technical Practice Aids
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Audits of Colleges and Universities
*
B-5. The AICPA Industry Audit Guide Audits of Colleges and Universities ,*
paragraph 11.09, states:
For adequate disclosure, all separately incorporated but related units for which
the reporting institution is fiscally responsible, such as university presses,
intercollegiate athletics, and research foundations, should be (1) included in
the financial statements, (2) adequately disclosed by notes, or (3) presented in
separate financial statements accompanied by and cross-referenced in the basic
financial statements of the institution.

(As discussed in paragraph .02 of this SOP, this SOP amends Audits of Colleges
and Universities
)
*

Audits of Voluntary Health and Welfare Organizations
*
B-6. The AICPA Industry Audit Guide Audits of Voluntary Health and
Welfare Organizations provides no guidance on whether consolidated financial
statements should be presented. However, paragraphs 7.08 and 7.09 provide
guidance for determining whether auditors should audit the financial state
ments of organizations associated with the reporting not-for-profit organiza
tion. (As discussed in paragraph .02 of this SOP, this SOP amends Audits of
Voluntary Health and Welfare Organizations. )

* The AICPA Audit and Accounting Guides Audits of Colleges and Universities, Audits of
Voluntary Health and Welfare Organizations, and Audits of Certain Nonprofit Organizations were
superseded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit
Organizations. However, because the accounting guidance contained in these Guides remained
applicable to certain governmental entities (pursuant to the provisions of GASB Statement Nos. 15,
Governmental College and University Accounting and Financial Reporting Models, and 29, The Use
of Not-for-Profit Accounting and Financial Reporting Principles by Governmental Entities), the
AICPA continued to make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling
these Guides.
Accordingly, Audits of Colleges and Universities, Audits of Voluntary Health and Welfare
Organizations, and Audits of Certain Nonprofit Organizations will no longer be included as part of
this loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance in
these Guides will no longer be applicable to any governmental entities. Please note that the Guides have
not been updated since 1994. Therefore, if you already have a Guide, and choose to continue using it until
the phase-in period is complete, you must consider guidance issued since they were last updated.
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Appendix C
Other Projects Related to This SOP
FASB Project on Consolidations and Related Matters
C-l. This project is addressing various issues concerning the reporting
entity, including those relating specifically to not-for-profit organizations. The
FASB issued its September 10,1991, Discussion Memorandum, Consolidation
Policies and Procedures. The conclusions in this SOP will be reconsidered when
the FASB completes its project on consolidations and related matters, which
may affect the definition of control and other related matters.

FASB Project on Investments
C-2. This project is addressing various issues concerning investments held
by not-for-profit organizations. The project is in the preliminary stages. The
conclusions in this SOP will be reconsidered when the FASB completes its
project on investments, which may affect the conclusions concerning invest
ments in common stock of for-profit entities wherein the not-for-profit organi
zation has a 50 percent or less voting interest and other related matters.

AICPA Project on the Application of the Requirements
of Accounting Research Bulletins, Opinions of the
Accounting Principles Board, and Statements and
Interpretations of the Financial Accounting Standards
Board to Not-for-Profit Organizations
C-3. In September 1994, AcSEC issued SOP 94-2, The Application of the
Requirements of Accounting Research Bulletins, Opinions of the Accounting
Principles Board, and Statements and Interpretations of the Financial Account
ing Standards Board to Not-for-Profit Organizations [section 10,600], which
provides that not-for-profit organizations should follow the guidance in effec
tive provisions of ARBs, APB Opinions, and FASB Statements and Interpreta
tions except for specific pronouncements that explicitly exempt not-for-profit
organizations.

AICPA Accounting and Audit Guide Revisions
C-4. The AICPA will revise the existing audit and accounting guides for
not-for-profit organizations and colleges and universities to reflect the account
ing and reporting requirements of FASB Statement Nos. 116, Accounting for
Contributions Received and Contributions Made, and 117, Financial State
ments of Not-for-Profit Organizations, among other things.
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Appendix D

Flowcharts and Decision Trees8
Ownership of a For-Profit Entity

Start.

Is there a majority
voting interest?

YES

Consolidate.

NO

Is there 50% or less
stock ownership, but
significant influence?

YES

Report under the equity method
of accounting. (Organizations
that choose to report
investment portfolios at market
value in conformity with AICPA
audit guides may do so.)

NO

Report in conformity with
the AICPA audit guides.

8 The flowcharts and decision trees summarize certain guidance in this SOP and are not
intended as substitutes for the SOP.
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Relationship With Another Not-For-Profit Organization

Start.

Is there a majority
voting interest through
stock ownership?

YES

NO

Does an economic
interest, control, or
both exist?

NO

Do not consolidate.

YES

Does an economic
interest and control
exist?

NO

Disclose existence and nature
of relationship and related
transactions (FASB No. 57).

YES

Is there a majority
ownership, or control
of a majority of board
appointments?

YES
Consolidate.

NO

Consolidation is permitted
but not required.

Are consolidated
financial statements
presented?

YES

Stop.

NO
Disclose the existence and nature of relationship,
transactions between the entities AND provide
summarized financial data including total assets,
liabilities, net assets, revenues and expenses and
resources held for the benefit or under the control of
the reporting organization.
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Glossary
Control. The direct or indirect ability to determine the direction of manage
ment and policies through ownership, contract, or otherwise.

Economic interest. An interest in another entity that exists if (a) the other
entity holds or utilizes significant resources that must be used for the
unrestricted or restricted purposes of the not-for-profit organization, either
directly or indirectly by producing income or providing services, or (b) the
reporting organization is responsible for the liabilities of the other entity.
The following are examples of economic interests:

•

Other entities solicit funds in the name of and with the expressed or
implied approval of the reporting organization, and substantially all
of the funds solicited are intended by the contributor or are otherwise
required to be transferred to the reporting organization or used at its
discretion or direction.

•

A reporting organization transfers significant resources to another
entity whose resources are held for the benefit of the reporting organi
zation.

•

A reporting organization assigns certain significant functions to an
other entity.

•

A reporting organization provides or is committed to provide funds for
another entity or guarantees significant debt of another entity.

Majority voting interest in the board of another entity. For purposes of
this SOP, a majority voting interest in the board of another entity is
illustrated by the following example. Entity B has a five-member board,
and a simple voting majority is required to approve board actions. Entity
A will have a majority voting interest in the board of entity B if three or
more entity A board members, officers, or employees serve on or may be
appointed at entity A’s discretion to the board of entity B. However, if three
of entity A’s board members serve on the board of entity B but entity A
does not have the ability to require that those members serve on the entity
B board, entity A does not have a majority voting interest in the board of
entity B.
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Section 10,620

Statement of Position 94-4
Reporting of Investment Contracts Held by
Health and Welfare Benefit Plans and
Defined-Contribution Pension Plans
September 23, 1994
NOTE
Statements of Position (SOPs) of the Accounting Standards Division present
the conclusions of at least two-thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA SOPs as sources of
established accounting principles that an AICPA member should consider if the
accounting treatment of a transaction or event is not specified by a pronouncement
covered by Rule 203 of the AICPA Code of Professional Conduct. In such
circumstances, the accounting treatment specified by this SOP should be used, or
the member should be prepared to justify a conclusion that another treatment
better presents the substance of the transaction in the circumstances.

SOP 94-4 is amended by SOP 99-3, Accounting for and Reporting of Certain
Defined Contribution Plan Investments and Other Disclosure Matters. SOP 99-3
is effective for financial statements for plan years ending after December 15,1999.
Earlier application is encouraged for fiscal years for which annual financial
statements have not been issued. If the previously required “by fund” disclosures
are eliminated, the reclassification of comparative amounts in financial
statements for earlier periods is required.

Introduction
.01 The American Institute of Certified Public Accountants (AICPA)
Audit and Accounting Guide Audits of Employee Benefit Plans (the Guide)
includes standards of financial accounting and reporting for the financial
statements of health and welfare benefit plans and defined-contribution pen
sion plans. The Guide states that plan investments are generally to be pre
sented at their fair value at the reporting date. Paragraph 3.15 of the Guide
states that “contracts with insurance companies are to be included as plan
assets in the manner required by [the Employee Retirement Income Security
Act of 1974) ERISA annual reporting requirements and are to be reported in a
manner consistent with the requirements of [Department of Labor] DOL Form
5500 or 5500-CZR.” Paragraph 4.10 of the Guide and paragraph 26 of AICPA
Statement of Position (SOP) 92-6, Accounting and Reporting by Health and
Welfare Benefit Plans [section 10,530.26], contain similar language. The in
structions to DOL Forms 5500 and 5500-C/R permit unallocated insurance
contracts to be reported at either fair value or amounts determined by the
insurance company, that is, contract value. Currently, “contracts with insur
ance companies” include investment contracts that do not incorporate mortal
ity or morbidity risk. The Guide specifically excludes contract value reporting
AICPA Technical Practice Aids
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for investments in similar contracts issued by banks, savings institutions, or
other financial institutions. Contract value generally equals the principal
balance plus accrued interest.

.02 The Financial Accounting Standards Board (FASB) has issued State
ment of Financial Accounting Standards Statement No. 110, Reporting by
Defined Benefit Pension Plans ofInvestment Contracts, which requires definedbenefit pension plans to report investment contracts issued by either an
insurance enterprise or other entity at fair value. It amends FASB Statement
No. 35, Accounting and Reporting by Defined Benefit Pension Plans, to permit
defined-benefit pension plans to report only contracts that incorporate mortal
ity or morbidity risk at contract value. The FASB decided not to address the
measurement of plan assets held by health and welfare benefit plans or
defined-contribution pension plans. Instead, the FASB asked the AICPA, in
view of its experience with those plans, to address further the appropriate
reporting of investments held by those plans.

Scope
.03 This SOP provides guidance on the reporting of investment and
insurance contracts held by health and welfare benefit plans and definedcontribution pension plans. It applies to all health and welfare benefit plans
and defined-contribution pension plans. The Appendix [paragraph .20] pro
vides guidance for determining the values of investment contracts held by
defined-contribution plans, including both health and welfare, and pension
plans; however, certain examples may also be useful in determining the fair
value of investment contracts held by other types of plans.

Conclusions
Reporting of Contracts
.04 Defined-benefit health and welfare benefit plans should report invest
ment contracts at fair value. Defined-contribution plans, including both health and
welfare and pension plans, should report fully benefit-responsive investment
contracts at contract value, which may or may not be equal to fair value, and all
other investment contracts at fair value. If, however, plan management is aware
that an event has occurred that may affect the value of a fully benefit-responsive
contract (for example, a decline in the creditworthiness of the contract issuer or
third-party guarantor—if different from the contract issuer—or the possibility of
premature termination of the contract by the plan), pursuant to FASB Statement
No. 5, Accounting for Contingencies, disclosure of the event or reporting the
investment at less than contract value may be appropriate.
.05 Health and welfare benefit plans and defined-contribution pension plans
should report insurance contracts in the same manner required by ERISA annual
reporting requirements of DOL Form 5500 or 5500-CZR. For purposes of this SOP,
the terms insurance contract and investment contract are used as those terms are
described for accounting purposes in FASB Statements No. 60, Accounting and
Reporting by Insurance Enterprises, and No. 97, Accounting and Reporting by
Insurance Enterprises for Certain Long-Duration Contracts and for Realized Gains
and Losses from the Sale ofInvestments (see paragraphs .13 and .14).

Background
.06 Defined-benefit plans provide participants with a determinable bene
fit based on a formula provided for in the plans, whereas defined-contribution
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plans provide benefits based on amounts contributed to an employee’s individ
ual account plus or minus forfeitures, investment experience, and administra
tive expenses. The Internal Revenue Code (IRC) generally requires that all
investment experience under defined-contribution plans be allocated to indi
vidual account balances.
.07 Consequently, information relevant to the primary users of definedcontribution plan financial statements—plan participants—is different from
that which is relevant to users of defined-benefit plan financial statements. In
defined-contribution plans, plan participants have a greater vested interest in
monitoring the financial condition and operations of the plan since they bear
investment risk under these plans and plan transactions can directly affect
their benefits.

.08 The primary objective of a defined-contribution plan’s financial state
ments is to provide information that is usefill in assessing the plan’s present
and future ability to pay benefits when they are due. In a defined-contribution
plan, the plan’s net assets available to pay benefits equal the sum of partici
pants’ individual account balances. Accordingly, benefits that can be paid by
the plan when they are due relate to the value of the assets that may currently
be made available to the individual participants.

.09 Consistent with the objective of a defined-contribution plan’s financial
statements, plan assets of defined-contribution plans should be measured and
reported at values that are meaningfill to financial statement users. Informa
tion that is useful to plan participants includes the amount they would receive
currently if they were to withdraw or borrow funds from or transfer funds
within the plan.
.10 A fully benefit-responsive investment contract (whether with an in
surance enterprise or other entity) provides a liquidity guarantee by a finan
cially responsible third party of principal and previously accrued interest for
liquidations, transfers, loans, or hardship withdrawals initiated by plan par
ticipants exercising their rights to withdraw, borrow, or transfer funds under
the terms of the ongoing plan. From the perspective of the participants, the
contract value of a fully benefit-responsive investment contract held by a plan
is the amount they would receive if they were to initiate transactions under the
terms of the ongoing plan.
.11 For purposes of this SOP, benefit responsiveness is defined as the
extent to which a contract’s terms or related agreement and the plan itself
permit and require withdrawals at contract value for benefit payments, loans,
or transfers to other investment options offered to the participant by the plan.
Investment contracts frequently are negotiated directly between the plan and
the issuer and generally prohibit assignment of the contracts or their proceeds
to another party. Investment contracts must transfer principal and accrued
interest risk to a financially responsible third party (that is, they provide for
all participant-initiated transactions permitted by an ongoing plan at contract
value with no conditions, limits, or restrictions) to be considered fully benefitresponsive. The plan itself must also allow plan participants reasonable access
to their funds. If access to funds is substantially restricted by plan provisions,
investment contracts held by those plans may not be considered to be fully
benefit-responsive. For example, if plan participants are allowed access at
contract value to all or a portion of their account balances only upon termina
tion of their participation in the plan, it would not be considered reasonable
access and, therefore, investment contracts held by that plan would generally
AICPA Technical Practice Aids
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not be deemed to be fully benefit-responsive. However, in plans with a single
investment fund that allow reasonable access to assets by inactive partici
pants, restrictions on access to assets by active participants consistent with the
objective of the plan (for example, retirement or health and welfare benefits)
will not affect the benefit responsiveness of the investment contracts held by
those single-fund plans. Also, if a plan limits participants’ access to their account
balances to certain specified times during the plan year (for example, semiannu
ally or quarterly) to control the administrative costs of the plan, that limitation
generally would not affect the benefit responsiveness of the investment contracts
held by that plan. In addition, administrative provisions that place short-term
restrictions (for example, three or six months) on transfers to competing fixed-rate
investment options to limit arbitrage among those investment options equity wash
provisions) would not affect a contract’s benefit responsiveness.
.12 If a plan holds multiple contracts, each contract should be evaluated
individually for benefit responsiveness. If a plan invests in pooled funds that
hold investment contracts, each contract in the pooled fund should be evalu
ated individually for benefit responsiveness. However, if the pooled fund places
any restrictions on access to funds for the payment of benefits, the underlying
investment contracts would not be considered fully benefit-responsive. Con
tracts that provide for prospective interest adjustments may still be fully
benefit-responsive provided that the terms of the contracts specify that the
crediting interest rate cannot be less than zero. The Appendix [paragraph .20]
to this SOP includes examples of the application of fair value and contract
value reporting for defined-contribution plan investments.

.13 As discussed in paragraph .05, for purposes of this SOP, the terms
insurance contract and investment contract are described for accounting pur
poses in FASB Statements No. 60 and No. 97. Paragraph 1 of FASB Statement
No. 60 describes insurance contracts:
The primary purpose of insurance is to provide economic protection from
identified risks occurring or discovered within a specified period. Some types
of risks insured include death, disability, property damage, injury to others,
and business interruptions. Insurance transactions may be characterized gen
erally by the following:

a.

The purchaser of an insurance contract makes an initial payment or
deposit to the insurance enterprise in advance ofthe possible occurrence
or discovery of an insured event.

b.

When the insurance contract is made, the insurance enterprise ordinar
ily does not know if, how much, or when amounts will be paid under the
contract.

.14 Paragraphs 7 and 8 of FASB Statement No. 97 describe insurance and
investment contracts:
Long-duration contracts that do not subject the insurance enterprise to risks
arising from policyholder mortality or morbidity are referred to in this State
ment as investment contracts. A mortality or morbidity risk is present if, under
the terms of the contract, the enterprise is required to make payments or forego
required premiums contingent upon the death or disability (in the case of life
insurance contracts) or the continued survival (in the case of annuity contracts)
of a specific individual or group of individuals. A contract provision that allows
the holder of a long-duration contract to purchase an annuity at a guaranteed
price on settlement of the contract does not entail a mortality risk until the
right to purchase is executed. If purchased, the annuity is a new contract to be
evaluated on its own terms.
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Annuity contracts may require the insurance enterprise to make a number of
payments that are not contingent upon the survival of the beneficiary, followed
by payments that are made if the beneficiary is alive when the payments are
due (often referred to as life-contingent payments). Such contracts are consid
ered insurance contracts under this Statement and Statement 60 unless (a) the
probability that life-contingent payments will be made is remote or (b) the
present value of the expected life-contingent payments relative to the present
value of all expected payments under the contract is insignificant. [Footnote
references omitted.]

Disclosure Requirements
.15 Defined-contribution plans, including both health and welfare, and
pension plans, should disclose the following in connection with fully benefit-re
sponsive investment contracts in the aggregate:

a.

The average yield for each period for which a statement of net assets
available for benefits is presented

b.

The crediting interest rate as of the date of each statement of net
assets available for benefits presented

c.

The amount of valuation reserves recorded to adjust contract
amounts (for example, due to problems with the creditworthiness of
the contract issuer or third-party guarantor)

d.

The fair value of investment contracts reported at contract value, in
accordance with FASB Statement No. 107, Disclosures about Fair
Value of Financial Instruments.

Those plans should also provide a general description of the basis and frequency
of determining crediting interest-rate resets and any minimum crediting inter
est rate under the terms of the contracts and any limitations on guarantees (for
example, premature termination of the contracts by the plan, plant closings,
layoffs, plan termination, bankruptcy, mergers, and early retirement incen
tives). [As amended, effective for financial statements for plan years ending
after December 15,1999, by Statement of Position 99-3.]
.1 6 For ERISA-covered plans, if a fully benefit-responsive investment
contract does not qualify for contract-value reporting in the DOL Form 5500
but is reported in the financial statements at contract value, and the contract
value does not approximate fair value, the DOL’s rules and regulations require
that a statement explaining the differences between amounts reported in the
financial statements and DOL Form 5500 be added to the financial statements.

Amendments to the Guide
.1

7 The Guide is amended as follows:

a.

The parenthetical comment (see paragraph 3.15 for special provi
sions concerning the valuation of contracts with insurance compa
nies) in paragraph 3.12 is replaced by (see paragraph 3.13 for special
provisions concerning the valuation of insurance contracts and para
graph 3.17 for special provisions concerning the valuation of fully
benefit-responsive investment contracts).

b.

The following paragraph is inserted as paragraph 3.13:
Insurance contracts, as defined by FASB Statement No. 60, Account
ing and Reporting by Insurance Enterprises, should be presented in
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the same manner as specified in the annual report filed by the plan
with certain governmental agencies pursuant to ERISA; that is,
either at fair value or at amounts determined by the insurance
enterprise (contract value). Plans not subject to ERISA should pre
sent insurance contracts as if the plans were subject to the reporting
requirements of ERISA.

c.

Paragraph 3.13 is renumbered as paragraph 3.14. The second sen
tence of that paragraph is replaced by the following:

Examples include real estate, mortgages, or other loans (including
loans to participants of a 401(k) plan), restricted securities, unregis
tered securities, securities for which the market is thin, and nontransferable investment contracts.

d.
e.

Paragraph 3.14 is renumbered as paragraph 3.15.
Paragraph 3.15 is replaced by the following:
3.16 Defined-contribution pension plans provide benefits based on
the amounts contributed to employees’ individual accounts plus or
minus forfeitures, investment experience, and administrative ex
penses. In such plans, plan participants have a vested interest in
monitoring the financial condition and operations of the plan since
they bear investment risk under these plans, and plan transactions
can directly affect their benefits (for example, investment mix, and
risk and return).

3.17 Plan assets of defined-contribution pension plans should be
measured and reported at values that are meaningful to financial
statement users, including plan participants. The contract value of
a fully benefit-responsive investment contract held by a plan is the
amount a participant would receive if he or she were to initiate
transactions under the terms of the ongoing plan. Defined-contribu
tion pension plans should report fully benefit-responsive investment
contracts at contract value, which may or may not be equal to fair
value. If, however, plan management is aware that an event has
occurred that may affect the value of the contract (for example, a
decline in the creditworthiness of the contract issuer or third-party
guarantor—if different from the contract issuer—or the possibility
of premature termination of the contract by the plan), pursuant to
FASB Statement No. 5, Accounting for Contingencies, disclosure of
the event or reporting the investment at less than contract value may
be appropriate.

3.18 Benefit responsiveness is the extent to which a contract’s terms
permit and require withdrawals at contract value for benefit pay
ments, loans, or transfers to other investment options offered to the
participant by the plan. Investment contracts frequently are negoti
ated directly between the plan and the issuer and generally prohibit
assignment of the contracts or their proceeds to another party.
Investment contracts must transfer the risk of principal and accrued
interest to a financially responsible third party (that is, they provide
for all participant-initiated transactions permitted by an ongoing
plan at contract value with no conditions, limits, or restrictions) to
be considered fully benefit-responsive. The plan itselfmust also allow
plan participants reasonable access to their funds. If access to funds

§10,620.17

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

Reporting of Investment Contracts

f.
g.

19,967

is substantially restricted by plan provisions, investment contracts
held by those plans may not be considered to be fully benefit-respon
sive. For example, if plan participants are allowed access at contract
value to all or a portion of their account balances only upon termina
tion of their participation in the plan, it would not be considered
reasonable access and, therefore, investment contracts held by that
plan would generally not be deemed to be fully benefit-responsive.
However, in plans with a single investment fund that allow reason
able access to assets by inactive participants, restrictions on access
to assets by active participants consistent with the objective of the
plan (for example, retirement or health and welfare benefits) will not
affect the benefit responsiveness of the investment contracts held by
those single-fund plans. Also, if a plan limits participants’ access to
their account balances to certain specified times during the plan year
(for example, semiannually or quarterly) to control the administra
tive costs of the plan, that limitation generally would not affect the
benefit responsiveness of the investment contracts held by that plan.
In addition, administrative provisions that place short-term restric
tions (for example, three or six months) on transfers to competing
fixed-income investment options to limit arbitrage among those
investment options (equity wash provisions) would not affect a con
tract’s benefit responsiveness.
3.19 If a plan holds multiple contracts, each contract should be
evaluated individually for benefit responsiveness. If a plan invests
in pooled funds that hold investment contracts, each contract in the
pooled fund should be evaluated individually for benefit responsive
ness. However, if the pooled fund places any restrictions on access to
funds for the payment of benefits, the underlying investment con
tracts would not be considered fully benefit-responsive. Contracts
that provide for prospective interest adjustments may still be fully
benefit-responsive provided that the terms of the contracts specify
that the crediting interest rate cannot be less than zero.
The phrase contracts with insurance companies in paragraph 3.22 is
replaced by insurance contracts.
The following is added to paragraph 3.23:
o. For benefit-responsive investment contracts in the aggregate:

•

The average yield for each period for which a statement of
net assets available for benefits is presented

•

The crediting interest rate as of the date of each statement
of net assets available for benefits presented

•

The amount of valuation reserves recorded to adjust con
tract amounts (for example, due to problems with the credit
worthiness of the contract issuer or third-party guarantor)

The fair values of fully benefit-responsive investment con
tracts reported at contract value, in accordance with FASB
Statement No. 107.
A general description of the basis and frequency of determining
crediting interest rate resets and any minimum crediting inter

•

p.
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est rate under the terms of fully benefit-responsive investment
contracts and any limitations on related liquidity guarantees
(for example, premature termination of the contracts by the
plan, plant closings, layoffs, plan termination, bankruptcy,
mergers, and early retirement incentives).

q.

For ERISA-covered plans, if a fully benefit-responsive invest
ment contract does not qualify for contract-value reporting in
the DOL Form 5500, but is reported in the financial statements
at contract value, and the contract value does not approximate
fair value, the DOL’s rules and regulations require that a state
ment explaining the differences between amounts reported in
the financial statements and DOL Form 5500 be added to the
financial statements.

h.

The parenthetical comment (excluding contracts with insurance com
panies) in paragraph 4.09 is replaced by (excluding insurance con
tracts and fully benefit-responsive investment contracts held by
defined-contribution health and welfare plans).

i.

Paragraph 4.10 is replaced by the following:
4.10 Insurance contracts, as defined by FASB Statement No. 60,
Accounting and Reporting by Insurance Enterprises, should be pre
sented in the same manner as specified in the annual report filed by
the plan with certain governmental agencies pursuant to ERISA;
that is, either at fair value or at amounts determined by the insur
ance enterprise (contract value). Plans not subject to ERISA should
present insurance contracts as if the plans were subject to the
reporting requirements of ERISA.

4.11 Investment contracts held by defined-benefit health and wel
fare benefit plans should be reported at their fair values.

4.12 Defined-contribution health and welfare benefit plans provide
benefits based on the amounts contributed to employees’ individual
accounts plus or minus forfeitures, investment experience, and ad
ministrative expenses. In such plans, plan participants have a vested
interest in monitoring the financial condition and operations of the
plan since they bear investment risk under these plans, and plan
transactions can directly affect their benefits (for example, invest
ment mix, and risk and return).

4.13 Plan assets of defined-contribution health and welfare benefit
plans should be measured and reported at values that are meaning
ful to financial statement users including plan participants. The
contract value of a fully benefit-responsive investment contract held
by a defined-contribution health and welfare benefit plan is the
amount a participant would receive if he or she were to initiate
transactions under the terms of the ongoing plan. Defined-contribu
tion health and welfare plans should report fully benefit-responsive
investment contracts at contract value, which may or may not be
equal to fair value. If, however, plan management is aware that an
event has occurred that may affect the value of the contract (for
example, a decline in the creditworthiness of the contract issuer or
third-party guarantor—if different from the contract issuer—or the
possibility of premature termination of the contract by the plan),
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pursuant to FASB Statement No. 5, Accounting for Contingencies,
disclosure of the event or reporting the investment at less than
contract value may be appropriate.
4.14 Benefit responsiveness is the extent to which a contract’s
terms permit and require withdrawals at contract value for bene
fit payments, loans, or transfers to other investment options
offered to the participant by the plan. Investment contracts fre
quently are negotiated directly between the plan and the issuer
and generally prohibit assignment of contracts or their proceeds
to another party. Investment contracts must transfer the risk of
principal and accrued interest to a financially responsible third
party (that is, they provide for all participant-initiated transac
tions permitted by an ongoing plan at contract value with no
conditions, limits, or restrictions) to be considered fully benefitresponsive. The plan itself must also allow plan participants
reasonable access to their funds. If access to funds is substantially
restricted by plan provisions, investment contracts held by those
plans may not be considered to be fully benefit-responsive. For
example, if plan participants are allowed access at contract value
to all or a portion of their account balances only upon termination
of their participation in the plan, it would not be considered
reasonable access and, therefore, investment contracts held by
that plan would generally not be deemed to be fully benefit-re
sponsive. However, in plans with a single investment fund that
allow reasonable access to assets by inactive participants, restric
tions on access to assets by active participants consistent with the
objective of the plan (for example, retirement or health and wel
fare benefits) will not affect the benefit responsiveness of the
investment contracts held by those single-fund plans. Also, if a
plan limits participants’ access to their account balances to cer
tain specified times during the plan year (for example, semiannu
ally or quarterly) to control administrative costs of the plan, that
limitation generally would not affect the benefit responsiveness
of the investment contracts held by that plan. In addition, admin
istrative provisions that place short-term restrictions (for exam
ple, three or six months) on transfers to competing fixed income
investment options to limit arbitrage among those investment
options (equity wash provisions) would not affect a contract’s
benefit responsiveness.
4.15 If a plan holds multiple contracts, each contract should be
evaluated individually for benefit responsiveness. If a plan invests
in pooled funds that hold investment contracts, each contract in the
pooled fund should be evaluated individually for benefit responsive
ness. However, if the pooled fund places any restrictions on access to
funds for the payment of benefits, the underlying investment con
tracts would not be considered fully benefit-responsive. Contracts
that provide for prospective interest adjustments may still be fully
benefit-responsive, provided that the terms of the contracts specify
that the crediting interest rate cannot be less than zero.

j.

Paragraph 4.11 is renumbered as paragraph 4.15. References to 4.26/
and 4.26g are changed to 4.30f and 4.30g, respectively.

k.

The phrase contracts with insurance companies in paragraph 4.25a
is replaced by insurance contracts.
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l.

The following is added to paragraph 4.26:
i.

For benefit-responsive investment contracts held by definedcontribution health and welfare plans, in the aggregate—
•

The average yield for each period for which a statement of
net assets available for benefits is presented

•

The crediting interest rate as of the date of each statement
of net assets available for benefits presented

•

The amount of valuation reserves recorded to adjust con
tract amounts (for example, due to problems with the credit
worthiness of the contract issuer or third-party guarantor)

•

The fair values of fully benefit-responsive investment con
tracts reported at contract value, in accordance with FASB
Statement No. 107

j.

A general description of the basis and frequency of determining
crediting interest rate resets and any minimum crediting inter
est rate under the terms of fully benefit-responsive investment
contracts and any limitations on related liquidity guarantees
(for example, premature termination of the contracts by the
plan, plant closings, layoffs, plan termination, bankruptcy,
mergers, and early retirement incentives).

k.

For ERISA-covered plans, if a fully benefit-responsive invest
ment contract does not qualify for contract-value reporting in
the DOL Form 5500 but is reported in the financial statements
at contract value, and the contract value does not approximate
fair value, the DOL’s rules and regulations require that a state
ment explaining the differences between amounts reported in
the financial statements and DOL Form 5500 be added to the
financial statements.

m.

The heading that precedes paragraph 7.23, Insurance Contracts, is
replaced by Contracts With Insurance Companies.

n.

The second sentence in footnote 32 to paragraph 7.36 is replaced by
the following:
A plan’s share would be the value of its units determined in accord
ance with applicable guidance for valuing investment contracts, and
the funds held in the separate account should be viewed as an
unallocated funding arrangement. Each investment contract in the
pooled account should be evaluated individually for benefit respon
siveness. However, if the separate account places any restrictions on
access to funds for the payment of benefits, the underlying invest
ment contracts would not be considered fully benefit-responsive.

o.

The last sentence of paragraph 7.37 is replaced by the following:

These contracts are unallocated and are generally to be included as
plan assets at their contract or fair values, as appropriate (see
paragraphs 3.17 and 4.13).
p.

§10,620.17

The phrase insurance contracts in paragraph 7.38a is replaced by
contracts with insurance companies.
Copyright © 2000, American Institute of Certified Public Accountants, Inc.

19,971

Reporting of Investment Contracts

q.

The phrase insurance contracts in paragraph 7.39 is replaced by
contracts with insurance companies.

r.

The third item of paragraph 7.396 is replaced by the following:

—

s.

The value of the funds in the general or separate account at the
plan’s year-end and the basis for determining such value

The Appendix [paragraph .20] of this SOP, Application ofFair Value
and Contract Value Reporting for Defined-Contribution Plan Invest
ments, is added as appendix I.

[As amended, effective for financial statements for plan years ending after
December 15,1999, by Statement of Position 99-3.]

Amendment to SOP 92-6 [section 10,530]
.1 8 SOP 92-6, Accounting and Reporting by Health and Welfare Benefit
Plans [section 10,530], is amended as follows:
a.

The parenthetical comment (excluding contracts with insurance com
panies) in paragraph 25 [section 10,530.25] is replaced by (excluding
insurance contracts and fully benefit-responsive investment contracts
held by defined-contribution health and welfare benefit plans).

b.

Paragraph 26 [section 10,530.26] is replaced by the following:

Insurance contracts, as defined by FASB Statement No. 60, Account
ing and Reporting by Insurance Enterprises, should be presented in
the same manner as specified in the annual report filed by the plan
with certain governmental agencies pursuant to ERISA; that is,
either at fair value or at amounts determined by the insurance
enterprise (contract value). Plans not subject to ERISA should pre
sent insurance contracts as if the plans were subject to the reporting
requirements of ERISA.

c.

The following paragraphs are inserted as paragraphs 27, 28,29,30,
and 31 [section 10,530.27 through .31]:

27. Investment contracts held by defined-benefit health and welfare
benefit plans should be reported at their fair values.
28. Defined-contribution health and welfare benefit plans provide
benefits based on the amounts contributed to employees’ individual
accounts plus or minus forfeitures, investment experience, and ad
ministrative expenses. In such plans, plan participants have a vested
interest in monitoring the financial condition and operations of the
plan since they bear investment risk under these plans, and plan
transactions can directly affect their benefits (for example, invest
ment mix, and risk and return).
29. Plan assets of defined-contribution health and welfare benefit
plans should be measured and reported at values that are meaning
ful to financial statement users including plan participants. The
contract value of a fully benefit-responsive investment contract held
by a defined-contribution health and welfare benefit plan is the
amount a participant would receive if he or she were to initiate
transactions under the terms of the ongoing plan. Defined-contribu
tion health and welfare benefit plans should report fully benefit-re
sponsive investment contracts at contract value, which may or may
not be equal to fair value. If, however, plan management is aware
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that an event has occurred that may affect the value of the contract
(for example, a decline in the creditworthiness of the contract issuer
or third-party guarantor—if different from the contract issuer—or
the possibility of premature termination of the contract by the plan),
pursuant to FASB Statement No. 5, Accounting for Contingencies,
disclosure of the event or reporting the investment at less than
contract value may be appropriate.
30. Benefit responsiveness is the extent to which a contract’s terms
permit and require withdrawals at contract value for benefit
payments, loans, or transfers to other investment options offered
to the participant by the plan. Investment contracts frequently
are negotiated directly between the plan and the issuer and
generally prohibit assignment of contracts or their proceeds to
another party. Investment contracts must transfer the risk of
principal and accrued interest to a financially responsible third
party (that is, they provide for all participant-initiated transac
tions permitted by an ongoing plan at contract value with no
conditions, limits, or restrictions) to be considered fully benefitresponsive. The plan itself must also allow plan participants
reasonable access to their funds. If access to funds is substantially
restricted by plan provisions, investment contracts held by those
plans may not be considered to be fully benefit-responsive. For
example, if plan participants are allowed access at contract value
to all or a portion of their account balances only upon termination
of their participation in the plan, it would not be considered
reasonable access and, therefore, investment contracts held by
that plan would generally not be deemed to be fully benefit-re
sponsive. However, in plans with a single investment fund that
allow reasonable access to assets by inactive participants, restric
tions on access to assets by active participants consistent with the
objective of the plan (for example, retirement or health and wel
fare benefits) will not affect the benefit responsiveness of the
investment contracts held by those single-fund plans. Also, if a
plan limits participants’ access to their account balances to cer
tain specified times during the plan year (for example, semiannu
ally or quarterly) to control the administrative costs of the plan,
that limitation generally would not affect the benefit responsive
ness of the investment contracts held by that plan. In addition,
administrative provisions that place short-term restrictions (for
example, three or six months) on transfers to competing fixed
income investment options to limit arbitrage among those invest
ment options (equity wash provisions) would not affect a contract’s
benefit responsiveness.
31. If a plan holds multiple contracts, each contract should be
evaluated individually for benefit responsiveness. If a plan invests
in pooled funds that hold investment contracts, each contract in the
pooled fund should be evaluated individually for benefit responsive
ness. However, if the pooled fund places any restrictions on access
to funds for the payment of benefits, the underlying investment
contracts would not be considered fully benefit-responsive. Con
tracts that provide for prospective interest adjustments may still be
fully benefit-responsive provided that the terms of the contracts
specify that the crediting interest rate cannot be less than zero.
Paragraph 27 is renumbered as paragraph 32 [section 10,530.32].
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e.

The following is added to paragraph 53 [section 10,530.58]:

•

For benefit-responsive investment contracts in the aggregate:
—

The average yield for each period for which a statement of
net assets available for benefits is presented

—

The crediting interest rate as of the date of each statement
of net assets available for benefits presented

—

The amount of valuation reserves recorded to adjust con
tract amounts (for example, due to problems with the credit
worthiness of the contract issuer or third-party guarantor)

—

The fair values of fully benefit-responsive investment con
tracts reported at contract value, in accordance with FASB
Statement No. 107

•

A general description of the basis and frequency of determining
crediting interest-rate resets and any minimum crediting inter
est rate under the terms of fully benefit-responsive investment
contracts and any limitations on related liquidity guarantees
(for example, premature termination of the contracts by the
plan, plant closings, layoffs, plan termination, bankruptcy,
mergers, and early retirement incentives).

•

For ERISA-covered plans, if a fully benefit-responsive invest
ment contract does not qualify for contract-value reporting in
the DOL Form 5500 but is reported in the financial statements
at contract value, and the contract value does not approximate
fair value, the DOL’s rules and regulations require that a state
ment explaining the differences between amounts reported in
the financial statements and DOL Form 5500 be added to the
financial statements.

[As amended, effective for financial statements for plan years ending after
December 15,1999, by Statement of Position 99-3.]

Effective Date and Transition
.19 This SOP is effective for financial statements for plan years beginning
after December 15,1994, except that the application of this SOP to investment
contracts entered into before December 31, 1993, is delayed to plan years
beginning after December 15, 1995. Earlier application is encouraged. Ac
counting changes adopted to conform to the provisions of this SOP should be
made as of the beginning of the year in which the change is adopted. The effect
of initially applying this SOP should be reported in a manner similar to the
cumulative effect of a change in accounting principle (Accounting Principles
Board [APB] Opinion No. 20, Accounting Changes, paragraph 20). Pro forma
effects of retroactive application (APB Opinion 20, paragraph 21) are not
required. Restatement of financial statements of prior years is not permitted.
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Appendix
Application of Fair Value and Contract Value Reporting for
Defined-Contribution Plan Investments
A.1 Fully benefit-responsive investment contracts held by defined-contri
bution plans, including both health and welfare, and pension plans that provide
a liquidity guarantee by a financially responsible third party of principal and
previously accrued interest for participant-initiated liquidations, transfers,
loans, or hardship withdrawals under the terms of the ongoing plan, should be
reported at contract value, which may or may not be equal to fair value. If access
to funds is substantially restricted by plan provisions, investment contracts
held by those plans may not be considered to be fully benefit-responsive. Other
investment contracts should generally be reported at fair value.

A.2 Investment contracts that do not provide a liquidity guarantee as
discussed in paragraph A.1 may be valued by discounting the related cash flows
based on current yields of similar investments with comparable durations. In
determining the similarity of investments, appropriate consideration should be
given to the credit quality of the contract issuer. Generally, contract termina
tion (penalty) clauses need not be considered unless it is probable that the plan
intends to terminate the contract.
A.3 In the following examples, value is determined within the context of
the objectives of financial statements for a defined-contribution plan. The
valuation must reflect the ability of the plan to pay benefits from the perspec
tive of the participants. This value is then reflected on participants’ statements
to disclose the amount they can expect to receive when they exercise their rights
to withdraw, borrow, or transfer u
f nds under the terms of the plan.

EXAMPLE 1

A Five-Year Public Bond (or Portfolio of Bonds) Which Is
Guaranteed by a Third Party to Have a Fixed Value at the
End of Three Years
A.4 The guarantee applies only to the extent that the bond (or portfolio) is
not liquidated prior to the end of three years. Liquidation within three years is
at market value.

>

A.5 Because guaranteed proceeds from the bond are not available for
benefit withdrawals or transfers prior to maturity, the contract should be
valued at fair value. Fair value may be determined as the amount at which the
bond could be exchanged in a current transaction between parties, other than
in a forced or liquidation sale, considering the guaranteed fixed value of the
bond at the end of three years.

EXAMPLE 2
A Benefit-Responsive Investment Contract
A.6 This contract provides a fixed crediting interest rate, and a financially
responsible entity guarantees liquidity at contract value prior to maturity for
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any and all participant-initiated benefit withdrawals, loans, or transfers aris
ing under the terms of the plan, which allows access for all participants on a
quarterly basis.

A.7 The contract should be reported at contract value, because the plan will
receive such value and only such value if the contract is accessed to pay
participant benefits or transfers.

A.8 The contract described in the preceding paragraph would be viewed as
fully benefit-responsive. Examples of some variations on this contract, and
their impact on the valuation, follow.
a.

Liquidity at contract value is not guaranteed for benefits that are
attributable to termination of the plan, a plan spin-off to a new
employer plan, or amendments to plan provisions. The contract
should be reported at contract value unless it is probable that the
plan will be terminated, spun off, or amended.

b.

Liquidity at contract value is not guaranteed for benefits that are
attributable to the layoff of a large group of workers or an early
retirement program. The contract should be reported at contract
value unless it is probable that termination of the employment of a
significant number of employees will occur.

c.

The contract will pay for benefits of up to 30 percent of the contract at
contract value, and any excess benefits will be at some adjusted value.
The contract should be reported at fair value. Fair value may be
determined as the guaranteed amount plus the estimated discounted
cash flows related to the amount in excess of 30 percent of the
contract value.

d.

The contract will pay benefits at contract value, but only if the issuer
of the contract determines that there is sufficient liquidity in the
portfolio of assets that backs the contract. Because the third party
has not guaranteed liquidity for participant-initiated withdrawals,
the contract should be reported at fair value.

e.

The contract will not pay benefits at contract value if benefits are due
to participant transfers to another fixed income investment option,
unless the funds are invested in an equity option for at least three
months (equity wash provisions). The contract should be reported
at contract value.

EXAMPLE 3
A Five-Year, Nonbenefit-Responsive Investment Contract That
Has No Liquid Market for Trading
A.9 The contract should be reported at fair value because there is no
guarantee of liquidity at contract value. Fair value would be determined in the
same manner as for an illiquid bond. Financial Accounting Standards Board
(FASB) Statement of Financial Accounting Standards No. 107, Disclosures
about Fair Value of Financial Instruments, includes a discussion of methods
used to determine the fair values of illiquid instruments.
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EXAMPLE 4
A Benefit-Responsive, Participating, Separate Account
Investment Contract
A.10 A financially responsible issuer pays contract value for participant
withdrawals, regardless of the value of the assets in the separate account. The
credited interest rate is a function of the relationship between the contract
value and the value of the assets in the separate account. The rate is reset
periodically, daily, monthly, quarterly, and so on, by the issuer and cannot be
less than zero. There may or may not be a specified maturity date on the
contract. The contractholder may terminate the contract at any time, and
receive the value of the assets in the separate account.

A.11 The contract should be reported at contract value because partici
pants are guaranteed return of principal and accrued interest.

EXAMPLE 5
A Synthetic Investment Contract—"Managed" Type
A.12 This contract operates similarly to a separate account guaranteed
investment contract (GIC), except that the assets are placed in a trust (with
ownership by the plan) rather than a separate account of the issuer and a
financially responsible third party issues a wrapper contract that provides that
participants can, and must, execute plan transactions at contract value.

A.13 Inasmuch as trust assets are owned by the plan, the wrapper contract
and the assets in trust should be separately valued and disclosed. The wrapper
contract would be valued at the difference between the fair value of the trust
assets and the contract value attributable by the wrapper to such assets. When
considered together, the trust assets and the wrapper contract should be
reported at the wrapper contract value because participants are guaranteed
return of principal and accrued interest.

EXAMPLE 6
A Synthetic Investment Contract—"Repurchase" Type
A.14 Under this contract, the plan purchases a bond and places it in trust.
The plan then contracts with a financially responsible third party to provide
benefit responsiveness. Under the contract, should the bond need to be sold to
meet a participant-initiated withdrawal benefit, loan, or transfer, the plan is
obligated to sell the bond to the contract issuer, and the issuer is obligated to
buy the bond. The transaction price is defined under the contract (for example,
amortized cost). The issuer is not obligated, however, to purchase securities
that are in default.
A.15 The contract, when considered together with the bond, should be
reported at contract value (refer to paragraph A.13) absent impairment of the
value of the securities due to credit risk because return of principal and accrued
interest has been guaranteed to participants.
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A.16 If the contract provided only an option for the sponsor to sell the bond
to the issuer, rather than an obligation to do so, contract value would only apply
when the fair value of the bond was less than contract value, because the option
would then have value. Fair value may be determined as the greater of the
estimated discounted cash flows or the option price.
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Statement of Position 94-5
Disclosures of Certain Matters in the
Financial Statements of Insurance Enterprises
December 15,1994
NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least two-thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used, or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances.

Introduction
.01 Most of the accounting principles related to disclosures for insurance
enterprises were promulgated over twenty years ago when the insurance
regulatory and business environments were less complex and volatile. Accord
ingly, the AICPA Accounting Standards Executive Committee (AcSEC) added
a project to its agenda to consider whether new disclosures should be required
in insurance enterprises’ financial statements. This statement of position
(SOP) is a result of that project.

Scope
.02 This SOP applies to annual and complete sets of interim financial
statements prepared in conformity with generally accepted accounting princi
ples (GAAP) of life and health insurance enterprises (including mutual life
insurance enterprises), property and casualty insurance enterprises, reinsur
ance enterprises, title insurance enterprises, mortgage guaranty insurance
enterprises, financial guaranty insurance enterprises, assessment enterprises,
fraternal benefit societies, reciprocal or interinsurance exchanges, pools other
than public-entity risk pools, syndicates, and captive insurance companies.
Furthermore, AICPA Auditing Interpretation No. 12, “Evaluation of the Ap
propriateness of Informative Disclosures in Insurance Enterprises’ Financial
Statements Prepared on a Statutory Basis” (AICPA, Professional Standards,
vol. 1, AU section 9623.60—.79), requires auditors to apply the same disclosure
criteria for statutory financial statements as they do for financial statements
prepared in conformity with GAAP.
AICPA Technical Practice Aids
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Relationship to Other Pronouncements
.03 In some circumstances, the disclosure requirements in this SOP may
be similar to, or overlap, the disclosure requirements in certain other authori
tative accounting pronouncements issued by the Financial Accounting Stand
ards Board (FASB), the American Institute of Certified Public Accountants
(AICPA), and the Securities and Exchange Commission (SEC). For example—
•

FASB Statement of Financial Accounting Standards No. 5, Accounting
for Contingencies, requires certain disclosures related to loss contin
gencies, including catastrophe losses of property and casualty insur
ance companies.

•

FASB Statement No. 60, Accounting and Reporting by Insurance
Enterprises, requires certain disclosures about liabilities for unpaid
claims and claim adjustment expenses and statutory capital.

•

FASB Statement No. 113, Accounting and Reporting for Reinsurance
of Short-Duration and Long-Duration Contracts, requires certain dis
closures about reinsurance transactions.

•

AICPA Statement of Position 94-6, Disclosure of Certain Significant
Risks and Uncertainties [section 10,640], requires disclosures about
certain significant estimates.

•

The SEC Securities Act Guide 6, Disclosures Concerning Unpaid
Claims and Claim Adjustment Expenses of Property-Casualty Insur
ance Underwriters, requires disclosures of information about liabili
ties for unpaid claims and claim adjustment expenses.

The disclosure requirements in this SOP supplement the disclosure require
ments in other authoritative pronouncements. This SOP does not alter the
requirements of any FASB or SEC pronouncement.

Conclusions
.04 The disclosure requirements in this section should be read in conjunc
tion with appendix A, “Illustrative Disclosures” [paragraph .13], and appendix
B, “Discussion of Conclusions” [paragraph .14], of this SOP.

Permitted Statutory Accounting Practices
.05 Insurance enterprises currently prepare their statutory financial
statements in accordance with accounting principles and practices prescribed
or permitted by the insurance department of their state of domicile. The
National Association of Insurance Commissioners (NAIC) currently has a
project under way to codify statutory accounting practices through a complete
revision of its Accounting Practices and Procedures Manuals, that, when
complete, is expected to replace prescribed or permitted statutory accounting
practices as the statutory basis of accounting for insurance enterprises (re
ferred to hereafter as the “codification”). Therefore, the codification will likely
result in changes to what is currently considered a prescribed statutory ac
counting practice. Furthermore, postcodification-permitted statutory account
ing practices will be exceptions to the statutory basis of accounting.

.06 Prescribed precodification statutory accounting practices include
state laws, regulations, and general administrative rules applicable to all in
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surance enterprises domiciled in a particular state; NAIC Annual Statement
Instructions', the NAIC Accounting Practices and Procedures Manuals', the
Securities Valuation Manual (published by the NAIC Securities Valuation
Office); NAIC official proceedings; and the NAIC Examiners’ Handbook.
.07 Permitted statutory accounting practices include practices not de
scribed in paragraph .06 but allowed by the domiciliary state insurance depart
ment. Insurance enterprises may request permission from the domiciliary
state insurance department to use a specific accounting practice in the prepa
ration of their statutory financial statements (a) when the enterprise wishes to
depart from the prescribed statutory accounting practices, or (b) when pre
scribed statutory accounting practices do not address the accounting for the
transaction.
.08 The disclosures in this paragraph should be made for permitted
statutory accounting practices for the most recent fiscal year presented, re
gardless of when the permitted statutory accounting practice was initiated.
Insurance enterprises should disclose the following information about permit
ted statutory accounting practices that individually or in the aggregate mate
rially affect statutory surplus or risk-based capital, including GAAP practices
when the permitted practices differ from the prescribed statutory accounting
practices:

a.

A description of the permitted statutory accounting practice

b.

A statement that the permitted statutory accounting practice differs
from prescribed statutory accounting practices

c.

The monetary effect on statutory surplus

Insurance enterprises should disclose the following information about permit
ted statutory accounting practices, excluding GAAP practices used, when
prescribed statutory accounting practices do not address the accounting for the
transaction:
a.

A description of the transaction and of the permitted statutory
accounting practice used

b.

A statement that prescribed statutory accounting practices do not
address the accounting for the transaction

Liability for Unpaid Claims and Claim Adjustment Expenses
.0 9 The liability for unpaid claims and claim adjustment expenses repre
sents the amounts needed to provide for the estimated ultimate cost of settling
claims relating to insured events that have occurred on or before a particular
date (ordinarily, the statement of financial position date). The estimated
liability includes the amount of money that will be required for future pay
ments of (a) claims that have been reported to the insurer, (6) claims related
to insured events that have occurred but that have not been reported to the
insurer as of the date the liability is estimated, and (c) claim adjustment
expenses. Claim adjustment expenses include costs incurred in the claim
settlement process such as legal fees; outside adjuster fees; and costs to record,
process, and adjust claims.

.1 0 Financial statements should disclose for each fiscal year for which an
income statement is presented the following information about the liability for
unpaid claims and claim adjustment expenses:
AICPA Technical Practice Aids
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a.

The balance in the liability for unpaid claims and claim adjustment
expenses at the beginning and end of each fiscal year presented, and
the related amount of reinsurance recoverable

b.

Incurred claims and claim adjustment expenses with separate dis
closure of the provision for insured events of the current fiscal year
and of increases or decreases in the provision for insured events of
prior fiscal years

c.

Payments of claims and claim adjustment expenses with separate
disclosure of payments of claims and claim adjustment expenses
attributable to insured events of the current fiscal year and to
insured events of prior fiscal years

Also, insurance enterprises should discuss the reasons for the change in the
provision for incurred claims and claim adjustment expenses attributable to
insured events of prior fiscal years and should indicate whether additional
premiums or return premiums have been accrued as a result of the prior-year
effects.
.1 1 In addition to the disclosures required by FASB Statement No. 5 and
other accounting pronouncements, insurance enterprises should disclose man
agement’s policies and methodologies for estimating the liability for unpaid
claims and claim adjustment expenses for difficult-to-estimate liabilities, such
as for claims for toxic waste cleanup, asbestos-related illnesses, or other
environmental remediation exposures.

Effective Date and Transition
.12 This SOP is effective for annual and complete sets of interim financial
statements for periods ending after December 15,1994. Disclosures of informa
tion required by paragraph .10 should be included for each fiscal year for which
an income statement is presented.
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Appendix A
Illustrative Disclosures
A-l. The illustrations included in this appendix are guides to implementa
tion of the disclosures required by this SOP. Insurance enterprises are not
required to display the information contained herein in the specific manner or
in the degree of detail illustrated. Alternative disclosure presentations are
permissible if they satisfy the disclosure requirements of this SOP.

Permitted Statutory Accounting Practices
A-2. The following is an illustration of disclosures that an insurance
enterprise would make before the codification is complete, to meet the require
ments of paragraph .08 of this SOP.
Note X.Permitted Statutory Accounting Practices

Property and Casualty Company, Inc., domiciled in ABC State, prepares its
statutory financial statements in accordance with accounting practices pre
scribed or permitted by the ABC State Insurance Department. Prescribed
statutory accounting practices include a variety of publications of the National
Association of Insurance Commissioners (NAIC), as well as state laws, regula
tions, and general administrative rules. Permitted statutory accounting prac
tices encompass all accounting practices not so prescribed.
The company received written approval from the ABC State Insurance Depart
ment to discount loss reserves at a rate of X percent for statutory accounting
purposes, which differs from prescribed statutory accounting practices. Statu
tory accounting practices prescribed by ABC state require that loss reserves be
discounted at Y percent. As of December 31,19X3, that permitted transaction
increased statutory surplus by $XX million over what it would have been had
prescribed accounting practice been followed.1

Liability for Unpaid Claims and Claim Adjustment Expenses
A-3. The following is an illustration of information an insurance enterprise
would disclose to meet the requirements of paragraph .10 of this SOP. (This
illustration presents amounts incurred and paid net of reinsurance.
The information may also be presented before the effects of reinsurance with
separate analysis of reinsurance recoveries and recoverables related to the
incurred and paid amounts.)

1 If an insurance company’s risk-based capital (RBC) would have triggered a regulatory event
had it not used a permitted practice, that fact should be disclosed in the financial statements.
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Note X. Liability for Unpaid Claims and Claim Adjustment Expenses

Activity in the liability for unpaid claims and claim adjustment expenses is
summarized as follows.
19X5

19X4

$7,030
1,234

$6,687
987

Net Balance at January 1

5,796

5,700

Incurred related to:
Current year
Prior years

2,700
(171)

2,600
____ 96

Total incurred

2,529

2,696

Paid related to:
Current year
Prior years

781
2,000

800
1,800

Total paid

2,781

2,600

Net Balance at December 31
Plus reinsurance recoverables

5,544
1,255

5,796
1,234

$6,799

$7,030

Balance at January 1
Less reinsurance recoverables

Balance at December 31

As a result of changes in estimates of insured events in prior years, the provision
of claims and claim adjustment expenses (net of reinsurance recoveries of $X
and $X in 19X5 and 19X4, respectively) decreased by $171 million in 19X5
because of lower-than-anticipated losses on Hurricane Howard, and increased
by $96 million in 19X4 because of higher-than-anticipated losses and related
expenses for claims for asbestos-related illnesses, toxic waste cleanup, and
workers’ compensation.

A-4. The following is an illustration of an insurance enterprise disclosure
designed to meet the requirements of paragraph .11 of this SOP. (Additional
disclosures about the liabilities for unpaid claims and claim adjustment ex
penses may be required under FASB Statement No. 5, FASB Interpretation 14,
Reasonable Estimation of the Amount of a Loss, AICPA SOP 94-6 [section
10,640], and SEC requirements.)
Note X. Environmental-Related Claims
In establishing the liability for unpaid claims and claim adjustment expenses
related to asbestos-related illnesses and toxic waste cleanup, management
considers facts currently known and the current state of the law and coverage
litigation. Liabilities are recognized for known claims (including the cost of
related litigation) when sufficient information has been developed to indicate
the involvement of a specific insurance policy, and management can reasonably
estimate its liability. In addition, liabilities have been established to cover
additional exposures on both known and unasserted claims. Estimates of the
liabilities are reviewed and updated continually. Developed case law and
adequate claim history do not exist for such claims, especially because signifi
cant uncertainty exists about the outcome of coverage litigation and whether
past claim experience will be representative of future claim experience.
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Appendix B
Discussion of Conclusions
B-l. This section discusses factors that were deemed significant by mem
bers of AcSEC in reaching the conclusions in this SOP. It includes reasons for
accepting certain views and rejecting others. Individual AcSEC members gave
greater weight to some factors than to others.

B-2. The business and regulatory environment of insurance enterprises
has become more complex and volatile, and therefore riskier. Accordingly,
AcSEC believed the need existed to reconsider the disclosures made in the
financial statements of insurance enterprises.
B-3. FASB Statement of Financial Accounting Concepts No. 1, Objectives
of Financial Reporting by Business Enterprises, states financial reporting
should “provide information that is useful to present and potential investors
and creditors and other users in making rational investment, credit, and
similar decisions” (paragraph 34). Further, the Concepts Statement says that
to support that decision-making process, financial reports should help such
users “assess the amounts, timing, and uncertainty of prospective net cash
inflows to the related enterprises” (paragraph 37) by providing “information
about the economic resources of an enterprise, the claims to those resources. . .
and the effects of transactions, events, and circumstances that change re
sources and claims to those resources” (paragraph 40).

B-4. AcSEC considered a wide variety of potential disclosures, and tried to
identify the areas of importance to insurance enterprises for which the current
disclosures were lacking. AcSEC concluded that additional disclosures in the
financial statements of insurance enterprises about regulatory risk-based
capital, the liability for unpaid claims, and certain accounting methods permit
ted by state insurance departments would help insurance enterprises better
meet the objectives of financial reporting in their financial statements.

Risk-Based Capital
B-5. Insurance enterprises operate in a highly regulated environment
directed primarily toward safeguarding policyholders’ interests and maintain
ing public confidence in the safety and soundness of the insurance system.
Historically, regulation of insurance enterprises has monitored solvency by
focusing on their capital. One of the primary tools used by state insurance
departments for ensuring that their objectives are being met is risk-based
capital (RBC).

B-6. The NAIC has developed an RBC program that is used by state
insurance departments to enable them to take appropriate and timely regula
tory actions relating to insurers that show signs of weak or deteriorating
financial conditions. This program is encompassed in the RBC Model Acts for
life and property and casualty insurers, which have been or are intended to be
adopted by most of the states. RBC is a series of dynamic surplus-related
formulas set forth in the NAIC’s RBC instructions for life and health and for
property and casualty insurance enterprises. The formulas contain a variety of
weighing factors that are applied to financial balances or to levels of activity
based on the perceived degree of certain risks, such as asset risk, credit risk,
AICPA Technical Practice Aids

§10,630.14

19,998

Statements of Position

interest rate risk (life insurance enterprises only), underwriting risk, and other
business risks, such as risks related to management, regulatory action, and
contingencies. The amount determined under such formulas, the authorized
control level risk-based capital, is required to be disclosed in life insurance
enterprises’ statutory filings starting for the year ended December 31, 1993,
and in property and casualty insurance enterprises’ statutory filings starting
for the year ended December 31,1994.

B-7. The exposure draft of the SOP contained a requirement that insurance
enterprises that are required to calculate RBC should disclose in their financial
statements the ratio of total adjusted capital to authorized control level RBC
and the amount of total adjusted capital for each fiscal year for which a
statement of financial position is presented.

B-8. However, the NAIC’s RBC Model Acts for both life and property and
casualty insurers have a confidentiality provision, which states:
[E]xcept as otherwise required under the provisions of this Act [that is, in the
annual financial reports filed with state insurance departments], the making,
publishing, disseminating, circulation, or placing before the public, or causing,
directly or indirectly to be made, placed before the public, in a newspaper,
magazine or other publication ... with regard to the RBC levels of any insurer
... would be misleading and is therefore prohibited.

B-9. Prior to issuing the exposure draft, based on discussions with the
drafters of the RBC Model Acts and some state insurance regulators, and based
on the fact that the information is already in the public domain, AcSEC believed
that the confidentiality provisions were not intended to apply to disclosures in
financial statements. However, a number of respondents to the exposure draft
stated that they believe disclosing RBC levels in financial statements would be
illegal in states that have enacted the RBC Model Acts. They point out that
words in the RBC Model Acts appear to be intended to restrict all other
disclosure of RBC levels, including in insurers’ financial statements.
B-10. AcSEC continues to believe, because of the importance of RBC in the
regulatory oversight ofinsurance enterprises, that its disclosure would improve
the relevance and usefulness of insurance enterprises’ financial statements,
and, therefore, it should be disclosed in the financial statements. Nevertheless,
AcSEC concluded the legal issues require further consideration.
B-11. AcSEC decided that this SOP should not be delayed while the legal
issues regarding RBC disclosures are considered. A separate SOP on RBC
disclosures will be considered at a later date.

B-12. Nevertheless, AcSEC encourages insurance enterprises to disclose
RBC levels if they are domiciled in states that have not adopted the RBC Model
Acts, or if they have otherwise determined that it is legal to make such
disclosures in their financial statements.
B-13. The exposure draft also required insurance enterprises whose level
of RBC has triggered a regulatory event2 to disclose certain information in their
2 Under the NAIC’s RBC Model Acts, when the ratio of total adjusted capital to authorized
control level RBC is less than or equal to 2 or less than or equal to 2.5 with negative trends for life
insurance enterprises, a regulatory event exists that is, the insurance enterprise would fail to meet
the minimum RBC requirements. There are four types of regulatory events, ranging from least to
most serious: company action level event, regulatory action level event, authorized control level
event, and mandatory control level event.
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financial statements. Delaying the issuance of the RBC guidance does not
change the fact that under SAS No. 59, The Auditor’s Consideration of an
Entity’s Ability to Continue as a Going Concern, auditors must consider the
need for disclosures about the principal conditions and events that triggered
the regulatory event and the possible effects of such conditions and events, as
well as management’s plans.

Permitted Statutory Accounting Practices
B-14. Permitted statutory accounting practices historically have not been
disclosed in the notes to the financial statements, except to the extent that they
have been disclosed in the accounting practices and procedures note to the
statutory financial statements. With increasing frequency, insurance enter
prises have transactions that are not explicitly addressed by prescribed ac
counting practices, or for which no analogous prescribed accounting practices
exist. Furthermore, insurance enterprises often request exceptions from cer
tain prescribed accounting practices. Permitted statutory accounting practices
may differ from state to state, and from company to company within a state,
and may change in the future. Moreover, permitted statutory accounting
practices have been used to enhance insurance enterprises’ surplus positions.
For example, some state insurance departments have permitted certain insur
ance enterprises to adjust home office facilities to appraised values even though
the states’ prescribed statutory accounting practices require that such assets
be carried at depreciated historical cost.

B-15. AcSEC believes the required disclosure of permitted statutory ac
counting practices will enhance the relevance of the financial statements and
fulfill the financial reporting objective of providing current and potential
investors, creditors, policyholders, and other users of an insurance enterprise’s
financial statements with useful information. Not only will such disclosures
identify situations in which permitted statutory accounting practices enhance
an insurance enterprise’s statutory capital and RBC position, but they also will
improve the comparability of insurance enterprises’ financial statements.

Liability for Unpaid Claims and Claim Adjustment Expenses
B-16. Insurance enterprises estimate their liability for unpaid claims and
claim adjustment expenses for reported and unreported claims incurred as of
the end of the accounting period in accordance with FASB Statement No. 60.
The liability is estimated based on past loss experience, adjusted for current
trends and other factors that will modify past experience. The liability may be
calculated using a variety of mathematical approaches ranging from simple
arithmetic projections using loss development factors to complex statistical
models.
B-17. FASB Concepts Statement No. 1, paragraph 21, states:
The information provided by financial reporting largely reflects the financial
effects of transactions and events that have already happened. Management
may communicate information about its plans or projections; but financial
statements and most other financial reporting are historical.... Estimates
resting on expectations of the future are often needed in financial reporting,
but their major use, especially of those formally incorporated in financial
statements, is to measure financial effects of past transactions or events or the
present status of an asset or liability.... To provide information about the past
AICPA Technical Practice Aids
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as an aid in assessing the future is not to imply that the future can be predicted
merely by extrapolating past trends or relationships. Users of the information
need to assess the possible or probable impact of factors that may cause change
and form their own expectations about the future and its relation to the past.

B-18. AcSEC believes that disclosures about an insurance enterprise’s
liabilities for unpaid claims and claim adjustment expenses development are
useful in understanding insurance enterprises’ liabilities and results of opera
tions. Furthermore, AcSEC notes the disclosures are the same as some of the
loss reserve development disclosures that the SEC requires registrants to file
with the commission under Securities Act Guide 6.
B-19. Paragraph 60(a) of FASB Statement No. 60, Accounting and Report
ing by Insurance Enterprises, requires all insurance enterprises to disclose the
basis for estimating the liabilities for unpaid claims and claim adjustment
expenses. Furthermore, FASB Statement No. 5, Accounting for Contingencies,
requires disclosure of loss contingencies not accrued, for which it is at least
reasonably possible that a loss has been incurred. Because of the relatively high
degree of coverage litigation and the lack of historical information regarding
the amount and nature of both known and unasserted claims relating to
difficult-to-estimate liabilities (such as those related to environmental related
illness claims and toxic-waste cleanup claims), traditional loss reserving tech
niques may not be used in estimating such liabilities. Therefore, a high degree
of judgment is needed in estimating the amount of losses, and practice is
developing in the area. Accordingly, AcSEC believes financial statement users
will benefit from disclosure of the policies and methods management has used
for estimating these amounts.

Discussion of Comments Received on Exposure Draft
B-20. An exposure draft of a statement of position, Disclosure of Certain
Matters in the Financial Statements of Insurance Enterprises was issued on
April 20, 1994, and distributed to a variety of interested parties to encourage
comment by those that would be affected by the proposal. Forty comment letters
were received on the exposure draft.

Risk-Based Capital
B-21. A number of comments were received on the risk-based capital
disclosures. As discussed in paragraphs B-5 through B-13, AcSEC decided to
consider a separate SOP at a later date on risk-based capital disclosures. The
comments will be addressed at that time.

Permitted Statutory Accounting Practices
B-22. A number of respondents to the exposure draft of the SOP requested
that the disclosure requirements for permitted statutory accounting practices
be postponed until after the codification is complete. AcSEC believes that the
disclosures are especially important before codification to improve under
standing of the factors that affect comparability among the statutory capital of
insurance enterprises.

B-23. Respondents asked for clarification of how disclosure of the monetary
effect of statutory surplus would be calculated, particularly when there is no
prescribed accounting practice to compare with the permitted practice. AcSEC
agreed and revised the exposure draft to state that for permitted statutory ac
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counting practices used when prescribed accounting practice is silent, a descrip
tion of the transaction is sufficient. Respondents also asked for clarification
about whether there should be disclosure of GAAP-permitted practices when
there is no prescribed statutory accounting. If an insurance company uses a
GAAP practice in its statutory financial statements when there is no prescribed
practice, that is still considered a permitted statutory accounting practice.
However, AcSEC agreed that no disclosures should be made for GAAP practices
that are used when prescribed statutory practices do not specify the accounting
for the transaction.

B-24. Respondents suggested that the requirement in the exposure draft
to make a statement about the codification be eliminated. AcSEC agreed the
disclosure might be confusing to users of financial statements, and eliminated
the requirement.

Liability for Unpaid Claims and Claim Adjustment Expenses
B-25. The exposure draft would have required disclosure of information
about actuarial adjustments made for nonrecurring or abnormal experience. A
number of respondents suggested that that disclosure requirement be elimi
nated. AcSEC was persuaded that such actuarial adjustments are a normal
part of making estimates that should not be disclosed in the financial state
ments, and eliminated the requirement.
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Statement of Position 94-6
Disclosure of Certain Significant Risks
and Uncertainties
December 30,1994
NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least two-thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used, or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances.

Introduction
.01 The volatile business and economic environment underscores a need
for improved disclosure about the significant risks and uncertainties that face
reporting entities. In 1987, the AICPA issued the Report of the Task Force on
Risks and Uncertainties (the Report), which was intended to help standardssetting bodies and others identify practical methods of improving the informa
tion communicated to users of financial statements to help them assess those
risks and uncertainties. This statement of position (SOP) is largely based on
the Report. The central feature of this SOP’s disclosure requirements is selec
tivity: specified criteria serve to screen the host of risks and uncertainties that
affect every entity so that required disclosures are limited to matters signifi
cant to a particular entity.
.02 The disclosures focus primarily on risks and uncertainties that could
significantly affect the amounts reported in the financial statements in the
near term or the near-term functioning of the reporting entity. The risks and
uncertainties this SOP deals with can stem from the nature of the entity’s
operations, from the necessary use of estimates in the preparation of the
entity’s financial statements, and from significant concentrations in certain
aspects of the entity’s operations.

Scope
.03 This SOP applies to financial statements prepared in conformity with
generally accepted accounting principles (GAAP) applicable to nongovernAICPA Technical Practice Aids
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mental entities. It applies to all entities that issue such statements. While this
SOP applies to complete interim financial statements, it does not apply to
condensed or summarized interim financial statements.1 If comparative finan
cial statements are presented, the disclosure requirements apply only to the
financial statements for the most recent fiscal period presented.
.04 The disclosure requirements do not encompass risks and uncertain
ties that might be associated with management or key personnel, proposed
changes in government regulations, proposed changes in accounting princi
ples,2 or deficiencies in the internal control structure. Nor do they encompass
the possible effects of acts of God, war, or sudden catastrophes.

Relationship to Other Pronouncements
.05 The disclosure requirements of this SOP in many circumstances are
similar to or overlap the disclosure requirements in certain pronouncements of
the Financial Accounting Standards Board (FASB), such as FASB Statement
of Financial Accounting Standards No. 5, Accounting for Contingencies, and,
for public business enterprises, FASB Statement No. 14, Financial Reporting
for Segments ofa Business Enterprise. The disclosure requirements of this SOP
in many circumstances also are similar to or overlap the disclosure require
ments in certain pronouncements of the Securities and Exchange Commission
(SEC). This SOP does not alter the requirements of any FASB or SEC pro
nouncement.
.06 Certain disclosure requirements in this SOP supplement the require
ments of other authoritative pronouncements. In many cases, however, the
disclosure requirements in this SOP, particularly those relating to certain
significant estimates, will be met or partly met by compliance with such other
pronouncements.

Definitions
.07 This SOP uses the following terms with the definitions indicated:
Near term. A period of time not to exceed one year from the date of the financial
statements.

Severe impact. (Used in reference to current vulnerability due to certain
concentrations. See paragraph .21.) A significant financially disruptive effect
on the normal functioning of the entity. Severe impact is a higher threshold
than material. Matters that are important enough to influence a user’s deci
sions are deemed to be material,3 yet they may not be so significant as to dis1 However, see Accounting Principles Board (APB) Opinion No. 28, Interim Financial Reporting,
paragraph 30, for guidance on disclosure of contingencies in summarized interim financial informa
tion of publicly traded companies.
2 SEC Staff Accounting Bulletin 74 requires disclosure, both in Management’s Discussion and
Analysis (MD&A) and in the notes to the financial statements, concerning accounting standards that
have been issued but that have not yet been adopted. Also, Auditing Interpretation No. 3 of SAS No.
1, section 410, “The Impact on an Auditor’s Report of an FASB Statement Prior to the Statement
Effective Date” (AICPA, Professional Standards, vol. 1, AU 9410.13-.18), addresses reporting consid
erations when financial statements will have to be restated in the future because an authoritative
accounting pronouncement that is not yet effective will require retroactive application of its provi
sions by prior-period adjustment.
3 FASB Concepts Statement No. 2, Qualitative Characteristics of Accounting Information,
defines materiality as “the magnitude of an omission or misstatement of accounting information that,
in the light of surrounding circumstances, makes it probable that the judgment of a reasonable
person relying on the information would have been changed or influenced by the omission or
misstatement.”
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rupt the normal functioning of the entity. Some events are material to an
investor because they might affect the price of an entity’s capital stock or its
debt securities, but they would not necessarily have a severe impact on (disrupt)
the enterprise itself. The concept of severe impact, however, includes mat
ters that are less than catastrophic.4

Conclusions
.08 The Accounting Standards Executive Committee (AcSEC) of the
AICPA has concluded that reporting entities should make disclosures in their
financial statements beyond those now required or generally made in financial
statements about the risks and uncertainties existing as of the date of those
statements in the following areas:
a.

Nature of operations

b.

Use of estimates in the preparation of financial statements

c.

Certain significant estimates

d.

Current vulnerability due to certain concentrations

These four areas of disclosure are not mutually exclusive. The information
required by some may overlap. Accordingly, the disclosures required by this
SOP may be combined in various ways, grouped together, or placed in diverse
parts of the financial statements, or included as part of the disclosures made
pursuant to the requirements of other authoritative pronouncements.

.09 The following detailed discussion of the four areas of disclosure enu
merated in paragraph .08 should be read in conjunction with the “Illustrative
Disclosures” in appendix A [paragraph .27] of this SOP, which provide guid
ance for implementing them.

Nature of Operations
.10 Financial statements should include a description of the major prod
ucts or services the reporting entity sells or provides and its principal markets,
including the locations of those markets. If the entity operates in more than
one business, the disclosure should also indicate the relative importance of its
operations in each business and the basis for the determination—for example,
assets, revenues, or earnings. Not-for-profit organizations’ disclosures should
briefly describe the principal services performed by the entity and the revenue
sources for the entity’s services. Disclosures about the nature of operations
need not be quantified; relative importance could be conveyed by use of terms
such as predominately, about equally, or major and other.5

Use of Estimates in the Preparation of Financial Statements
.11 Financial statements should include an explanation that the prepara
tion of financial statements in conformity with GAAP requires the use of
management’s estimates.

Certain Significant Estimates
.12 Various accounting pronouncements require disclosures about uncer
tainties addressed by those pronouncements. In particular, paragraphs 9 through
4 Matters that are catastrophic include, for example, those that would result in bankruptcy.
5 See paragraph B-17 in appendix B [paragraph .28] for a comparison of this SOP’s disclosure
requirements concerning nature of operations with the disclosure requirements for public companies
in FASB Statement No. 14, Financial Reporting for Segments of a Business Enterprise.
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12, and 17b, and footnote 6 of FASB Statement No. 5 specify disclosures to be
made about contingencies6 that exist at the date of the financial statements.
The disclosure requirements of paragraphs 9 through 12 of Statement No. 5
are further clarified in FASB Interpretation No. 14, Reasonable Estimation of
the Amount of a Loss. In addition to disclosures required by FASB Statement
No. 5 and other accounting pronouncements, this SOP requires disclosures
regarding estimates used in the determination of the carrying amounts of
assets or liabilities or in disclosure of gain or loss contingencies, as described
below.

.13 Disclosure regarding an estimate should be made when known infor
mation available prior to issuance of the financial statements indicates that
both of the following criteria are met:
a.

It is at least reasonably possible7 that the estimate of the effect on
the financial statements of a condition, situation, or set of circum
stances that existed at the date of the financial statements will
change in the near term due to one or more future confirming events.

b.

The effect of the change would be material to the financial state
ments.

. 14 The disclosure should indicate the nature of the uncertainty and
include an indication that it is at least reasonably possible8 that a change in
the estimate will occur in the near term.9 If the estimate involves a loss
contingency covered by FASB Statement No. 5, the disclosure also should
include an estimate of the possible loss or range of loss, or state that such an
estimate cannot be made. Disclosure of the factors that cause the estimate to
be sensitive to change is encouraged but not required.

. 15 Many entities use risk-reduction techniques to mitigate losses or the
uncertainty that may result from future events. If the entity determines that
the criteria in paragraph .13 are not met as a result of risk-reduction tech
niques, the disclosures described in paragraph .14 and disclosure of the risk
reduction techniques are encouraged but not required.
. 16 This SOP’s disclosure requirements are separate from and do not
change in any way the disclosure requirements or criteria of FASB Statement
No. 5; rather, the disclosures required under this SOP supplement the disclo
sures required under Statement No. 5 as follows:
•

If an estimate (including estimates that involve contingencies cov
ered by FASB Statement No. 5) meets the criteria for disclosure
under paragraph .13 of this SOP, this SOP requires disclosure of an
indication that it is at least reasonably possible that a change in the

6 FASB Statement No. 5 defines a contingency as “an existing condition, situation, or set of
circumstances involving uncertainty as to possible gain (hereinafter a ‘gain contingency’) or loss
(hereinafter a ‘loss contingency') to an enterprise that will ultimately be resolved when one or more
future events occur or fail to occur. Resolution of the uncertainty may confirm the acquisition of an
asset or the reduction of a liability or the loss or impairment of an asset or the incurrence of a
liability.”
7 The term reasonably possible is used in this SOP consistent with its use in FASB Statement No.
5 to mean that the chance of a future transaction or event occurring is more than remote but less than
likely.
8 The words reasonably possible need not be used in the disclosures required by this SOP.
9 FASB Statement No. 5 states in paragraph 17b that “adequate disclosure shall be made of
contingencies that might result in gains, but care shall be exercised to avoid misleading implications
as to the likelihood of realization.”

§10,640.13

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Disclosure of Risks and Uncertainties

20,035

estimate will occur in the near term; FASB Statement No. 5 does not
distinguish between near-term and long-term contingencies.
•

An estimate that does not involve a contingency covered by Statement
No. 5, such as estimates associated with long-term operating assets
and amounts reported under profitable long-term contracts, may meet
the criteria in paragraph .13. This SOP requires disclosure of the
nature of the estimate and an indication that it is at least reasonably
possible that a change in the estimate will occur in the near term.

. 17 Whether an estimate meets the criteria for disclosure under this SOP
does not depend on the amount that has been reported in the financial
statements, but rather on the materiality of the effect that using a different
estimate would have had on the financial statements. Simply because an
estimate resulted in the recognition of a small financial statement amount, or
no amount, does not mean that disclosure is not required under this SOP.
. 18 The following are examples of assets and liabilities and related reve
nues and expenses, and of disclosure of gain or loss contingencies included in
financial statements that, based on facts and circumstances existing at the
date of the financial statements, may be based on estimates that are particu
larly sensitive to change in the near term:

•

Inventory subject to rapid technological obsolescence

•

Specialized equipment subject to technological obsolescence

•

Valuation allowances for deferred tax assets based on future taxable
income

•

Capitalized motion picture film production costs

•

Capitalized computer software costs

•

Deferred policy acquisition costs of insurance enterprises

•

Valuation allowances for commercial and real estate loans

•

Environmental remediation-related obligations

•

Litigation-related obligations

•

Contingent liabilities for obligations of other entities

•

Amounts reported for long-term obligations, such as amounts reported
for pensions and postemployment benefits

•

Estimated net proceeds recoverable, the provisions for expected loss
to be incurred, or both, on disposition of a business or assets

•

Amounts reported for long-term contracts

The above list is not intended to be all-inclusive.
. 19 Paragraph 5 of FASB Statement No. 121, Accounting for the Impair
ment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of,
provides examples of events or changes in circumstances that indicate that the
recoverability of the carrying amount of an asset should be assessed.[10] [Revised,
April 1996, to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]
[10] [Footnote deleted.]
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Current Vulnerability Due to Certain Concentrations
. 20 Vulnerability from concentrations arises because an entity is exposed
to risk of loss greater than it would have had it mitigated its risk through
diversification. Such risks of loss manifest themselves differently, depending
on the nature of the concentration, and vary in significance.
. 21 Financial statements should disclose the concentrations described in
paragraph .22 if, based on information known to management prior to issuance
of the financial statements, all of the following criteria are met:
a.

The concentration exists at the date of the financial statements.

b.

The concentration makes the enterprise vulnerable to the risk of a
near-term severe impact.

c.

It is at least reasonably possible that the events that could cause the
severe impact will occur in the near term.

.2 2 Concentrations, including known group concentrations, described be
low require disclosure if they meet the criteria of paragraph .21. (Group
concentrations exist if a number of counterparties or items that have similar
economic characteristics collectively expose the reporting entity to a particular
kind of risk.) Some concentrations may fall into more than one category.
a.

Concentrations in the volume ofbusiness transacted with a particular
customer, supplier, lender, grantor, or contributor. The potential for
the severe impact can result, for example, from total or partial loss
of the business relationship. For purposes of this SOP, it is always
considered at least reasonably possible that any customer, grantor,
or contributor will be lost in the near term.

b.

Concentrations in revenue from particular products, services, or fundraising events. The potential for the severe impact can result, for
example, from volume or price changes or the loss of patent protec
tion for the particular source of revenue.

c.

Concentrations in the available sources of supply of materials, labor,
or services, or oflicenses or other rights used in the entity's operations.
The potential for the severe impact can result, for example, from
changes in the availability to the entity of a resource or a right.

d.

Concentrations in the market or geographic area11 in which an entity
conducts its operations. The potential for the severe impact can
result, for example, from negative effects of the economic and politi
cal forces within the market or geographic area. For purposes of this
SOP, it is always considered at least reasonably possible that opera
tions located outside an entity’s home country will be disrupted in
the near term.

.2 3 Concentrations of financial instruments, and other concentrations not
described in paragraph .22, are not addressed in this SOP. However, these
other concentrations may be required to be disclosed pursuant to other authori
tative pronouncements, such as FASB Statement No. 105, Disclosure of Infor
mation about Financial Instruments with Off-Balance-Sheet Risk and
Financial Instruments with Concentrations of Credit Risk.

.2 4 Disclosure of concentrations meeting the criteria of paragraph .21
should include information that is adequate to inform users of the general na
11 FASB Statement No. 14, Financial Reporting for Segments of a Business Enterprise, para
graph 34, provides guidance on determining foreign geographic areas.
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ture of the risk associated with the concentration. For those concentrations of
labor (paragraph .22c) subject to collective bargaining agreements and concen
trations of operations located outside of the entity’s home country (paragraph
.22d) that meet the criteria of paragraph .21, the following specific disclosures
are required:

•

For labor subject to collective bargaining agreements, disclosure
should include both the percentage of the labor force covered by a
collective bargaining agreement and the percentage of the labor force
covered by a collective bargaining agreement that will expire within
one year.

•

For operations located outside the entity’s home country, disclosure
should include the carrying amounts of net assets and the geographic
areas in which they are located.

Adequate information about some concentrations may already be presented in
diverse parts of the financial statements. For example, adequate information
about assets or operations located outside the entity’s home country may be
included in disclosures made to comply with FASB Statement No. 14. In
accordance with paragraph .08 of this SOP, such information need not be
repeated.

Application of Disclosure Criteria
. 25 An assessment of whether a disclosure is required should not be found
to be in error simply as a result of future events. For example, reporting a
concentration not followed by a severe impact does not imply that the disclo
sure should not have been made, because something that has only a reasonably
possible chance of occurring obviously might not occur. Similarly, the occur
rence of a severe impact related to a concentration not disclosed in the prior
year financial statements would not suggest noncompliance with this SOP’s
requirements if an appropriate judgment had been made that a near-term
severe impact was not at least reasonably possible at the prior reporting date.
In addition, a severe impact may arise from a concentration of which manage
ment did not have knowledge at the time the financial statements were issued.

Effective Date
. 26 This SOP is effective for financial statements issued for fiscal years
ending after December 15, 1995, and for financial statements for interim
periods in fiscal years subsequent to the year for which this SOP is to be first
applied. Early application is encouraged but not required.

AICPA Technical Practice Aids

§10,640.26

20,038

Statements of Position

.27

Appendix A

Illustrative Disclosures
Contents

Paragraph
Numbers

Nature of Operations
Illustrative Disclosure A—Nature of Operations.............................
Illustrative Disclosure B—Combined Disclosure:
Nature of Operations and Customer
Concentration.......................................................

A-2-A-4

A-5-A-7

Use of Estimates in the Preparation of Financial Statements
Illustrative Disclosure—Pervasiveness of Estimates.......................

A-8-A-10

Certain Significant Estimates
Illustrative Disclosure A—Inventories...............................................
Illustrative Disclosure B—Discontinued Operations:
Assets Held for Sale..............................................................................
Illustrative Disclosure C—Specialized Manufacturing
Equipment..............................................................................................
Illustrative Disclosure D—CapitalizedSoftware Costs...................
Illustrative Disclosure E—Environmental Remediation
Liability..................................................................................................
Illustrative Disclosure F—Guarantee of Debt....................................
Illustrative Disclosure G—Long-Term Construction
Contract..................................................................................................
Illustrative Disclosure H—Realizability of a Deferred
Tax Asset.............................................................................................
Illustrative Disclosure I—Litigation...................................................

A-ll-A-16

A-17-A-19
A-20—A-23
A-24-A-27

A-28-A-33
A-34-A-36

A-37—A-42
A-43—A-45
A-46-A-48

Current Vulnerability Due to Certain Concentrations
Illustrative Disclosure A—Supplier/Sources of Supply..................
Illustrative Disclosure B—Supplier/Sources of Supply..................
Illustrative Disclosure C—Patent........................................................
Illustrative Disclosure D—Source of Supply of Labor....................
Illustrative Disclosure E—Contributor...............................................
Illustrative Disclosure F—Geographic Area of Operations...........

§10,640.27

A-49-A-52
A-53-A-55
A-56-A-59
A-60-A-62
A-63—A-65
A-66-A-68

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Disclosure of Risks and Uncertainties

20,039

A-l. The kinds of disclosures required by this SOP are illustrated below.
Each illustrative disclosure is accompanied by a scenario in which the disclo
sure would likely be made or not made and by a discussion of how and why the
illustrative disclosure complies with the requirements of this SOP or why no
disclosure is required by this SOP.

Nature of Operations
Illustrative Disclosure A—Nature of Operations

A-2. Scenario. Conglomerate, Inc. is a United States-based multinational
corporation. Conglomerate’s principal lines of business are automotive prod
ucts, aerospace products and technologies, textiles, and nonprescription health
care products. The principal markets for the company’s automotive and
aerospace products and technologies are European- and Far East-based indus
trial concerns. Textiles are sold primarily to U.S. clothing manufacturers, while
nonprescription health-care products are sold to wholesale and retail distribu
tors worldwide. The operations of the company in any one country are not
significant in relation to the company’s overall operations. The following
illustrates disclosure of the nature of operations required by this SOP.
A-3. Disclosure. Conglomerate, Inc. is a multinational manufac
turer and engineering concern. The company’s principal lines of busi
ness are automotive products, aerospace products and technologies,
textiles, and nonprescription health-care products, all of which are
about equal in size based on sales. The principal markets for the
automotive and aerospace products and technologies are Europeanand Far East—based industrial concerns. Textiles are sold primarily
to domestic clothing manufacturers, while nonprescription health
care products are sold primarily to wholesale and retail distributors
worldwide.

A-4. Discussion. This disclosure provides—
a.

Information necessary for users not familiar with the operations of
the company to identify and consider the broad risks and uncertain
ties associated with the businesses and markets in which the com
pany operates and competes. From the disclosures provided,
financial statement users having a general knowledge of business
matters should be able to assess that the company’s product lines are
subject to different and varied risks. Those financial statement users
familiar with the businesses recognize the general risks associated
with each of these businesses and their related markets.

b.

Information that facilitates the overall understanding of the finan
cial information presented. This kind of disclosure could provide
users with a basis for comparing an enterprise’s financial informa
tion with that of competitors or with applicable industry statistics.

c.

Insight into the location of the company’s principal markets, al
though on a broad scale. Because the company’s markets are so
diverse, it likely would not be useful to enumerate the specific
locations of the company’s markets. For this reason, the manner in
which the information is disclosed in the illustrative disclosure is
sufficient to meet the broad objectives of paragraph .10 of this
SOP.

AICPA Technical Practice Aids
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Illustrative Disclosure B—Combined Disclosure: Nature of Operations
and Customer Concentration
A-5. Scenario. Smith Corporation, formerly Smith Munitions Corpora
tion, was founded in 1940. At that time, Smith’s principal business was the
design and manufacture of artillery ammunition and other explosives. In 1959,
commensurate with the evolution of its principal business to the design,
engineering, and manufacture of military aircraft for sale to the U.S. govern
ment, Smith changed its name to Smith Corporation. Smith has one factory,
located in New York. The following illustrates disclosure of the nature of
operations required by this SOP.
A-6. Disclosure. Smith Corporation is engaged principally in the
design, engineering, and manufacturing of military aircraft and re
lated peripheral equipment for sale primarily to the U.S. government.

A-7. Discussion. This disclosure provides—
a.

Information needed by users who are not familiar with the operations
of the enterprise to identify and consider the broad risks and uncer
tainties faced by all or most enterprises operating in a specific
business or market, which in this case is the defense contracting
business. From this disclosure, financial statement users having a
general knowledge of business matters should know that the enter
prise’s business may be heavily affected by future changes in U.S.
defense and foreign policies.

b.

Information that aids in the overall understanding of the other
financial information presented. Certain accounting procedures in
volving estimation may apply only to particular industries or may be
relevant in comparing a business enterprise’s financial reports with
those of business enterprises in other industries.

c.

Insight into the location of the company’s principal product markets
and information about its current vulnerability due to concentra
tions. In the illustration, users would be able to recognize and assess
the company’s dependency on sales to the U.S. government (assum
ing the loss of the government as a customer would result in a
near-term severe impact to the company).

Use of Estimates in the Preparation of Financial Statements
Illustrative Disclosure—Pervasiveness of Estimates
A-8. Scenario. The following illustrates disclosure of the pervasiveness of
estimates in the financial statements of all reporting entities.

A-9. Disclosure. The preparation of financial statements in con
formity with generally accepted accounting principles requires man
agement to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets
and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Actual
results could differ from those estimates.

A-10. Discussion. This disclosure is intended to inform users of the inher
ent uncertainties in measuring assets and liabilities and related revenues and
expenses and contingent assets and liabilities, and that subsequent resolution
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of some matters could differ significantly from the resolution that is currently
expected. Such disclosure alerts users that uncertainties are present in the
financial statements of all reporting entities.

Certain Significant Estimates
Note: Some of the following disclosures contain certain information that is
already required to be disclosed under FASB Statement No. 5; in those cases,
the FASB Statement No. 5 requirements are supplemented by an indication that
it is at least reasonably possible that a change in an estimate will occur in the
near term. Others may not be covered by FASB Statement No. 5.

Illustrative Disclosure A—Inventories

A-11. Scenario. XYZ Corporation manufactures high technology stereo
equipment. In June 19X7, one of XYZ’s competitors introduced a new model
stereo system with the same features as XYZ’s Model A. The competitor’s
version sells for significantly less than XYZ’s suggested retail price for Model
A. The introduction of this product resulted in a sharp decrease in the sales
volume of Model A. At December 31, 19X7, XYZ has accumulated significant
inventory quantities beyond its normal short-term needs of its Model A system.
Inventory for Model A ($6 million) represents approximately 20 percent of
XYZ’s inventory at that date. The remaining 80 percent of XYZ’s inventory
consists of products experiencing only normal competitive pressures. XYZ has
established provisions for obsolescence for this latter group of products in the
normal course of business.
A-12. Management has developed a program to provide substantial dealer
incentives on purchases of the Model A, which it expects will result in the sale
of this inventory in the near term. Because of the existing high profit margin
on its stereo systems, XYZ would continue to earn a marginal profit on sales of
the Model A under the new program. It is also reasonably possible, however,
that the program will not be wholly successful, and, accordingly, a material loss
could ultimately result on the disposal of the inventory.
A-13. Disclosure. At December 31,19X7, some portion of $6 million
of inventory of one of the company’s products is in excess of XYZ’s
current requirements based on the recent level of sales. Management
has developed a program to reduce this inventory to desired levels
over the near term and believes no loss will be incurred on its disposi
tion. No estimate can be made of a range of amounts of loss that are
reasonably possible should the program not be successful.
A-14. Discussion. This situation meets the criteria for disclosure under
paragraph .13 of this SOP because circumstances that existed at the date of the
financial statements, including the decreasing sales volume and excessive
quantities of inventory of Model A, make it at least reasonably possible that
management’s plan to liquidate its excess inventory without a loss will be less
than fully successful and that such an outcome would have a near-term
material effect on the enterprise’s financial statements.

A-15. In this illustration, XYZ discloses the existence of potentially excess
quantities of inventory at the date of the financial statements and indicates
that the uncertainty is expected to be resolved in the near term. The disclosure
is intended to provide users with insight into management’s assessment of
recoverability of the cost of inventories existing at the date of the financial
statements. Although disclosure of the $6 million carrying amount of the in
AICPA Technical Practice Aids
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ventory of Model A is not required because, based on the facts presented, $6
million does not constitute a reasonable estimate of loss on the disposal of the
inventory or the maximum amount in an estimated range of loss, disclosure of
this amount is not misleading and may provide useful information.

A-16. Discussion of XYZ’s provision for obsolescence for the remaining 80
percent of its inventory is not required because it is not considered reasonably
possible that additional material losses on this inventory will occur.

Illustrative Disclosure B—Discontinued Operations: Assets Held for Sale
A-17. Scenario. Axel Industries, a manufacturer of automotive compo
nents and heavy trucks, currently has facilities in Michigan, Tennessee, and
Ontario, Canada. As a result of weak demand in the automobile industry, Axel’s
management decided during the current year to discontinue Axel’s automotive
components business, which is located entirely at the company’s Michigan
facility. Axel has charged current operations with the estimated loss on discon
tinuing the business based, in part, on valuations by its investment banker and
independent appraiser. After year end, Axel entered into negotiations to sell
its Michigan facility to a Japanese automobile manufacturer and expects to sell
the facility in the near term. The following illustrates disclosure of significant
estimates and would likely appear as part of the disclosure of the business
segment disposition made pursuant to APB Opinion 30, Reporting the
Results of Operations—Reporting the Effects of Disposal of a Segment of a
Business, and Extraordinary, Unusual and Infrequently Occurring Events
and Transactions.
A-18. Disclosure. Discontinued operations include management's
best estimates of the amounts expected to be realized on the sale of its
automotive components business. [While the estimates are based on
an analysis of the facilities, including valuations by independent
appraisers and investment bankers, there have been limited recent
sales of comparable properties to consider in preparing such valu
ations.12] The amounts the company will ultimately realize could differ
materially in the near term from the amounts assumed in arriving at
the loss on disposal of the discontinued operations.
A-19. Discussion. Determining a provision for discontinued operations
required the use of assumptions and estimates. In this case, the disclosure is
required because circumstances that existed at the date of the financial state
ments indicated it was at least reasonably possible that estimates of the amount
ultimately to be realized on the sale of the facilities could differ in the near term
from the current estimates used as a basis for recognizing the charge to income
associated with management’s disposal plan by an amount that would be
material to the entity’s financial statements.

Illustrative Disclosure C—Specialized Manufacturing Equipment
A-20. Scenario. Offshore Industries is a manufacturer of offshore drilling
rigs and platforms. The company’s manufacturing process requires significant
specialized equipment, which it currently owns. As a result of a decline in the
price of oil, the demand for its products and services has fallen dramatically in
the past two years, resulting in a significant underutilization of its manufac
turing capacity.
12 This is an example of voluntary disclosure that is encouraged by paragraph .14 of this SOP.
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A-21. The company depreciates its investments in specialized equipment
based on its original estimate of the remaining useful lives of the equipment
using the units-of-production method, since it believes that the exhaustion of
usefulness of these specialized assets relates more to their use than to the
passage of time. The company reevaluates these estimates in light of current
conditions in accordance with generally accepted accounting principles. The
company also monitors the policies of its major competitors and is aware that
several have reported large write-downs of similar assets. Nevertheless, while
the company believes that it is at least reasonably possible that its estimate
that it will recover the carrying amount of those assets from future operations
will change during the next year, it believes it is more likely that conditions in
the industry will improve and that no write-down for impairment will be
necessary.
A-22. Disclosure. Offshore’s policy is to depreciate specialized
manufacturing equipment (with a net book value of $25 million at
December 31, 19X7) over its remaining useful life using the units-ofproduction method and to evaluate the remaining life and recoverability of such equipment in light of current conditions.13 [Given the
excess capacity in the industry,14] it is reasonably possible that the
company’s estimate that it will recover the carrying amount of this
equipment from future operations will change in the near term.

A-23. Discussion. In this illustration, the company acknowledges that the
carrying amount of the specialized assets is subject to significant uncertainty
based on current conditions. The uncertainty relates to the measurement of the
specialized assets at the date of the financial statements, and the company’s
disclosure makes clear that it is at least reasonably possible that the carrying
amount will change in the near term.

Illustrative Disclosure D—Capitalized Software Costs
A-24. Scenario. Software, Inc. develops and markets computer programs.
In 19X5, it acquired a software company in a business combination accounted
for as a purchase. A significant portion of the purchase price was allocated to
(capitalized) Product A (present net book value of $5 million), the most signifi
cant and profitable software program currently being marketed by the acquired
company. Only nominal amounts of other software costs have been capitalized.
Software, Inc. expects Product A and its derivatives to be among its most
significant products over the next several years. However, a competitor has
recently released a new product designed to compete directly with Product A.
Software, Inc. amortizes the capitalized software costs of Product A by the
greater of (a) the ratio that current gross revenues for a product bear to the
total of current and anticipated future gross revenues for that product or (b)
the straight-line method over the remaining estimated economic life of the
product including the period being reported on, pursuant to FASB Statement
No. 86, Accounting for the Costs of Computer Software to Be Sold, Leased, or
Otherwise Marketed. The amount of the amortization computed for year 19X6
was equal to 20 percent of the beginning-of-the-year capitalized amount and
was a significant component of cost of sales.

A-25. The segment of the computer software industry in which Software,
Inc. operates is characterized by sales of products occurring primarily on the
13 If this information is already disclosed elsewhere in the notes, it need not be repeated.
14 This is an example of voluntary disclosure that is encouraged by paragraph .14
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basis of customers’ perceptions of the relative technical merits of competing
products. Those perceptions are greatly influenced by product reviews in
technical journals and advertising, and they can change rapidly. Innovative
products have been introduced in recent years that have reduced quickly and
significantly the volume of sales of pre-existing products in the same market
niche. While management of Software, Inc. believes its estimates of future gross
revenues and the estimated economic life of Product A used in the determina
tion of the amortization of capitalized software costs are reasonable, new
products introduced by its competitors, such as the one discussed in paragraph
A-24, could have a significant near-term negative effect on such estimates. As
a result, the amount of periodic amortization could increase in the near term
in amounts that could be material to the enterprise’s financial statements.

A-26. Disclosure. Software, Inc.’s policy is to amortize capitalized
software costs by the greater of (a) the ratio that current gross reve
nues for a product bear to the total of current and anticipated future
gross revenues for that product or (6) the straight-line method over
the remaining estimated economic life of the product including the
period being reported on.15 It is reasonably possible that those esti
mates of anticipated future gross revenues, the remaining estimated
economic life of the product, or both will be reduced significantly in
the near term [due to competitive pressures].16 As a result, the carry
ing amount of the capitalized software costs for Product A ($5 million)
may be reduced materially in the near term.

A-27. Discussion. In this illustration, the company acknowledges that the
carrying amount of its capitalized software costs is subject to significant
uncertainty. The uncertainty relates to estimates of future years’ revenues and
useful lives that are made at the date of the financial statements, and the
company is aware that circumstances exist that could cause such estimates to
change in the near term. The company’s disclosure makes clear that it is at
least reasonably possible that the carrying amount could be reduced in the near
term.

Illustrative Disclosure E—Environmental Remediation Liability
A-28. Scenario. Ace Oil Company is a distributor of heating oil with four
storage and distribution facilities located in Anystate. Federal, state, and local
laws and regulations govern the operation of the company’s facilities. The
company has determined that, beginning in the coming year, a significant
number of its storage tanks and a significant amount of its other equipment
will need to be removed, replaced, or modified to satisfy regulations that go into
effect in varying stages over the next seven years. In addition, the company has
a present obligation to decontaminate the soil in the near term at its largest
facility.

A-29. The company hired a consultant to evaluate the technological, regu
latory, and legal factors involved. Based on the consultant’s findings, the
company estimated that total environmental expenditures over the next seven
years related to the tanks and equipment will aggregate approximately $5
million. Of this amount, approximately $4.75 million represents capital expen
ditures, which are expected to be recoverable through operations. The existing
tanks have a net book value of $500,000, and the equipment has a net book
15 If this information is already disclosed elsewhere in the notes, it need not be repeated.
16 This is an example of voluntary disclosure that is encouraged by paragraph .14
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value of $475,000. The cost of soil decontamination is estimated to be at least
$1 million, which is material to the company’s operations, and may be as high
as $3 million. Exposure to legal liability to third parties is considered remote.

A-30. The consultant has demonstrated substantial experience with simi
lar sites, and the technical aspects of upgrading storage facilities and decon
taminating soil appear to be fairly straightforward.

A-31. Disclosure. The company will begin a project to decontaminate
the soil at its Anytown, Anystate facility in the coming year. The
company estimates the cost of decontamination to total at least $1
million and has accrued that amount as an operating expense in the
current year.17 The ultimate cost [, however, will depend on the extent
of contamination found as the project progresses and18] may be as
much as $3 million. The company expects decontamination to be sub
stantially completed within one year.

A-32. Discussion. This disclosure informs financial statement users of the
existence of the soil contamination problem at the financial statement date and
indicates that the liability is susceptible to change in the near term. This SOP
does not require disclosure of the capital commitment because it is not a present
obligation for which an estimate is reflected in the company’s financial statements.
A-33. Although, in this case, the near-term nature of the possible change
is indicated by a statement that the company expects decontamination to be
substantially completed within one year, an expectation that decontamination
will take more than one year to complete would not preclude the estimate from
being susceptible to near-term change. In such cases, the disclosure could be
worded to specifically refer to the near term.
Illustrative Disclosure F—Guarantee of Debt
A-34. Scenario. Shipping Company operates a shipping center in Local
City. In 19X0, Shipping decided to raise money for modernization of facilities
through a debt offering. In order for the offering to take place, Smokestack
Company, a local manufacturer, agreed to guarantee the bonds if Shipping’s
revenues were insufficient to pay debt service. In May 19X4 (four years later
when the bonds had an outstanding balance of $55 million), Shipping lost two
of its major shipping customers, constituting 35 percent of its prior-year
revenues, to a company in a neighboring port. At Smokestack’s June 30,19X4,
year end, Shipping was directing substantial efforts toward finding new cus
tomers. It is reasonably possible, however, that Shipping will not replace the
lost revenue in time to pay debt service installments at December 30, 19X4,
and June 30, 19X5, totaling $6 million.

A-35. Disclosure. In 19X0, Smokestack guaranteed the Series AA
debt of Shipping Company, which operates a shipping center within
Local City. Smokestack continues as guarantor of such debt totaling
$55 million. In May 19X4, Shipping Company lost two of its major
customers. Although Shipping Company is directing substantial ef
forts toward obtaining new customers, it is at least reasonably possi
ble that Shipping Company will not replace lost revenues sufficient to
17 FASB Statement No. 5 states that “disclosure of the nature of an accrual [footnote omitted]
made pursuant to the provisions of paragraph 8, and in some circumstances the amount accrued, may
be necessary for the financial statements not to be misleading.”
18 This is an example of voluntary disclosure that is encouraged by paragraph .14.
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make its December 19X4 and June 19X5 debt service payments totaling
$6 million. If so, the company will become responsible for repayment
of at least a portion of that amount and possibly additional amounts
over the debt term. No amount has been reported in the company’s
financial statements pending the outcome of Shipping Company’s
efforts during the next fiscal year.
A-36. Discussion. This example illustrates the potential near-term effect
of a change in estimate of a contingent liability resulting from the guarantee
of the debt of another entity. Shipping’s loss of customers causes the potential
for a near-term material change in that estimate within the next fiscal year.
Although disclosure of Shipping’s ongoing efforts to replace those customers is
not required, this additional information may be presented.

Illustrative Disclosure G—Long-Term Construction Contract

A-37. Scenario. Rivet Construction Company is a nonpublic general con
tractor specializing in the construction of commercial buildings. Rivet has three
long-term projects underway that are in various stages of completion. Rivet has
a substantial history of making reasonably dependable estimates of the extent
of progress towards completion, contract revenues, and contract costs, and it
uses the percentage-of-completion method of accounting for all of its long-term
contracts.
A-38. Shortly after December 31, 19X2, but before the 19X2 financial
statements were issued, subsoil conditions were discovered at the site of Project
A that will require Rivet to incur substantial additional, unbudgeted costs in
completing the project. The nature of the subsoil problem is unusual in the
region in which Rivet operates. The additional estimated costs are not consid
ered to be a normal, recurring contract-accounting adjustment. Engineers have
estimated the additional construction cost to be 10 to 40 percent of the original
estimated construction cost, with 15 percent ($1.5 million) being their best
estimate, and delays in construction are expected to add an additional 3 to 7
percent to the cost of construction, depending on the time involved, with 5
percent ($500,000) being the best estimate. Accordingly, Rivet has revised
upward its estimate of costs to complete the project by $2 million. Project
A, which was begun in 19X1 under a fixed-price contract, is still expected
to be completed in the coming year (19X3), and it is still expected to be
profitable.
A-39. The following is a summary of financial data at December 31,19X2,
for Project A.
Before Discovery
of Condition

$15,000,000
Contract price
10,000,000
Estimated total cost
5,000,000
Estimated gross profit
6,400,000
Costs incurred to date
64%
Percentage of completion
Rivet’s other two projects are proceeding as planned.

After Discovery
of Condition

$15,000,000
12,000,000
3,000,000
6,400,000
53%

A-40. Disclosure. As a result of the discovery of unusual subsoil
conditions at the site of Project A, estimated contract completion costs
have been revised upward by $2 million. [Due to uncertainties inherent
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in the estimation process,19] it is at least reasonably possible that
completion costs for Project A will be further revised in the near-term
[by up to an additional $2.7 million].20
A-41. Discussion. In addition to any disclosures regarding the change in
estimates that might be required by APB Opinion 20,21 the disclosure require
ments of this SOP focus on the effects of possible near-term changes in
estimates. Disclosure is required under this SOP because it is at least reason
ably possible that the estimated cost of completing Project A will change in the
near term and that the change will be material to the financial statements.
A-42. Disclosure of the potential for changes in other estimates used in
determining amounts reported for Rivet’s long-term contracts is not required
because, given Rivet’s history of making similar estimates, it is not considered
at least reasonably possible that they will change in the near term by amounts
that would be material to the financial statements.

Illustrative Disclosure H—Realizability of a Deferred Tax Asset
A-43. Scenario. XYZ Corporation develops, manufactures, and markets
limited-use vaccines. The company has a dominant share of the narrow market
it serves. As of December 31,19X4, the company has no temporary differences
and has aggregate loss carryforwards of $12 million that originated in prior
years and that expire in varying amounts between 19X5 and 19X7. As of
December 31,19X4, the company has a deferred tax asset of $4.8 million that
represents the benefit of the remaining $12 million in loss carryforwards, and
it has concluded at that date that a valuation allowance is unnecessary. The
loss carryforwards arose during the company’s development stage when it
incurred high levels of research and development expenses prior to commencing
sales. While the company has earned, on average, $6 million income before tax
(taxable income before carryforwards) in each of the last five years, future
profitability in this competitive industry depends on continually developing
new products. The company has a number of promising new vaccines under
development, but it is aware that other companies recently began testing
vaccines that would compete with the vaccines being developed by the company
as well as products that will compete with the vaccines that are currently
generating the company’s profits. Rapid introduction of competing products or
failure of the company’s development efforts could reduce estimates of future
profitability in the near term, which could affect the company’s ability to fully
utilize its loss carryforward.

A-44. Disclosure.22 The company has recorded a deferred tax asset
of $4.8 million reflecting the benefit of $12 million in loss carryfor
wards, which expire in varying amounts between 19X5 and 19X7.
Realization is dependent on generating sufficient taxable income
prior to expiration of the loss carryforwards. Although realization is
not assured, management believes it is more likely than not that all of
19 This is an example of voluntary disclosure that is encouraged by paragraph .14.
20 As this contract is still expected to be profitable, the estimate does not involve a loss contin
gency covered by FASB Statement No. 5. Accordingly, disclosure of an estimate of the range of the
possible change in estimate is not required.
21 APB Opinion 20, Accounting Changes, paragraph 33, requires or recommends, depending on
the estimates involved, disclosure of the effect of significant revisions of estimates if the effect is
material.
22 In addition to other disclosures, information as to the amount of loss carryforwards and their
expiration dates and the amount of any valuation allowance with respect to the recorded deferred tax
asset is required under FASB Statement No. 109, Accounting for Income Taxes.
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the deferred tax asset will be realized. The amount of the deferred tax
asset considered realizable, however, could be reduced in the near
term if estimates of future taxable income during the carryforward
period are reduced.

A-45. Discussion. This disclosure informs users that (a) realization of the
deferred tax asset depends on achieving a certain minimum level of future
taxable income within the next three years and (b) although management
currently believes that achievement of the required future taxable income is
more likely than not, it is at least reasonably possible that this belief could
change in the near term, resulting in establishment of a valuation allowance.
Illustrative Disclosure I—Litigation
A-46. Scenario. ABC Company is the defendant in litigation involving a
major competitor claiming patent infringement. The suit claims damages of
$200 million. Discovery has been completed, and ABC is engaged in settlement
discussions with the plaintiff. ABC has made an offer of $5 million to settle the
case, which offer was rejected by the plaintiff; the plaintiff has made an offer
of $35 million to settle the case, which offer was rejected by ABC. Based on the
expressed willingness of the plaintiff to settle the case along with information
revealed during discovery and the likely cost and risk to both sides of litigating,
the company believes that it is probable the case will not come to trial.
Accordingly, the company has determined that it is probable that it has some
liability. The company’s reasonable estimate of this liability is a range between
$10 million and $35 million, with no amount within that range a better estimate
than any other amount; accordingly, $10 million was accrued.

A-47. Disclosure. On March 15,19X1, the DEF Company filed a suit
against the company claiming patent infringement. While the com
pany believes it has meritorious defenses against the suit, the ultimate
resolution of the matter, which is expected to occur within one year,
could result in a loss of up to $25 million in excess of the amount
accrued.23
A-48. Discussion. FASB Statement No. 5 requires accrual of a loss contin
gency and disclosure of the nature of the contingency, the exposure to loss in
excess of the amount accrued, and, depending on the circumstances, the amount
accrued. This SOP requires disclosure of an indication that it is at least
reasonably possible that a change in the company’s estimate of its probable
liability could occur in the near term.

Current Vulnerability Due to Certain Concentrations
Note: The following are illustrations of the disclosures required by para
graph .21 of this SOP. Some of the concentrations described may fall into more
than one of the categories of concentrations given in paragraph .22, a through d.

Illustrative Disclosure A—Supplier/Sources of Supply
A-49. Scenario. Hi-Tech Corp, is a manufacturer of electronic equipment
in which integrated circuits are an important component. Substantially all of
Hi-Tech’s customers require that only those vendors that meet quality criteria
be used as sources for integrated circuits. Hi-Tech currently buys all of its
integrated circuits from one manufacturer in the Far East, and no long-term sup
23 See footnote 17 of this Appendix.
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ply contract exists. There are only a limited number of manufacturers of these
particular integrated circuits, and a change of supplier could significantly
disrupt the business due to the time it would take to locate and qualify a new
vendor.

A-50. Disclosure. The company currently buys all of its integrated
circuits, an important component of its products, from one supplier.
Although there are a limited number of manufacturers of the particu
lar integrated circuits, management believes that other suppliers
could provide similar integrated circuits on comparable terms. A
change in suppliers, however, could cause a delay in manufacturing
and a possible loss of sales, which would affect operating results
adversely.

A-51. Discussion. Although other sources of supply of this particular kind
of integrated circuit are currently available, the limited number of such sources
and the time it takes to qualify new vendors makes Hi-Tech currently vulner
able to the risk of a near-term severe impact.

A-52. Disclosure is required because it is considered at least reasonably
possible, based on information known to management prior to issuance of the
financial statements, that the events that could cause the severe impact will
occur.
Illustrative Disclosure B—Supplier/Sources of Supply

A-53. Scenario. Minnesota Company manufactures various products in
which wheat is an important raw material. It currently buys 80 percent of its
wheat from one supplier, but numerous alternate sources of supply are readily
available on comparable terms.

A-54. Disclosure. (No disclosure is required.)
A-55. Discussion. The concentration exists at the date of the financial
statements, and an inability to obtain wheat could result in a near-term severe
impact. No disclosure is required, however, because numerous alternative
suppliers are available and, therefore, it is not considered at least reasonably
possible that events that could cause a near-term severe impact will occur.
Illustrative Disclosure C—Patent
A-56. Scenario. Felt Pharmaceutical Company is a national pharmaceu
tical manufacturer headquartered in Atlanta, Georgia. The company markets
a wide range of pharmaceutical products. One of its better-known name-brand
products, a significant source of profits and cash flow, is an antibiotic on which
there is a patent that will expire in six months. Competitors are preparing to
enter the market with generic alternatives when Felt’s patent expires, and the
concentration therefore has the potential for a severe impact.

A-57. Disclosure. Felt Pharmaceutical Company is a national phar
maceutical manufacturer with sales throughout the United States. The
patent on one of its major products expires next year. This product
accounts for approximately one-third [or “a significant portion”] of the
company’s revenues and a higher percentage of its gross profit.

A-58. Discussion. The disclosure focuses on the nature of the business and
on Felt’s current vulnerability due to a concentration of its patented products.
Disclosure is required because the concentration exists at the date of the finan
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cial statements, because the effect on the company’s cash flows and profitability
of competitors entering the market when the patent expires could be a severe
impact, and because it is considered at least reasonably possible that the events
that could cause the severe impact will occur in the near term.

A-59. Because the risk is evident from the description of the concentration,
no further explanation of the risk is necessary.

Illustrative Disclosure D—Source of Supply of Labor

A-60. Scenario. Team Company is a manufacturer of industrial hardware.
The contract with the union representing Team’s labor force is due to expire in
the coming year. Over the past thirty years, Team has, in rare instances, been
affected by work stoppages in the course of contract negotiations; they have
always been of short duration, and none has had a significant effect on Team’s
financial statements. Although management expects that there will initially
be some differences between its offer to the union and union demands, based
on preliminary discussions with union leaders, management believes it is very
unlikely that those differences will result in a protracted conflict.
A-61. Disclosure. (No disclosure is required.)

A-62. Discussion. Although the concentration of labor exists at the date of
the financial statements and it could result in a severe impact in the near term due
to the potential of a protracted work stoppage, no disclosure is required because it
is not considered at least reasonably possible in the light of past experience and
current conditions that a protracted work stoppage will take place.
Illustrative Disclosure E—Contributor

A-63. Scenario. Zebra Zoo, a not-for-profit organization, is supported by
contributions from the public. In the current year, two contributors provided
35 percent of the organization’s combined revenues.

A-64. Disclosure. Approximately 35 percent of the organization’s
combined revenues were provided by two contributors.
A-65. Discussion. Disclosure is required because the two contributors
provided a significant portion of the organization’s revenues. As noted in
paragraph .22, it is always considered reasonably possible that a customer,
grantor, or contributor will be lost in the near term.
Illustrative Disclosure F—Geographic Area of Operations

A-66. Scenario. Offshore Productions, Inc. (Offshore), a Delaware corpo
ration, designs and manufactures optical lenses, which it markets throughout
the United States. Substantially all of its manufacturing operations are carried
out in a single facility, which is located in Switzerland and which is owned by
Offshore’s subsidiary. Offshore does not carry insurance for risks of loss.
Offshore’s consolidated balance sheet includes $20 million representing the net
assets of those operations.
A-67. Disclosure. Included in the company’s consolidated balance
sheet at December 31,19X4, are the net assets of the company’s manu
facturing operations, all of which are located in a single facility in
Switzerland and which total approximately $20 million.24
24 The disclosures required by this SOP for this scenario may have been met, or partly met, by
satisfying the requirements of Accounting Research Bulletin (ARB) 43, chapter 12, “Foreign Opera
tions and Foreign Exchange.” Furthermore, for public companies, the disclosures required by this
SOP for this scenario may also have been met, in part, by satisfying the requirements of FASB
Statement No. 14, Financial Reporting for Segments of a Business Enterprise.
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A-68. Discussion. All of Offshore’s specialized manufacturing capacity is
concentrated in a single facility. As noted in paragraph .22, it is always
considered at least reasonably possible that the use of a facility located outside
of an entity’s home country could be disrupted in the near term. Due to the
specialized nature of the assets, it would not be possible to find replacement
capacity quickly. Accordingly, loss of the facility could produce a near-term
severe impact to Offshore. This disclosure informs financial statement users of
that concentration of operations in a particular geographic area and informs
them of the risks and uncertainties associated with the concentration. Because
the concentration is one of operations located outside of Offshore’s home
country, the disclosure also sets forth the carrying amount of the net assets, as
required by paragraph .24 of this SOP.

AICPA Technical Practice Aids

§10,640.27

20,052

Statements of Position

.28

Appendix B
Background Information and Basis for Conclusions
B-l. FASB Statement of Financial Accounting Concepts No. 1, Objectives
of Financial Reporting by Business Enterprises, states that financial reporting
should “provide information that is usefill to present and potential investors
and creditors and other users in making rational investment, credit, and
similar decisions” (paragraph 34). To support that decision-making process,
financial reports should help such users “assess the amounts, timing, and
uncertainty of prospective net cash inflows to the related enterprise” (para
graph 37) by providing “information about the economic resources of an enter
prise, the claims to those resources...and the effects of transactions, events, and
circumstances that change resources and claims to those resources” (paragraph
40). Without additional disclosure in financial reports about significant risks
and uncertainties, these objectives may not be fully met in today’s environment.
B-2. Recognizing that a riskier business and economic climate equates to
a riskier investment and lending climate, users increasingly are asking that
financial statements include more information to help them assess the risks
and uncertainties concerning a reporting entity’s future cash flows and results
of operations. These requests are underscored in calls for an “early warning
system” expressed in the financial press and in congressional hearings.
B-3. No system of reporting can provide early warnings of all future
detrimental events. Indeed, management may be unaware, and reasonably so,
of some significant risks and uncertainties. And, clearly, financial statements
should not be burdened in an attempt to describe every possible risk and
uncertainty facing the reporting entity.
B-4. But such limitations should not prevent users from receiving im
proved disclosures concerning significant risks and uncertainties. Their exist
ence merely means that any new disclosure requirements must focus on what
is important. New disclosure requirements should effectively separate the
significant matters that warrant reporting from the host of lesser risks and
uncertainties that do not.25 AcSEC believes that the requirements in this SOP
meet those objectives.

B-5. In reaching the conclusions in this SOP, AcSEC considered and
evaluated users’ reliance on financial information, sources of financial infor
mation, current accounting and disclosure requirements, current SEC require
ments, and users’ perceptions of the kinds of information that should be
presented in financial statements.

Users' Reliance on Financial Information
B-6. Information in financial statements, shaped by generally accepted
accounting principles (GAAP) and, for SEC registrants, by the additional
regulatory requirements of the Commission, is considered important to users
in making investment and lending decisions. Financial statements provide
information about certain current conditions and trends that help users in pre
25 This SOP does not prohibit disclosure of matters it does not require to be disclosed either
because they do not meet the specified screening criteria or because they relate to risks and
uncertainties that are outside the scope of this SOP.
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dieting reporting entities’ future cash flows and results of operations. The
quality of users’ predictions depends to a significant degree on their assessment
of the risks and uncertainties inherent in entities’ operations and of the
information about those operations that financial reporting provides.

B-7. Financial reporting largely reflects the effects of past transactions and
other events that have already affected a reporting entity. Such information
can help users in assessing the future. But that does not mean the future can
be predicted merely by extrapolating past trends or relationships. Indeed,
volatility in the economic environment almost always means that simply
extrapolating past trends and relationships will lead to inaccurate predictions.
Users need to assess all currently available information to form their own expec
tations about the future and its relation to the past. Forming expectations—
making predictions—is a vital part of the decision process. But it is a function
of financial analysis, not of financial reporting. Furthermore, financial report
ing is only one source of information required for making investment and credit
decisions.
B-8. Reporting entities and those who have economic interests in them are
affected by many factors that interact in complex ways. Those who use financial
information for business and economic decisions need to combine information
provided by financial reports with pertinent information from other sources,
including additional information provided by issuers, financial analysts’ re
ports, business and trade publications, and reports of macroeconomic and other
local, national, and international events.

Sources of Financial Information
B-9. Financial reporting encompasses the financial statements and notes,
required information supplementary to the financial statements, and other
information, such as that included in Management’s Discussion and Analysis
(MD&A), which the SEC requires publicly held business enterprises to provide
in their annual and quarterly reports. Additional sources of information include
company releases, current information filings of publicly held business enter
prises, investment advisory services, analysts’ reports, the financial press,
general economic statistics, and general news reports.
B-10. The major sources of financial information and their relationships
for business and not-for-profit entities are illustrated in the following diagram,
taken from FASB Concepts Statement No. 5, Recognition and Measurement in
Financial Statements of Business Enterprises.
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Current Accounting Requirements
B-11. Disclosing information to help users assess major risks and uncer
tainties is consistent with the established objectives of financial reporting, and
some such information is already presented in financial statements. Such
information includes, for example, information about financial instruments
with off-balance-sheet risk and financial instruments with concentrations of
credit risk, related party disclosures and information about receivables, leases,
pensions, postretirement benefits, and commitments and contingencies. In
addition, publicly held business enterprises are required to disclose in their
financial statements segment information and information about foreign op
erations, export sales, and major customers, which, among other things, helps
users to assess risks and uncertainties. This SOP, however, is intended to
extend disclosures beyond those currently required and to help users discern
those risks that are of particular importance.
Nature of Operations
B-12. Current GAAP (FASB Statement No. 14, Financial Reporting for
Segments of a Business Enterprise) requires a public business enterprise to
disclose the major types of products and services that generate revenues, that
is, the nature of its businesses, as part of segment information in its financial
statements, even if the business enterprise operates in only one industry.26 In
formation presented includes a description of the types of goods or services
provided, operating revenues, operating income or loss, net income or loss, net
working capital, and total assets for each segment. But other reporting entities
are not required to disclose such information.27 Thus, financial statement users
now sometimes cannot discern the nature of the operations of such other
entities from information presented in their financial statements.
B-13. Information about the nature of operations is helpful because the
various kinds of businesses in which reporting entities operate have diverse
degrees and kinds of risks. Certain of these risks are inherent to the business
in which an entity is engaged. Simply by knowing the nature of an entity’s
business and the principal markets for its products or services, a financial
statement user is alerted, indirectly, about the risks common to that business.
B-14. Some have expressed concerns about whether this SOP conflicts with
FASB Statement No. 21, Suspension of the Reporting of Earnings per Share
and Segment Information by Nonpublic Enterprises. AcSEC believes that, while
the information that this SOP requires to be disclosed concerning the nature
of a reporting entity’s operations overlaps in certain respects the information
public business enterprises are required to report under FASB Statement No.
14, it is significantly different in other respects. Accordingly, AcSEC does not
believe this SOP conflicts with Statement No. 21.

B-15. Further, AcSEC notes that, for public business enterprises that
already disclose information about the nature of their operations pursuant to
FASB Statement No. 14, this SOP requires disclosure of additional information
about the nature of their operations.
26 The FASB currently has on its agenda a project on disaggregated disclosures, which is
reconsidering issues related to FASB Statement No. 14.
27 FASB Statement No. 21, Suspension of the Reporting of Earnings per Share and Segment
Information by Nonpublic Enterprises, suspended the segment information reporting requirements of
FASB Statement No. 14 for nonpublic enterprises.
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B-16. The disclosure required by paragraph.10 of this SOP focuses on the
entity’s principal markets, including their locations. Current segment informa
tion for business enterprises, in contrast, focuses on the nature of the segments’
operations and their identifiable assets and the geographic location of assets
outside the enterprise’s home location. Disclosure of the locations of a business
or not-for-profit entity’s principal markets provides information useful in
assessing risks and uncertainties related to the environments in which the
entity operates. The risks and the uncertainties associated with selling prod
ucts and services in various regions in the United States may differ signifi
cantly. And they do differ significantly from the risks and the uncertainties in
selling products and services outside the United States. Knowing those envi
ronments in which an entity sells its products or provides services helps users
of financial reports to assess certain risks based on day-to-day national and
world events.

B-17. The following table compares and contrasts the information required
of public companies by FASB Statement No. 14 with paragraph .10.
Comparison of Disclosure Requirements:
FASB Statement No. 14 (Segment Reporting) Versus
Paragraph .10 of this SOP

Disclosure
Description of the types of products or services
sold
Revenue, profitability, identifiable assets, and
other related disclosures for each reportable
segment
Revenue, profitability, identifiable assets for
foreign operations, by geographic area
Export sales by domestic operations, by
geographic area
Significant sales to single customer, foreign
government, or domestic governmental
agency
Identification of principal markets
Description of location of principal markets

FASB
Statement
No. 14

Paragraph
.10

X

X

X

X

*

†

X

X

‡
X

X

* Paragraph .10 requires an indication of the relative importance of operations in each
business.
† This SOP requires disclosure of current vulnerability due to concentrations in the
market or geographic area in which an entity conducts its operations if the criteria in
paragraph .21 are met.
‡ This SOP requires disclosure of current vulnerability due to concentrations of customers if the criteria in paragraph .21 are met.

B-18. AcSEC considered whether disclosure of an entity’s principal oper
ating locations would be informative to financial statement users and should,
therefore, be included in paragraph .10. AcSEC concluded that, although in
certain circumstances such information would be relevant, generally it would
not be. In addition, disclosure of an entity’s principal operating locations would
be required under paragraph .21 (current vulnerability due to certain concen-
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trations) in circumstances where operating in that particular environment
created substantive near-term risk to the entity. Knowing, however, that a
manufacturing plant is located in Dallas, Texas, for example, was not consid
ered particularly relevant information. In contrast, knowing where a residen
tial housing construction contractor’s principal market is located was
considered to be highly relevant. As a result, disclosure of the location of
principal markets was chosen by AcSEC for inclusion in paragraph .10, while
disclosure of the location of principal operating units was considered unnecessary.

Use of Estimates in the Preparation of Financial Statements
B-19. Auditors are required under generally accepted auditing standards
(GAAS)28 to acknowledge in their standard reports the use of estimates in the
preparation of financial statements. AcSEC has concluded, however, that an
explanation that the preparation of financial information requires the use of
estimates and assumptions should be included in the financial statements by
the reporting entity to inform users of the nature and limitations of those
financial statements. AcSEC acknowledges that the disclosure would usually
be standardized. AcSEC nevertheless believes it would help users make
sounder use of financial statements.
B-20. There is a need to communicate explicitly to users of financial reports
that the inescapable use of estimates in the preparation of financial informa
tion, including the estimation of fair and, in some cases, market values for
assets carried at such bases, results in the presentation of a number of
approximate rather than exact amounts. If users understand better the inher
ent limitations on precision in financial statements, they will be better able to
make decisions.

B-21. Estimates inherent in the current financial reporting process inevi
tably involve assumptions about future events. For example, accruing income
for the current period under a long-term contract requires an estimate of the
total profit to be earned on the contract. For another example, carrying
inventories at the lower of cost or market is based on an assumption that there
will be sufficient demand for that product in the future to be able to sell the
quantity on hand without incurring losses on the sales or, if market is used,
that it can be estimated. Making reliable estimates for such matters is often
difficult even in periods of economic stability; it is more so in periods of economic
volatility. Although many users of financial reports are aware of that aspect of
financial reporting, others often assume an unwarranted degree of reliability
in financial statements. The disclosure required by this SOP should help dispel
any such erroneous assumptions.

B-22. A number of publicly held business enterprises now include manage
ment reports in annual reports to stockholders. Many such reports and letters
state that estimates and assumptions are required to prepare financial state
ments in conformity with GAAP. AcSEC acknowledges that development, but
it believes the disclosure should be mandated and included in the notes to
financial statements.
Certain Significant Estimates

B-23. FASB Statement No. 5 requires reporting entities to disclose certain
loss contingencies, as follows:
28 SAS No. 58, Reports on Audited Financial Statements, requires auditors to include in their
standard reports a statement that an audit includes “assessing.. . significant estimates made by
management.”
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Ifno accrual is made for a loss contingency because one or both of the conditions
in paragraph 8 are not met, or ifan exposure to loss exists in excess ofthe amount
accrued pursuant to the provisions ofparagraph 8, disclosure of the contingency
shall be made when there is at least a reasonable possibility that a loss or an
additional loss may have been incurred.6 The disclosure shall indicate the
nature of the contingency and shall give an estimate of the possible loss or range
of loss or state that such an estimate cannot be made. [Emphasis added.] [FASB
Statement No. 5, paragraph 10]

Footnote 6 to Statement No. 5 states:
For example, disclosure shall be made of any loss contingency that meets the
condition in paragraph 8(a) but that is not accrued because the amount of loss
cannot be reasonably estimated (paragraph 8(b)). Disclosure is also required of
some loss contingencies that do not meet the condition in paragraph 8(a)—
namely, those contingencies for which there is a reasonable possibility that a
loss may have been incurred even though information may not indicate that it
is probable that an asset has been impaired or a liability had been incurred at
the date of the financial statements. [Emphasis in original.]

FASB Statement No. 5 defines loss contingencies as:
an existing condition, situation, or set of circumstances involving uncertainty
as to possible ... loss ... to an enterprise that will ultimately be resolved
when one or more future events occur or fail to occur. Resolution of the
uncertainty may confirm the acquisition of an asset or the reduction of a
liability or the loss or impairment of an asset or the incurrence of a liability,
[paragraph 1]

The recognition and disclosure requirements of Statement No. 5 are further
clarified in FASB Interpretation No. 14, Reasonable Estimation of the Amount
of a Loss. This SOP does not change the requirements of FASB Statement No.
5 or FASB Interpretation No. 14; the requirements of this SOP supplement
those requirements. For example, if a loss contingency meets the criteria for
disclosure under both Statement No. 5 and paragraph .13 of this SOP, this SOP
requires disclosure that it is at least reasonably possible that future events
confirming the fact of the loss or the change in the estimated amount of the loss
will occur in the near term.

B-24. This SOP also requires disclosure of matters that may not be deemed
to be contingencies requiring disclosure under current GAAP. FASB Statement
No. 5 distinguishes loss contingencies from other uncertainties inherent in
making accounting estimates, as follows:
Not all uncertainties inherent in the accounting process give rise to contingen
cies as that term is used in this Statement. Estimates are required in financial
statements for many on-going and recurring activities of an enterprise. The
mere fact that an estimate is involved does not of itself constitute the type of
uncertainty referred to in the definition [of a contingency] in paragraph 1. For
example, the fact that estimates are used to allocate the known cost of a
depreciable asset over the period of use by an enterprise does not make
depreciation a contingency; the eventual expiration of the utility of the asset is
not uncertain. Thus, depreciation of assets is not a contingency as defined in
paragraph 1, nor are such matters as recurring repairs, maintenance, and
overhauls, which interrelate with depreciation. Also, amounts owed for services
received, such as advertising and utilities, are not contingencies even though
the accrued amounts may have been estimated; there is nothing uncertain
about the fact that those obligations have been incurred, [paragraph 2]
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FASB Statement No. 5 acknowledges, however, that the distinction between
uncertainties inherent in making accounting estimates and uncertainties that
give rise to a contingency is not always clear:
A question has been raised whether uncollectibility of receivables and product
warranties constitute contingencies within the scope of this Statement. The
Board recognizes that uncertainties associated with uncollectibility of some
receivables and some product warranties are likely to be, in part, inherent in
making accounting estimates (described in paragraph 2) as well as, in part, the
type of uncertainties that give rise to a contingency (described in paragraph 1).
The Board believes that no useful purpose would be served by attempting to
distinguish between those two types of uncertainties for purposes of estab
lishing conditions for accrual of uncollectible receivables and product warran
ties. Consequently, those matters are deemed to be contingencies within the
definition ofparagraph 1 and should be accounted for pursuant to the provisions
of this Statement. [paragraph 58]

B-25. AcSEC believes that requiring disclosure of certain estimates not
deemed to be covered by current GAAP, for example, some amounts reported
for long-term contracts, would enhance the usefulness of financial statements
in assessing risks and uncertainties.
B-26. Among the matters specifically excluded from the scope of FASB
Statement No. 5 is the write-down of operating assets. Paragraph 31 of
Statement No. 5 states:
In some cases, the carrying amount of an operating asset not intended for
disposal may exceed the amount expected to be recoverable through future use
of that asset even though there has been no physical loss or damage of the asset
or threat of such loss or damage. For example, changed economic conditions
may have made recovery of the carrying amount of a productive facility
doubtful. The question of whether, in those cases, it is appropriate to write down
the carrying amount of the asset to an amount expected to be recoverable
through future operations is not covered by this Statement.

The requirements of paragraph .13 of this SOP are applicable to long-lived
assets whose value may become impaired in the near term.

B-27. On November 29, 1993, the FASB issued an exposure draft of a
Proposed Statement of Financial Accounting Standards, Accounting for the
Impairment of Long-Lived Assets. That exposure draft is expected to result
ultimately in the promulgation of authoritative guidance on recognition, meas
urement, and disclosure requirements for long-lived assets whose carrying
amounts may not be recoverable. Paragraphs 102 and 103 of the exposure draft
state:
In 1985, the AICPA established a task force to consider the need for improved
disclosures about risks and uncertainties that affect companies and the manner
in which they do business. In July 1987, the task force published Report of the
Task Force on Risks and Uncertainties, which concluded that companies should
be making early warning disclosures as part of their financial statements. In
March 1993, AcSEC issued an exposure draft of a proposed Statement of
Position, Disclosure of Certain Significant Risks and Uncertainties and Finan
cial Flexibility. That proposed SOP would require entities to include in their
financial statements disclosures about (a) the nature of their operations, (b) the
use of estimates in the preparation of their financial statements, (c) certain
significant estimates, (d) current vulnerability due to concentrations, and (e)
financial flexibility.
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Board members observed that for some impairments early warning disclosures
would be useful. However, they were in general agreement, based on comment
letters and testimony, that it would not be possible to adequately describe those
situations and develop adequate disclosure requirements. Some Board members
also believed that the proposed SOP is a much broader disclosure requirement
that could have implications in several other Board projects. Board members
therefore concluded not to require early warning disclosures in this Statement.

AcSEC notes that, while the exposure draft would not require early warning
disclosures concerning impairment of long-lived assets, it acknowledges the
usefulness of such disclosures and recognizes that the disclosure requirement
of this SOP is a much broader requirement than the FASB considered.

Current Vulnerability Due to Certain Concentrations

B-28. Current GAAP requires disclosure of certain concentrations (for
example, credit concentrations under FASB Statement No. 105, Disclosure of
Information about Financial Instruments with Off-Balance-Sheet Risk and
Financial Instruments with Concentrations of Credit Risk, and information
about major customers under FASB Statement No. 14 for public enterprises)
but does not specifically address disclosures of concentrations on a comprehen
sive basis. This SOP addresses known concentrations more comprehensively
but stops short of requiring disclosure of all concentrations.
B-29. Some believe that disclosure of economic dependency is required
under current literature. A requirement to disclose economic dependency was
included in SAS No. 6, Related Party Transactions. But, partly in response to
the issuance of FASB Statement No. 57, Related Party Transactions, the AICPA
superseded SAS No. 6 in August 1983 with the issuance of SAS No. 43, Omnibus
Statement on Auditing Standards—1983, which, among other things, “remov[ed] guidance on accounting considerations and disclosure standards . . .
provided in FASB Statement of Financial Accounting Standards No. 57, Re
lated Party Disclosures” Statement No. 57 states, in turn, that it “does not
address the issues pertaining to economic dependency.”

B-30. The FASB observed in Statement No. 21, Suspension ofthe Reporting
of Earnings per Share and Segment Information by Nonpublic Enterprises,
which was issued in April 1978 and which eliminated the requirement for
nonpublic enterprises to disclose information about major customers, that
FASB Statement No. 21 “does not affect the disclosure of information about
economic dependency when such disclosure may be necessary for a fair presen
tation.” That observation, however, refers to the now-superseded SAS No. 6.
B-31. AcSEC believes that disclosure in the notes to financial statements
about current vulnerability due to concentrations of customers, grantors, and
contributors is necessary for a fair presentation when the criteria in paragraph
.21 of this SOP are met. Assessing the likelihood of loss of relationships with
these parties would often present difficulties, however. Accordingly, for pur
poses of this SOP, it is always considered at least reasonably possible that any
of these relationships will be lost in the near term. Similarly, because of the
difficulty in assessing the political and economic risks associated with opera
tions located outside an entity’s home country, for purposes of this SOP, it is
always considered at least reasonably possible that those operations might be
disrupted in the near term. This SOP does not, however, prohibit entities from
also stating in disclosures of concentrations related to customers, grantors, or
contributors or operations located outside the entity’s home country that the
entity does not expect that the business relationship will be lost or does not
expect that the foreign operations will be disrupted if such is the case.
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B-32. AcSEC considered whether it would be useful to establish quantita
tive criteria for disclosure of concentrations, either in place of or in addition to
the qualitative criteria provided. AcSEC believes that a quantitative approach
might not provide meaningful information about an enterprise (for example, a
critical supplier is not necessarily a major supplier). Any potential simplifica
tion in implementing the disclosure requirements that might result from a
quantitative approach would be outweighed by deterioration in the quality of
information provided.

Current SEC Requirements
B-33. The SEC requirement for information to be included in MD&A
expands the information that financial reporting otherwise provides to include
certain specific kinds of information related to liquidity, capital resources, and
results of operations. It further expands the information to include manage
ment analysis of trends and other factors. Thus, management’s subjective
analysis is a significant part of the information users obtain from financial
reporting of publicly held business enterprises as the data for their decisions.

B-34. The FASB’s Concepts Statements present the view that such analy
sis is helpful to users. For example, in Concepts Statement No. 1, the FASB
observes that financial reporting should include explanations and interpreta
tions and cites as an example management’s explanation of the information as
a significant aid to users.
B-35. Under SEC requirements relating to MD&A, publicly held business
enterprises are required to describe, among other things, “any known trends
or uncertainties that have had or that the registrant reasonably expects will
have a material favorable or unfavorable impact on net sales or revenues or
income from continuing operations” (Regulation S-K, Item 303(a)(3)(ii)). SEC
Financial Reporting Release (FRR) No. 36 clarifies that disclosure is required
unless management determines that the trend or uncertainty is not reasonably
likely to occur or that a material effect on the registrant’s financial condition
or results of operations is not reasonably likely to occur. Publicly held business
enterprises are encouraged but not required to include forward-looking infor
mation relevant to a full understanding of their past and anticipated opera
tions.

B-36. The disclosure of current vulnerability due to certain concentrations
required by paragraph .21 of this SOP differs from the MD&A requirement in
two important respects. First, the MD&A rules apply broadly to “any known
trends or uncertainties,” whereas paragraph .21 applies only to certain known
concentrations. Second, this SOP requires disclosure only if the effect would
cause a severe impact in the near term—a higher threshold than “material”
used for MD&A purposes. AcSEC believes a higher threshold is needed for these
disclosures to avoid required disclosure of lengthy lists of risks related to
concentrations that are reasonably possible in today’s environment and at the
same time still meet the objective of providing an early warning of the potential
for a disruptive set of events occurring in the near term.
B-37. The SEC also requires registrants, “where appropriate,” to include
in prospectuses offering securities to the public “a discussion of the principal
factors that make the offering speculative or one of high risk.” Among the
factors cited are “the financial position of the registrant” and “the nature of the
business in which the registrant is engaged or proposes to engage” (Regulation
S-K, Item 503(c)).
AICPA Technical Practice Aids

§10,640.28

20,062

Statements of Position

B-38. This information required by the SEC is not now required for entities
not subject to SEC regulation. However, expanding the scope of financial
statements to include some of such information is compatible with the objec
tives of financial reporting. This SOP requires disclosure in the notes to
financial statements of some of the information now reported in MD&A or as
risk factors but might also require disclosure of certain information not cur
rently required in either place.

Comments Received on Exposure Draft
B-39. An exposure draft of a proposed Statement of Position, Disclosure of
Certain Significant Risks and Uncertainties and Financial Flexibility, was
issued for public comment on March 31,1993, and distributed to approximately
20,000 interested parties to encourage comment by those who would be affected
by the proposal. Over 300 comment letters were received in response to the
exposure draft. Substantially all of the responses expressed reservations re
garding the exposure draft’s required disclosures of certain significant esti
mates, current vulnerability due to concentrations, and financial flexibility,
while relatively few respondents expressed concerns regarding the disclosure
of the nature of the reporting entity’s operations or the use of estimates in the
preparation of financial statements.
B-40. The most significant and pervasive concerns can be summarized in
three areas:
a.

The cost of determining the necessity of the disclosures will exceed
the benefit received from providing them, particularly for small,
privately owned entities, and particularly with respect to the require
ments for disclosure of financial flexibility.

b.

Requiring disclosures based on information “of which management
is reasonably expected to have knowledge” is too subjective and
unnecessarily expands costs and liability as well as the “expectation
gap.”

c.

“Reasonably possible” is too low a threshold and is an insufficiently
objective criterion for disclosure of a broad range of possible future
events.

B-41. AcSEC considered the comments received on the exposure draft and
took the following actions in response to them.
a.

The requirement for disclosure of financial flexibility has been elimi
nated from this SOP. Financial flexibility was the exposure draft’s
most controversial requirement, with deep concerns expressed about
the cost of compliance. Other concerns were expressed regarding the
overlap between the exposure draft’s requirements and the require
ments of SAS No. 59, The Auditor’s Consideration of an Entity’s
Ability to Continue as a Going Concern, and the ability of the
exposure draft’s criteria to highlight meaningful information and to
differentiate among entities that have different risks.

AcSEC does, however, continue to consider financial flexibility dis
closures to be relevant early warnings for financial statement users.
AcSEC also believes that disclosure requirements such as those
included in SAS No. 59 should be included in accounting rather than
auditing standards. Therefore, AcSEC and the AICPA’s Auditing

§10,640.28

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Disclosure of Risks and Uncertainties

20,063

Standards Board are considering forming an interdivisional task
force to develop accounting standards to provide the appropriate
early warnings of possible financial difficulties and to replace disclo
sure requirements currently included only in auditing standards.
6.

This SOP requires disclosure of certain defined concentrations
known to management rather than a wider range of concentrations
based on information of which management “is reasonably expected
to have knowledge.” Further, because of the continuing activity of
the FASB in establishing disclosure requirements related to finan
cial instruments, none of the defined concentrations relate specifi
cally to financial instruments. The disclosures are to be made when
(a) the concentrations are known to exist at the date of the financial
statements, (b) they make the enterprise vulnerable to the risk of a
near-term severe impact, and (c) it is at least reasonably possible that
the events that could cause the severe impact will occur in the near
term.

AcSEC considered eliminating the reasonably possible and severeimpact disclosure criteria, but decided that retention of these criteria
should promote disclosures that are more significant and useful than
standardized listings that might otherwise result.
c.

The requirements to disclose certain significant estimates have been
clarified to make them more consistent with the requirements of
FASB Statement No. 5. This SOP requires discussion of estimates
when, based on known information available prior to the issuance of
the financial statements, it is reasonably possible that the estimate
will change in the near term and the effect of the change will be
material. AcSEC responded to concerns regarding the predictive
nature of this disclosure requirement by stipulating that it is the
estimate of the effect of a change in a condition, situation, or set
of circumstances that existed at the date of the financial state
ments that must be disclosed and that the evaluation should be
based on known information available prior to issuance of the
financial statements.

AcSEC also revised the disclosure requirements included in the
exposure draft applicable to estimates not involving loss contingen
cies covered by FASB Statement No. 5. With respect to such esti
mates, this SOP does not require the disclosure of the possible loss
or range of loss or the statement that such an estimate cannot be
made.

Placement of Disclosures
B-42. A significant number of commentators recommended that, because
of the subjectivity associated with some of the disclosures required by this SOP,
they should be presented outside the basic financial statements, either as
supplemental information or in MD&A.

B-43. FASB Concepts Statement No. 5, Recognition and Measurement in
Financial Statements of Business Enterprises, distinguishes between informa
tion that should be part of the basic financial statements and that which should
be provided as supplementary information. Paragraph 7 of Concepts State
ment No. 5 emphasizes that information disclosed as part of the basic financial
AICPA Technical Practice Aids
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statements amplifies or explains information recognized in financial state
ments and is essential to understanding that information. FASB Statement
No. 107, however, points out in paragraph 75 a need for disclosure about “many
important items . .. not recognized as assets and liabilities in financial state
ments, and many transactions and other events .. . not recognized when they
occur but only later when uncertainty about them is reduced sufficiently so that
their effects are clear.”

B-44. The disclosures required by this SOP build on disclosures already
included in the basic financial statements and, like them, serve one of the major
purposes of disclosure summarized in Appendix D of FASB Statement No. 105,
that is, to help in assessing risks and potentials. AcSEC also believes that the
changes made in response to the comments received on the exposure draft have
significantly reduced the subjectivity of the disclosures. Accordingly, AcSEC
concluded that all of the disclosures now required by this SOP should be
included in the basic financial statements.
Scope

B-45. The exposure draft of this SOP would have applied to state and local
governmental units. However, concern was expressed that inclusion of such
entities unduly complicated the SOP. Further, resolving financial reporting
issues unique to state and local governments that were brought up by commen
tators on the exposure draft—especially in the light of the other substantive
changes made to the exposure draft—would have unduly delayed the issuance
of this SOP. AcSEC believes the understandability of this SOP is improved by
not including state and local governmental units in its scope.29
B-46. Many commentators on the exposure draft recommended that other
reporting entities, especially smaller nonpublic reporting entities, be exempted
from this SOP’s disclosure requirements. AcSEC considered those recommen
dations and concluded that the disclosures required by this SOP are no less
relevant for such entities and that the changes made to the exposure draft
sufficiently mitigate the concerns expressed by commentators.
B-47. Some commentators requested that AcSEC clarify the applicability
of the SOP’s requirements to financial statements prepared using an Other
Comprehensive Basis of Accounting (OCBOA). AcSEC concluded that the
applicability of disclosures required by GAAP to OCBOA financial statements
is a pervasive issue that is beyond the scope of this SOP.

Field Tests
B-48. The March 31,1993 exposure draft Disclosure of Certain Significant
Risks and Uncertainties and Financial Flexibility was subjected to limited field
testing in which the exposure draft was applied to small and medium-size busi29 Under the provisions of Governmental Accounting Standards Board (GASB) Statement No.
20, Accounting and Financial Reporting for Proprietary Funds and Other Governmental Entities That
Use Proprietary Fund Accounting, paragraph 7, proprietary activities may apply all FASB State
ments and Interpretations issued after November 30, 1989, except for those that conflict with or
contradict GASB pronouncements. Paragraph 33 of the “Basis for Conclusions” of that Statement
explains that, for proprietary activities that apply paragraph 7, an AICPA SOP that does not include
governmental entities in its scope but that has been cleared by the Financial Accounting Standards
Board (FASB) would be considered category (b) guidance under Statement on Auditing Standards No.
69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles,
issued by the Auditing Standards Board of the AICPA.
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nesses, a not-for-profit organization, and case studies. The issues highlighted
by the results of those tests were similar to the issues raised in the comment
letters on the exposure draft. The results of the field tests were considered by
AcSEC in its deliberations of this SOP.

Cost/Benefit
B-49. AcSEC believes the disclosures required by this SOP will improve
financial reporting by providing, in a number of situations, information that
will assist financial statement users in assessing certain risks and uncertain
ties inherent in financial reporting. AcSEC also believes the changes made to
the exposure draft, which are discussed in paragraph B-41, are reasonably
responsive to concerns expressed by commentators about the cost of determin
ing the need for and making those disclosures.
B-50. FASB Concepts Statement No. 2, Qualitative Characteristics of
Accounting Information, states in paragraph 142 that:
The costs and benefits of a standard are both direct and indirect, immediate
and deferred. They may be affected by a change in circumstances not foreseen
when the standard was promulgated. There are wide variations in the esti
mates that different people make about the dollar values involved and the rate
of discount to be used in reducing them to a present value ... [It has been
observed that] “the merits of any Standard, or of the Standards as a whole, can
be decided finally only by judgments that are largely subjective. They cannot
be decided by scientific test.”

B-51. While a reliable evaluation of costs versus benefits is not possible,
AcSEC believes that the benefits of the disclosures required by this SOP will
outweigh their costs.

AICPA Special Committee on Financial Reporting
B-52. In the Spring of 1991, the AICPA’s Board of Directors formed a
Special Committee on Financial Reporting to address increasing concerns
about the relevance and usefulness of financial reporting. The committee’s
charge is to recommend to standards setters and regulators (1) the nature and
extent of information that should be made available to others by management
and (2) the extent to which auditors should report on the various elements of
that information. The focus of the Special Committee’s work is on the informa
tion needs of investors and creditors, and its recommendations will be respon
sive to those needs.

B-53. In its November 1993 report on the information needs of today’s
users of financial reporting, The Information Needs of Investors and Creditors,
the Special Committee stated:
Users want operating opportunities and risks identified based on the company
and its segments rather than on an industry-wide basis. They also want
information about opportunities and risks resulting from concentrations in
assets, customers and suppliers.

B-54. AcSEC considered the Special Committee’s preliminary findings in
developing this SOP, and AcSEC may reconsider the guidance in this SOP in
the light of the Special Committee’s recommendations, if and when the conclu
sions are implemented by standards-setting bodies.
AICPA Technical Practice Aids
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Section 10,650

Statement of Position 95- J
Accounting for Certain Insurance Activities
of Mutual Life Insurance Enterprises
January 18, 1995

NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least two-thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used, or the member should be prepared
to justify a conclusion that another treatment better presents the substance of
the transaction in the circumstances.

Introduction and Background
.01 Most mutual life insurance enterprises, assessment enterprises, and
fraternal benefit societies (hereafter collectively referred to as mutual life
insurance enterprises) issue financial statements prepared in conformity with
statutory accounting practices. Practice, however, has been to consider statu
tory accounting practices as generally accepted accounting principles (GAAP),
and mutual life insurance enterprises’ statutory financial statements have
been described as being in accordance with GAAP.

.02 In April 1993, the FASB issued Interpretation No. 40, Applicability of
Generally Accepted Accounting Principles to Mutual Life Insurance and Other
Enterprises, which concludes that financial statements based on statutory
accounting practices can no longer be described as prepared in conformity with
GAAP. FASB Interpretation No. 40, as amended by FASB Statement of Finan
cial Accounting Standards No. 120, Accounting and Reporting by Mutual Life
Insurance Enterprises and by Insurance Enterprises for Certain Long-Duration
Participating Contracts, is effective for financial statements issued for fiscal
years beginning after December 15, 1995. (FASB Statement No. 120 does not
change the disclosure and other transition provisions of Interpretation No. 40.)
Accordingly, mutual life insurance enterprises that wish to prepare GAAP
financial statements in 1996 and beyond will have to apply pertinent authori
tative accounting pronouncements, such as FASB Statements and Interpreta
tions, Accounting Principles Board Opinions, and AICPA Statements of
Position, that do not explicitly exempt mutual life insurance companies.
AICPA Technical Practice Aids
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.03 When FASB Interpretation No. 40 was issued, FASB Statement No.
60, Accounting and Reporting by Insurance Enterprises, No. 97, Accounting
and Reporting by Insurance Enterprises for Certain Long-Duration Contracts
and for Realized Gains and Losses from the Sale of Investments, and No. 113,
Accounting and Reporting for Reinsurance of Short-Duration and Long-Dura
tion Contracts, exempted mutual life insurance companies from their provi
sions. Furthermore, the AICPA Industry Audit Guide Audits of Stock Life
Insurance Companies does not apply to mutual life insurance companies.1 Ac
cordingly, there was no authoritative guidance that explicitly addressed how
to account for certain insurance activities of mutual life insurance enterprises.
Recognizing the lack of authoritative guidance, the FASB urged the AICPA to
take on a project to address accounting and reporting by mutual life insurance
enterprises for their insurance activities. This SOP was prepared in response
to that request. Furthermore, concurrent with the issuance of this SOP, the
FASB has issued Statement No. 120, which removes the exemption for mutual
life insurance enterprises from FASB Statement Nos. 60, 97, and 113 and
recognizes that participating life insurance contracts that meet the conditions
in paragraph .05 of this SOP should be accounted for under this SOP.

Applicability and Scope
.04 This SOP applies to all mutual life insurance enterprises, assessment
enterprises, and fraternal benefit societies. This SOP also applies to stock life
insurarice subsidiaries of mutual life insurance enterprises.

.05 This SOP applies to life insurance contracts that have both of the
following characteristics:
a.

They are long-duration participating contracts that are expected to
pay dividends to policyholders2 based on actual experience of the
insurance enterprise.

b.

Annual policyholder dividends are paid in a manner that iden
tifies divisible surplus and distributes that surplus in approximately
the same proportion as the contracts are considered to have contrib
uted to divisible surplus (commonly referred to in actuarial literature
as the contribution principle).

.06 FASB Statement No. 97 should be applied to investment contracts,
limited-payment contracts that do not have the characteristics described in
paragraph .05, and universal life-type contracts as defined in FASB Statement
No. 97. FASB Statement No. 60 should be applied to short-duration contracts
with fixed and variable terms and to long-duration contracts that do not have
the characteristics described in paragraph .05 and are not covered by FASB
Statement No. 97. FASB Statement No. 113 should be applied to reinsurance
contracts.

Accounting and Reporting Models
.07 The accounting and reporting model for long-duration insurance con
tracts issued by insurance enterprises other than mutual life insurance enter
1 The AICPA plans to issue an exposure draft of a revised life and health insurance enterprises
audit guide, which will apply to mutual life insurance enterprises. This SOP will be incorporated into
the revised guide.
2 Terms defined in the Glossary [paragraph .65] are in boldface type the first time they appear
in this SOP.
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prises was established in FASB Statement Nos. 60 and 97. FASB Statement
No. 60 addresses long-duration contracts, such as whole-life, guaranteed-renewable term-life, and annuity contracts that are expected to remain in force
for an extended period and that are characterized by fixed and guaranteed
terms. FASB Statement No. 97 addresses other long-duration contracts such
as universal life-type insurance contracts—that are characterized by flexibility
and discretion granted to one or both parties to the contract, limited payment
contracts, and investment contracts.

FASB Statement No. 60
.08 Under FASB Statement No. 60, premiums for long-duration insur
ance contracts are recognized as revenue when due from policyholders. A
liability for future policy benefits is accrued when premium revenue is recog
nized. The liability—which represents both the present value of estimated
future policy benefits to be paid to or on behalf of policyholders, and related
expenses less the present value of estimated future net premiums3 to be
collected from policyholders is based on a uniform percentage of anticipated
premiums and on estimates of expected investment yields, mortality, mor
bidity, terminations, and expenses applicable at the time the insurance con
tracts are made. FASB Statement No. 60 also requires a provision for the risk
of adverse deviation. Original assumptions ordinarily continue to be used in
subsequent accounting periods to determine changes in the liability for future
policy benefits (referred to as lock-in), unless a premium deficiency exists.
Costs that vary with, and are primarily related to, the acquisition of new and
renewal insurance contracts (acquisition costs) are capitalized and charged
to expense in proportion to premium revenue recognized.

FASB Statement No. 97
.09 FASB Statement No. 97 requires that a retrospective deposit method
be used to account for universal life-type insurance contracts. That accounting
method establishes a liability for policy benefits at an amount determined by
the account or contract balance that accrues to the benefit of the policyholder.
Premiums are not reported as revenues: Rather, revenues from those contracts
represent amounts assessed against policyholders and are reported in the
period that the amounts are assessed, unless evidence indicates that the
amounts are designed to compensate the insurer for services to be provided
over more than one period. FASB Statement No. 97 also requires that capital
ized acquisition costs associated with universal life-type contracts be amor
tized, based on a constant percentage of the present value of estimated gross
profit amounts. Estimates of gross profits should be evaluated regularly, and
the total amortization recorded to date is adjusted if actual experience or other
evidence suggests earlier estimates should be revised.

Participating Contracts
.10 FASB Statement No. 60 addresses accounting for traditional forms of
participating contracts issued, but does not address the participating contracts
issued by mutual life insurance enterprises, which are covered by this SOP.
3 FASB Statement No. 60 defines gross premium as “the premium charged to a policyholder for
an insurance contract.” That Statement defines net premium as “the portion of the gross premium
required to provide for all benefits and expenses.”
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Furthermore, FASB Statement No. 97 addresses those participating contracts
with contract terms that suggest that they are, in substance, universal life-type
contracts.

Conclusions on Financial Reporting
.11 The following conclusions should be applied to insurance contracts
described in paragraph .05 of this SOP and should be read in conjunction with
“Background Information and Basis for Conclusions,” beginning in paragraph
.26 of this SOP. Furthermore, AICPA Practice Bulletin 8, Application ofFASB
Statement No. 97, Accounting and Reporting by Insurance Enterprises for
Certain Long-Duration Contracts and for Realized Gains and Losses from the
Sale of Investments, to Insurance Enterprises [section 12,080], provides inter
pretative guidance that, if applicable, should be followed for the contracts
covered by this SOP.

Revenue Recognition
.12 Premiums from participating insurance contracts should be reported
as revenue in the statement of earnings when due from policyholders.

Benefits Recognition
.13 Death and surrender benefits incurred should be reported as ex
penses in the statement of earnings.

Dividends
.14 Annual policyholder dividends should be reported separately as an
expense in the statement of earnings, and should be based on estimates of
amounts incurred for the policies in effect during the period. For example, if a
policy has an anniversary date of June 30, at which time annual dividends are
paid, at December 31,19X1, dividends should be accrued for the period July 1,
19X1, through December 31, 19X1, and should be reported separately on the
balance sheet. (See paragraph .17 for information on accounting for terminal
dividends as part of the liability for future policyholder benefits.)

Liability for Future Policy Benefits
.15 A liability for future policy benefits relating to participating life
insurance contracts should be equal to the sum of—
a.

The net level premium reserve for death and endowment policy
benefits.

b.

The liability for terminal dividends.

c.

Any probable loss (premium deficiency) as described in paragraphs
35 to 37 of FASB Statement No. 60.

.1 6 The net level premium reserve should be calculated based on the
dividend fund interest rate, if determinable, and mortality rates guaran
teed in calculating the cash surrender values described in the contract. If the
dividend fund interest rate is not determinable, the guaranteed interest
rate used in calculating cash surrender values described in the contract should
be used. If the dividend fund interest rate is not determinable and there is no
guaranteed interest rate, the interest rate used in determining guaranteed
nonforfeiture values should be used. Finally, if none of the above rates exists,
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then the interest rate used to determine minimum cash surrender values—as
set by the National Association of Insurance Commissioners’ (NAIC) model
standard nonforfeiture law—for the year of issue of the contract should be
used. Regardless of the rate used, net premiums should be calculated as a
constant percentage of the gross premiums.

.1 7 Terminal dividends should be accrued in the liability for future
policy benefits if the following conditions are both met:4
a.

Payment of the dividend is probable.

b.

The amount can be reasonably estimated.

If the two conditions are met (and they ordinarily will be), the terminal
dividends should be recognized as an expense over the life of a book of
participating life insurance contracts, at a constant rate based on the present
value of the estimated gross margin amounts expected to be realized over the
life of the book of contracts. The present value of estimated gross margins
should be computed using the expected investment yield (net of related invest
ment expenses). If significant negative gross margins are expected in any
period, then the present value of gross margins before annual dividends,
estimated gross premiums, or the balance of insurance in force should be
substituted as the base for computing the expense amount to be recognized.
(The base substituted in this calculation should be the same one substituted in
the amortization of deferred acquisition costs discussed in paragraph .20.)

.18 Increases in the liability for future policy benefits should be reported
as an expense in the statement of earnings.

Acquisition Costs
.19 This SOP uses the definition of acquisition costs contained in FASB
Statement No. 60,5 and in the following sentence describes those that are
ineligible for capitalization under this SOP. Acquisition costs (such as pre
mium taxes) that vary in a constant relationship to premiums or insurance in
force, that are recurring in nature; or that tend to be incurred in a level amount
from period to period, should be charged to expense in the period incurred.
.20 Capitalized acquisition costs should be amortized over the life of a
book of participating life insurance contracts at a constant rate, based on the
present value of the estimated gross margin amounts expected to be realized
over the life of the book of contracts. The present value of estimated gross
margins should be computed using the expected investment yield. If significant
negative gross margins are expected in any period, then the present value of
gross margins before annual dividends, estimated gross premiums, or the
balance of insurance in force should be substituted as the base for computing
amortization.

.21 In computing amortization, interest should accrue to the unamortized
balance of capitalized acquisition costs at the rate used to discount expected
gross margins. Estimates of expected gross margins used as a basis for amor
tization should be evaluated regularly, and the total amortization recorded to
date should be adjusted by a charge or credit to the statement of earnings if
actual experience or other evidence suggests that earlier estimates should be
4 These conditions should be used in the same sense that they are used in FASB Statement No.
5, Accounting for Contingencies.
5 Acquisition costs are addressed in paragraphs 28 to 31 of FASB Statement No. 60.
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revised. The interest rate used to compute the present value of revised esti
mates of expected gross margins should be either the rate in effect at the
inception of the book of contracts or the latest revised rate applied to the
remaining benefit period. The approach selected to compute the present value
of revised estimates should be applied consistently in subsequent revisions to
computations of expected gross margins.

Estimated Gross Margins
.22 Estimated gross margin, as the term is used in this SOP, should
include estimates of the following:
a.

Amounts expected to be received from premiums, plus

b.

Amounts expected to be earned from investment of policyholder
balances (that is, the net level premium reserve described in para
graph .15a), less

c.

All benefit claims expected to be paid, less

d.

Costs expected to be incurred for contract administration (including
acquisition costs not included in capitalized acquisition costs), less

e.

Expected change in the net level premium reserve for death and
endowment benefits, less

f.

Expected annual policyholder dividends, plus or less

g.

Other expected assessments and credits, however characterized

Estimated gross margins should be determined on a best estimate basis,
without provision for adverse deviation.

.23 Several dividend options may be available to the policyholder, in
which instances the options generally can be changed during the life of the
contract. In estimating gross margins, insurance enterprises should use the
best estimate of the dividend options that policyholders will elect.

Disclosures
.24 The following should be disclosed in the financial statements with
respect to participating contracts:
a.

The methods and assumptions used in estimating the liability for
future policy benefits

b.

The average rate of assumed investment yields used in estimating
expected gross margins

c.

The nature of acquisition costs capitalized, the method of amortizing
those costs, and the amount of those costs amortized for the period

Effective Date and Transition
.2 5 This SOP is effective for financial statements for fiscal years begin
ning after December 15, 1995. Earlier application is encouraged. The effect of
initially applying this SOP should be reported retroactively through restate
ment of all previously issued annual financial statements presented for com
parative purposes for fiscal years beginning after December 15, 1992.
Previously issued financial statements for any number of consecutive periods
preceding that date may be restated to conform to the provisions of this SOP.
The cumulative effect of adopting this SOP should be included in the earliest
year restated.
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Background Information and Basis for Conclusions
.26 The AICPA Accounting Standards Executive Committee’s (AcSEC’s)
conclusions about accounting and reporting for participating life insurance
contracts covered by this SOP are based on how the economic substance of
those contracts differs fundamentally from nonparticipating contracts (tradi
tional and universal life-type contracts) and from participating contracts that
do not have the characteristics described in paragraph .05 of this SOP. The
following sections (a) describe the factors differentiating the contracts covered
by this SOP from those other contracts, (6) discuss AcSEC’s reasons for
concluding that neither FASB Statement No. 60 nor FASB Statement No. 97
in its entirety is appropriate for the contracts covered by this SOP, and (c)
discuss other considerations deemed significant by AcSEC in reaching its
conclusions.

Participating Contracts
.27 Participating life insurance contracts are issued for a gross premium
that provides policyholders with certain guaranteed benefits as well as with
dividends. Generally, the gross premium is calculated with sufficient margin
so that each class of contracts is self-supporting. Annual policyholder dividends
paid generally reflect the company’s experience and performance in invest
ment activity, mortality experience, and contract administration for each class
of contracts. It is the dividend determination and distribution that distin
guishes participating life insurance from nonparticipating life insurance.

.28 The nature of the annual dividend determination varies from com
pany to company but is generally a two-step process. The first step is to
determine divisible surplus, which is a determination each company makes
based on its financial results. The second step is to distribute divisible surplus.
to policyholders in an equitable manner. Actuarial standards require divisible
surplus to be distributed among contracts in the same proportion as the
contracts contributed to divisible surplus.

Applicability and Scope
.29 AcSEC’s charge was to address, as much as possible, the accounting
and reporting of mutual life insurance enterprises’ insurance activities within
the framework established in FASB Statement Nos. 60 and 97. In reaching the
conclusions in this SOP, AcSEC believes the contracts covered by this SOP are
transactions between mutual life insurance enterprises and their customers.
After reviewing the nature of a variety of mutual life insurance enterprise
contracts, AcSEC concluded that this SOP should address the accounting only
for life insurance contracts with the characteristics described in paragraph .05
of this SOP. The dividend scales on such contracts are often referred to as
actively managed, because dividends paid are based on actual experience; that
is, dividend scales are adjusted to reflect significant changes on a reasonably
timely basis. FASB Statement No. 120 requires that other insurance contracts
of mutual life insurance enterprises, such as annuity contracts, group insur
ance contracts, disability contracts, universal life-type contracts, and pension
guaranteed contracts, should be accounted for under FASB Statement Nos. 60
and 97.
.30 AcSEC concluded that separate consideration of the participating life
insurance contracts covered by this SOP is justified by the differences between
AICPA Technical Practice Aids
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those contracts and both traditional nonparticipating life insurance contracts,
covered by FASB Statement No. 60, and universal life-type contracts, covered
by FASB Statement No. 97. Participating life insurance contracts covered
under this SOP have attributes of the contracts covered by FASB Statement
Nos. 60 and 97. AcSEC concluded, therefore, that contracts covered by this SOP
were not sufficiently similar to those covered by either FASB Statement to
warrant applying either of them in its entirety.

.31 Participating life insurance contracts covered by this SOP are similar
to the conventional life contracts contemplated by FASB Statement No. 60 in
the following respects:
a.

Permanent participating life insurance is based on the traditional
concept of level premiums over the life of the contract.

b.

The individual contract functions related to interest, mortality, and
expenses are not separately displayed to policyholders and are not
explicitly stated in the policy.

c.

The pattern of premium payments is specified in the contract and
cannot normally be varied after issue.

d.

There is no explicit account balance for each policyholder.

.3 2 Despite those similarities in form to FASB Statement No. 60 con
tracts, the dividend feature introduces a variable that affects the substance of
the earnings flow to the company. The dividend feature causes the contracts
covered by this SOP to more closely resemble contracts in which the earnings
emerge in relation to margins rather than contracts in which earnings emerge
proportional to the level of premiums received in that year. Participating
policies covered by this SOP share in the results of investment activity,
mortality experience, and contract administration costs through dividends,
which are not fixed or guaranteed by contract terms. As a result, earnings on
these products, after annual policyholder dividends, tend to emerge as the
margin recognized on investments, mortality, and expenses.
.3 3 AcSEC concluded that because the earnings after annual policyholder
dividends from the contracts covered by this SOP tend to evolve in a manner
similar to universal life-type contracts, most of the provisions of FASB State
ment No. 97 should be applied to the contracts covered by this SOP. Neverthe
less, AcSEC concluded that because the contracts covered by this SOP have
terms similar to the terms of conventional life products, it was not feasible or
appropriate to apply FASB Statement No. 97 in its entirety.
.3 4 The recommendations in this SOP differ from the accounting in FASB
Statement No. 97 for universal life-type contracts in two significant respects:
a.

Whereas under FASB Statement No. 97 premiums are not reported
as revenue and benefit payments representing a return of policyholder balances are not reported as expenses in the statement of
earnings, under this SOP premiums should be recognized as revenue
and benefit payments charged to expense.

b.

Whereas FASB Statement No. 97 does not address dividends, under
this SOP dividends should be charged to expense.

.35 AcSEC recognizes that the FASB chose to exclude traditional partici
pating life insurance contracts issued by stock life insurance companies from
the scope of FASB Statement No. 97. However, AcSEC notes that in making
that decision, the FASB did not consider participating policies of mutual life
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insurance enterprises, which AcSEC believes differ substantively from many
of the participating policies issued by stock life insurance companies. Further
more, the FASB’s consideration of participating policies may have been influ
enced by the fact that participating policies are generally a less significant
portion of stock life insurance companies’ business than of mutual life insur
ance enterprises’ business.

Revenue Recognition
.36 AcSEC recognizes that reporting premiums as revenues may appear
inconsistent with the accounting model set forth in this SOP. AcSEC believes,
however, that recognizing premiums as revenue for the contracts covered by
this SOP is justified for two reasons, both of which are based on the economic
substance of the relationship between the issuer and the policyholder.

.37 First, premiums received under participating contracts fit the defini
tion of revenues in FASB Statement of Financial Accounting Concepts No. 6,
Elements of Financial Statements. AcSEC believes the fact that premiums
generally are level, fixed, and payable at predetermined points in return for a
guaranteed death benefit and cash surrender value is significant. Further
more, unlike the purchaser of a universal life-type insurance contract, the
purchaser of a participating life insurance contract generally cannot vary the
amount and timing of premium payments, and no account balance information
is communicated to the policyholder. In addition, premiums are not credited to
a policyholder account balance. Accordingly, AcSEC believes reporting premi
ums as revenues is consistent with the FASB Concepts Statement No. 6
definition of revenues as inflows from delivering services that constitute an
entity’s ongoing major or central operations.
.38 Second, for many mutual life insurance enterprises it would not be
practicable or meaningful to report premiums received as deposits. AcSEC
considered how mutual life insurance companies would report premiums as
such and concluded that mortality, expense, and surrender charges would be
reported as revenues. For those amounts to be relevant, the elements of
dividends related to each would have to be determined. AcSEC believes that
making such allocations would be arbitrary. AcSEC further believes the costs
of making such allocations would far exceed the benefits derived from reporting
the amounts separately. Furthermore, the lack of an explicit policyholder
balance or separate assessments or charges for contract services and credits for
interest—which exist for universal life-type contracts—makes separate meas
urement of the advance funding and contract service functions impractical.

Benefit Recognition
.39 AcSEC concluded that to be consistent with the reporting of premi
ums as revenues when due from the policyholder, actual death and surrender
benefits incurred during the accounting period should be reported as expenses.

Dividends
.40 FASB Statement No. 97 does not explicitly address the treatment of
dividends for participating contracts accounted for as universal life-type con
tracts. Some may believe that under that model, annual policyholder dividends
would be allocated among interest credited, death benefits or mortality charges,
and expenses, rather than reported as an expense. Others may believe that the
entire annual policyholder dividend is one of the “other assessments and cre
AICPA Technical Practice Aids
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dits” described in paragraph 23 of FASB Statement No. 97. AcSEC concluded
that, especially because this SOP recommends premiums should be reported
as revenues when due from the policyholder, actual dividends incurred during
the accounting period should always be reported as an expense; dividends
should not be charged directly to equity in any circumstance.
.41 Furthermore, FASB Statement No. 60 defines two alternative ac
counting treatments for policyholder dividends based on whether the contracts
included restrictions on the net income amount that may be distributed to
stockholders. For participating contracts that have no net income restrictions,
and that use life insurance dividend scales unrelated to actual net income,
policyholder dividend liabilities should be accrued over the premium-paying
period of the contracts (1) based on dividends anticipated in determining gross
premiums, or (2) as shown in published dividend illustrations at the date
insurance contracts are made. For contracts limiting the amount of net income
that may be distributed to stockholders, the net income amount that cannot be
distributed to shareholders is excluded from stockholders’ equity by a charge
to operations and a credit to a liability, a method similar to the accounting for
net income applicable to minority interests. However, for either type of partici
pating contract, dividends are reported as expenses in the statement of earn
ings as “dividends to policyholders” or “provision for policyholders’ share of
earnings on participating business.”

.42 Annual policyholder dividends of participating contracts covered by
this SOP are based on actual company performance. Accordingly, AcSEC
believes dividends on participating contracts covered by this SOP are not
similar to either of the types of dividends discussed in FASB Statement No. 60.
While AcSEC acknowledges that segregating undistributed accumulated earn
ings on participating contracts in a manner similar to minority interests may
be meaningful in a stock life insurance company, it is not meaningful for a
mutual life insurance enterprise, because the objective of such presentation is
to identify amounts that are not distributable to stockholders.

Capital Gains and Losses
.43 The guidance in FASB Statement No. 97, as amended by FASB
Statement No. 115, Accounting for Certain Investments in Debt and Equity
Securities, on capital gains and losses, which also is incorporated in FASB
Statement No. 60, applies to the contracts covered in this SOP. Paragraph 28
of FASB Statement No. 97, as amended, states:
Realized gains and losses on all investments (except investments that are
classified as trading securities and those that are accounted for as hedges as
described in FASB Statements No. 52, Foreign Currency Translation, and No.
80, Accounting for Futures Contracts) shall be reported in the statement of
earnings as a component of other income, on a pretax basis. Realized gains and
losses shall be presented as a separate item in the statement of earnings or
disclosed in the notes to the financial statements. Realized gains and losses
shall not be deferred, either directly or indirectly.

Furthermore, in paragraph 77 in appendix A of FASB Statement No. 97, the
FASB addressed the issue of whether certain realized gains and losses should
be deferred and recognized over the remaining life of the insurance contracts
with the following:
The Board notes that generally accepted accounting principles require that
realized investment gains and losses be reflected in the period in which they
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occur. The Board acknowledges that some contracts with policyholders may
entitle policyholders to an amount equal to a portion of specific investment
performance. The recording of liabilities to reflect amounts to which those
policyholders are entitled is appropriate, but the deferral of realized gains and
losses is not justified.

Liability for Future Policy Benefits
Proxy for Account Balance
.44 Under FASB Statement No. 97, the liability for future policy benefits
includes the policyholder’s account balance as of the balance sheet date.
However, because participating contracts usually lack a stated account bal
ance, a proxy for account balance had to be determined. AcSEC considered six
possible proxies:
a.

Dividend fund

b.

Net level premium reserve, using statutory valuation mortality and
interest

c.

Commissioners reserve valuation method (CRVM) reserves

d.

Cash surrender value

e.

Net level premium reserve, using guaranteed mortality and interest

f.

Net level premium reserve, using the guaranteed mortality and
dividend fund interest

.45 After considering all the above possible account balances, AcSEC
concluded that the net level premium reserve using the guaranteed mortality
and dividend fund interest generally should be used as the proxy for account
balance. Furthermore, AcSEC notes that there may be policies that do not meet
normal underwriting standards for which additional amounts may be included
in the net level premium reserve.
.46 If experience is more favorable than what was anticipated in deter
mining the dividends guaranteed in the policy, a mutual life insurance enter
prise’s objective is to distribute the favorable experience as dividends. If
experience is less favorable than what was anticipated in determining the
dividends guaranteed, the company must at least provide the guaranteed
values. Therefore, if there is an unfavorable experience, a premium deficiency
may result, which would be recognized under paragraph .15c of this SOP.
Accordingly, the liability determined, based on guaranteed benefits, provides
an appropriate measure of the liability to policyholders because, to the extent
experience is more favorable than the guarantees, the company pays the
difference to policyholders in dividends. This estimate of the liability is consis
tent with the view that the mutual life insurance enterprise is liable for the
guaranteed provisions of the policies it sells and for paying dividends related
to favorable experience. AcSEC believes that for many participating policies
the net level premium reserve for guaranteed benefits will best reflect the
amount that has accrued to the benefit of policyholders for participating
contracts. AcSEC therefore concluded that the net level premium reserve is
consistent with FASB Statement No. 97’s description of the liability as “the
balance that accrues to the benefit of individual policyholders [that] represents
the minimum measure of an insurance enterprise’s liability . . ..”

.47 Nevertheless, this SOP recommends that a mutual life insurance
enterprise with a determinable dividend fund interest rate should calculate the
AICPA Technical Practice Aids
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net level premium reserve for guaranteed benefits based on the dividend fund
interest rate rather than on the rate used in determining guaranteed cash
surrender values. AcSEC believes that in practice the dividend fund interest
rate and the interest rate guaranteed in computing cash surrender values often
will be the same. If those interest rates differ, the calculation based on the
dividend fund interest rate usually reflects the pattern of anticipated annual
policyholder dividends more accurately.
.48 Some mutual life insurance enterprises have a dividend fund for
participating policies. Though that dividend fund generally is not disclosed to
the policyholder, it is the amount specified by management at contract incep
tion to which interest is credited and from which mortality and expense
charges are assessed in the dividend determination mechanism. Accordingly,
many believe the dividend fund is the economic equivalent of the account
balance of universal life-type contracts. Though most companies with dividend
funds define the dividend fund account balance in their dividend resolutions,
there are a variety of ways in which a dividend fund is defined but no consistent
practices for company management to apply in defining the amount. Further
more, not all mutual life insurance enterprises have a dividend fund. Accord
ingly, AcSEC concluded that the dividend fund lacked the objectivity and
comparability necessary to be an appropriate proxy for the account balance.
.49 AcSEC also rejected the statutory net level premium reserve and the
statutory CRVM as proxies for account balance, because the assumptions used
in determining such amounts are based on statutory requirements, which are
not necessarily related to either policy nonforfeiture guarantees or the divi
dend calculation.

.50 AcSEC also rejected the cash surrender values as the proxy for
account balance, because AcSEC believes the amount does not reflect the
amount that accrues to a continuing policyholder’s benefit. AcSEC believes the
decision not to use cash surrender values as the proxy for account balance is
consistent with FASB Statement No. 97, which requires the use of an account
balance instead of the cash surrender value when both exist. Though partici
pating policies lack an explicit account balance, AcSEC believes the net level
premium reserve determined under this SOP is an appropriate proxy for the
account balance. AcSEC notes that cash surrender values generally will be less
than the liability for future policy benefits calculated under this SOP. Cash
surrender values are frequently developed using methods similar to those used
to compute the liability for future policy benefits calculated under this SOP,
but are net of an implicit surrender charge.

Terminal Dividends
.51 AcSEC believes the rights to terminal dividends accumulate to poli
cyholders over a policy’s life. Accordingly, the event that creates the liability is
the continuance of the contract by the policyholder, not the termination of the
policy. If the payment of terminal dividends is probable and the amount can be
reasonably estimated, the liability should be recognized. Furthermore, AcSEC
believes terminal dividends are similar to amounts previously assessed against
policyholders that are refundable on the contract’s termination under para
graph 17c of FASB Statement No. 97.

Adverse Deviation
.52 FASB Statement No. 60 requires that assumptions used in calculat
ing the liability for future policy benefits include a provision for the risk of ad
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verse deviation. The notion of adverse deviation is (1) to include in benefit
reserves the risk assumed by the insurer that actual experience will be more
adverse than the basic assumptions underlying premium rates, and (2) to
include the gradual release from this risk in periodic net income as actual
experience emerges. However, under FASB Statement No. 97, a provision for
adverse deviation is not permitted. Because the liability for future policy
benefits defined in this SOP generally follows the FASB Statement No. 97
model, AcSEC concluded that provision for adverse deviation should not be
made. AcSEC agrees with the FASB’s reasons for rejecting adverse deviation
in FASB Statement No. 97. Furthermore, for participating contracts covered
by this SOP, most adverse experience could be recovered from policyholders,
as it emerges, through lower future dividends.

Acquisition Costs
.5 3 FASB Statement No. 97 requires that gross profit estimates used as
a basis for amortizing capitalized acquisition costs be evaluated regularly, and
that total amortization recorded to date be adjusted by a charge or credit to the
statement of earnings if actual earnings or other evidence suggests revision of
earlier estimates of expected gross profits. AcSEC concluded that the expected
gross margins resulting from participating life contracts issued by mutual life
insurance companies are economically similar to the expected gross profits of
universal life-type contracts. Accordingly, because the conclusions in this SOP
are primarily based on the conclusions in FASB Statement No. 97, AcSEC
decided to retain the retrospective adjustment of deferred acquisition costs in
this SOP.

Estimated Gross Margins
.5 4 Under FASB Statement No. 97, the emergence of earnings for univer
sal life-type contracts is based on gross profits. Similarly, under this SOP
profits would emerge based on gross margins. However, due to the different
way in which values are communicated to the policyholder and maintained by
a mutual life insurance company, gross margins need to be determined differ
ently from universal life-type contracts.

.5 5 Paragraph 23 of FASB Statement No. 97 defines the terms to be
considered in calculating the estimated gross profits for universal life-type
contracts, as follows:
a.

Amounts expected to be assessed for mortality (sometimes referred
to as the cost of insurance) less benefit claims in excess of related
policyholder balances

b.

Amounts expected to be assessed for contract administration less
costs incurred for contract administration (including acquisition
costs not included in capitalized acquisition costs)

c.

Amounts expected to be earned from investment of policyholder
balances less interest credited to policyholder balances

d.

Amounts expected to be assessed against policyholder balances upon
termination of a contract (sometimes referred to as surrender
charges)

e.

Other assessments and credits, however characterized

.5 6 Those terms are presented in the form of specific margins. Participat
ing life contracts have similar margins but the charges and credits are not
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structured in the same way as in universal life-type contracts. Because of this
difference, certain items used in determining gross profits for universal life
type contracts are not readily available for participating contracts. AcSEC
resolved this problem by using a list of elements, which AcSEC believes
develops gross margins consistent with the FASB Statement No. 97 definition
of gross profit.

.5 7 The gross margin elements used in this SOP are not identical to the
elements used in FASB Statement No. 97. Specifically, the following elements
are included in FASB Statement No. 97 but not in this SOP:
a.

Amounts expected to be assessed for mortality

b.

Amounts expected to be assessed for contract administration

c.

Interest credited to policyholder balances

The following are elements in this SOP that are not in FASB Statement No.
97:
a.

Amounts expected to be received from premiums

b.

The expected change in the net level premium reserve for death and
endowment policy benefits

c.

Expected annual policyholder dividends

.5 8 Those lists differ because, for participating contracts covered under
this SOP, dividends, premiums, and the liability for policy benefits are not
separated into the various charges, credits, and deposits. This different view of
gross margins is consistent with the proposed presentation of earnings for
participating contracts under this SOP.

Interest Rates
.5 9 Under FASB Statement No. 97, the rate that accrues to policyholder
balances (the contract rate) is used to accrue interest to policyholder balances,
to compute the present value of estimated gross profits, and to accrue interest
to the unamortized balance of capitalized acquisition costs. AcSEC believes the
dividend interest rate is the rate most comparable to the contract rate. How
ever, AcSEC has concluded that using the dividend fund interest rate to
determine the net level premium reserve is preferable to using the dividend
interest rate, because the dividend fund interest rate is more objectively
determinable. AcSEC concluded that using the investment yield to calculate
the present value of estimated gross margins, and to accrete interest on the
unamortized balance of capitalized acquisition costs, is preferable to using the
dividend interest rate because the investment yield is more objectively deter
minable and would result in approximately the same income pattern as if the
dividend fund interest rate were used.

Other Methods Considered
.6 0 AcSEC considered, and rejected, a modified FASB Statement No. 60
approach whereby the earnings from mutual life participating insurance con
tracts would emerge in relation to premiums and not in relation to expected
gross margins. This consideration was prompted by a concern that reporting
premiums as revenues, but having profits emerge based upon gross margins,
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may produce incongruous results. In addition, the lack of an explicit policyholder’s account balance, and the lack of a predominant function or service
representative of the pooling of the aggregation of services, are characteristics
of insurance contracts as defined under FASB Statement No. 60. FASB State
ment No. 60 requires that expenses should be recorded (and therefore earnings
would emerge) in relation to premiums.

.61 A modification to FASB Statement No. 60 was discussed, however, to
provide for mutual life insurance contracts in which dividend scales are ac
tively managed. Each change in the dividend scale represents, in essence, a
repricing and the establishment of new expectations. Therefore, the emergence
of earnings based upon the original pricing assumptions no longer would be
relevant to financial measurements.
.62 In applying FASB Statement No. 60 to mutual life insurance con
tracts in which the dividend scales are actively managed, each change in the
dividend scale would result in an unlocking of the previously used assump
tions. The new assumptions would be used in subsequent accounting periods,
until the dividend scales are changed again. The unlocking of assumptions
would be prospective in nature and would provide stability to the matching of
benefits and expenses with revenue.
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Appendix A
Illustration of Computation of Gross Margins
Schedule 1—Computation of Estimated Gross Margins

Year

Premium

1
2
3
4
5
6
7
8
9
10
11-20
21-55

(a)
$ 210,000
184,611
169,621
155,763
142,990
131,222
124,333
117,768
111,526
105,582
779,517
589,392

Total

$2,822,325

Interest
on
NLPR

Interest
on
Current
Activity

0
10,719
19,994
27,955
34,735
40,440
46,665
52,317
57,417
61,982
760,283
1,222,685

(c)
$ 16,244
14,280
13,120
12,048
11,060
10,150
9,617
9,109
8,627
8,167
60,296
45,589

$2,335,192

$218,307

(6)
$

Death
Benefits
Incurred
$

(d)
(9,000)
(10,549)
(13,731)
(14,835)
(15,661)
(15,622)
(16,578)
(16,824)
(17,526)
(18,603)
(311,112)
(1,187,632)

$(1,647,673)

Surrender
Benefits
Incurred

(e)
$

0
0
(7,148)
(14,984)
(21,760)
(17,237)
(20,989)
(24,427)
(27,566)
(30,406)
(398,831)
(686,079)

$(1,249,427)

Present values at earned rate of 8.5%:
(continued)

(d)
(e)
(f)

Gross premiums.
Interest, at the 8.5% earned rate, on net level premium reserve (NLPR) at
the end of the previous year. The NLPR is based on guaranteed mortality and
the dividend fund interest rate.
Interest, at the 8.5% earned rate, on current-year cash flow. This illustration
assumes premiums are received, and all expenses incurred, at the start of the
year. This illustration assumes death benefits, surrender benefits, and
dividends are all at the end of the year.
Death benefits, not reduced by related NLPR.
Surrender benefits, not reduced by related NLPR.
Recurring expenses not included in capitalized acquisition costs.

(a)
(b)

(c)

(g)

Net decrease (increase) in aggregate NLPR in the year.

(h)

Policyholder dividends for the year.

(i)

Sum of (a) through (A) inclusive.
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Recurring
Expenses
Incurred

(Increase)
Decrease
inNLPR

(f)

(?)
$(126,103)
(109,116)
(93,669)
(79,754)
(67,117)
(73,236)
(66,499)
(60,005)
(53,706)
(47,485)
(162,077)
938,767

$ (18,900)
(16,615)
(15,266)
(14,019)
(12,869)
(11,810)
(11,190)
(10,599)
(10,037)
(9,502)
(70,157)
(53,041)

$(254,005)

_$______ (0)
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Dividends
Incurred

$

(A)
(18,857)
(21,399)
(24,230)
(26,574)
(28,509)
(30,043)
(32,301)
(34,367)
(36,230)
(37,915)
(424,092)
(669,668)

$(1,384,185)

20,107

Post
dividend
Gross
Margins

Revised
Gross
Margins
at Year
2

(i)
$ 53,384
51,931
48,691
45,600
42,869
33,864
33,058
32,972
32,505
31,820
233,827
200,013

$ 53,384
50,546
47,419
44,432
41,797
32,880
32,126
32,089
31,669
31,028
227,980
195,591

$840,534

$820,941

$371,261

$362,945
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Schedule 2—Computation of Amortization Rate
Original
Estimate

Revised
Estimate

Present value of estimated gross margins,
years 1-55, evaluated at issue (from
Schedule 1)
(a)

$371,261

$362,945

Present value of capitalized acquisition
costs, years 1-55, evaluated at issue

$263,309

$263,309

Amortization rate = (b) / (a)

70.923%

(c)

72.548%

Schedule 3—Illustration of Amortization
Capitalized costs, year 1
Interest accrual at 8.5%
Amortization, year 1
Gross margin of 53,384 (from Schedule
1) at rate (c) above
Balance, end of year 1
Additional capitalized costs, year 2

(d)

(f)

Interest accrual at 8.5%
(g)
Amortization, year 2
Gross margin of 50,546 (from Schedule
1, revised column) at revised rate
(c) above
(h)

$241,500
20,528

(37,862)

(38,729)

224,166
9,231

223,299
9,231

233,397
19,839

232,530
19,765

(36,670)

(36,670)

Balance, end of year 2

$216,566

Balance based on original estimate
Balance based on revised estimate

$216,566
215,625

Adjustment required

$

Net amortization recognized:
In year 1 (d + e)
In year 2 (g + h based on revised estimates
+ difference between fat original esti
mate and at revised estimate)

§10,650.63
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20,528

$215,625

(941)

$ 17,334

$ 17,772
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Appendix B
Discussion of Comments Received on Exposure Draft
An exposure draft of a proposed statement of position, Accounting for Certain
Insurance Activities ofMutual Life Insurance Enterprises, was issued on March
24, 1994, and distributed to a variety of interested parties to encourage
comment by those who would be affected by the proposal. Thirty-five comment
letters were received on the exposure draft. The most significant and pervasive
comments received were in the following five areas: (a) the FASB Statement
No. 60 approach, (b) limited-payment contracts, (c) dividend utilization in
estimated gross margin calculations, (d) retrospective adjustment of deferred
acquisition costs balances, and (e) effective date.

FASB Statement No. 60 Approach
Several respondents preferred a modified FASB Statement No. 60 approach
whereby the earnings from mutual life participating insurance contracts would
emerge in relation to premiums and not in relation to expected gross margins.
AcSEC considered most of the arguments in favor of the modified FASB
Statement No. 60 approach in the comment letters during the process leading
up to the exposure draft, and continues to support the approach recommended
in this SOP.

Limited-Payment Contracts
The exposure draft would have required revenue recognition for limited-pay
ment contracts to be in a constant relationship to insurance in force to the
extent that gross premiums exceed net premiums. Many respondents asked
AcSEC to reconsider that accounting, because it is inconsistent with the
fundamental premise of the SOP that income should be recognized in relation
to gross margins. AcSEC believes that for limited-payment contracts with
actively managed dividend scales those arguments are persuasive. Accordingly,
AcSEC was convinced that the accounting model in the SOP would preclude
inappropriate front-end recognition of income on most limited-payment con
tracts, and eliminated the special accounting requirement for limited-payment
contracts.

Dividend Utilization in Estimated Gross Margin Calculations
A variety of dividend options are available to policyholders, including receiving
the dividends in cash and purchasing additional paid-up insurance. The expo
sure draft would have required, in many instances, mutual life insurance
enterprises to assume that annual policyholder dividends are paid in cash in
estimating gross margins, regardless of the options actually used. Many respon
dents noted that, for many mutual life insurance enterprises, dividends are
more often used to purchase additional paid-up insurance, and that reliable
estimates of the effects of dividend options can be made. In response to that
information, AcSEC changed paragraph .23 of this SOP to require mutual life
insurance enterprises to make the best estimate of the dividend options that
policyholders will elect.
AICPA Technical Practice Aids
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Retrospective Adjustment of Deferred Acquisition Costs Balances
Many respondents from the mutual life insurance industry objected to the
retrospective adjustment of deferred acquisition costs. They believe that be
cause dividends are actively managed and will be used to prospectively recover
or pay out differences that result from changes in expectations, the accounting
for such changes should also be prospective. Furthermore, they note that
retrospective calculations are much more complicated and difficult to under
stand than prospective calculations. However, AcSEC continues to believe that
retrospective adjustment of deferred acquisition costs, consistent with the
provisions of FASB Statement No. 97, is appropriate for policies covered by this
SOP for the reasons discussed in paragraph .53.

Effective Date
In the exposure draft the effective date was for financial statements issued for
fiscal years beginning after December 15, 1994, consistent with the effective
date of FASB Interpretation No. 40. A majority of respondents considered that
effective date unreasonable, given the magnitude and significance of the
changes that mutual life insurance enterprises will have to make to prepare
financial statements in accordance with GAAP. AcSEC agreed and extended
the effective date by one year, and urged the FASB to extend the effective date
of Interpretation No. 40 similarly. The FASB subsequently issued FASB
Statement No. 120, which amends FASB Interpretation No. 40, to be effective
for financial statements issued for fiscal years beginning after December 15,
1995.
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Glossary
Acquisition costs. Costs incurred in the acquisition of new and renewal insur
ance contracts. Acquisition costs include costs that vary with, and are
primarily related to, the acquisition of insurance contracts (for example,
agent and broker commissions, certain underwriting and policy issue costs,
and medical and inspection fees).

Annual policyholder dividends. Amount of dividends to policyholders calcu
lated and paid each year, representing the policyholders’ share of divisible
surplus.

Dividend fund. The amount specified by management at contract inception
to which interest is credited and from which mortality and expense charges
are assessed in the dividend determination mechanism.

Dividend fund interest rate. The interest rate determined at policy issuance
used to determine the amount of the dividend fund. It is the rate used to
credit interest to the dividend fund, and against which experience is
measured to determine the amount of the interest portion of dividends paid
to individual policyholders.

Dividend interest rate. The total interest rate the company pays on its divi
dend fund.

Dividends to policyholders. Nonguaranteed amounts distributable to policyholders of participating insurance contracts and based on actual perform
ance of the insurance enterprise. Under various state insurance laws,
dividends are apportioned to policyholders on an equitable basis. Divi
dends to policyholders include annual policyholder dividends and terminal
dividends.

Guaranteed interest rate. The interest rate guaranteed in a policy’s cash
surrender value or nonforfeiture value calculation.

Investment yield. The interest rate the company expects to earn on the assets
supporting the policies, net of investment expense.

Net level premium reserve. The excess, if any, of the present value of future
guaranteed death and endowment benefits over the present value of future

net premiums.
Net premiums. A constant ratio of guaranteed maximum gross premiums.
The ratio is calculated at issue, so that the present value of all guaranteed
death and endowment benefits is equal to the present value of all net
premiums.

Terminal dividends. Dividends to policyholders calculated and paid upon
termination of a contract, such as on death, surrender, or maturity.

AICPA Technical Practice Aids

§10,650.65

20,112

Statements of Position

Accounting Standards Executive Committee
(1993-1994)
Sally L. Hoffman
James A. Johnson
Kris M. Kaland
Robert S. Kay
Aram G. Kostoglian
James T. Parks
Edward W. Trott

Norman N. Strauss, Chair
Philip D. Ameen
Ernest F. Baught, Jr.
G. Michael Crooch
H. John Dirks
George P. Fritz
Stuart H. Harden
James E. Healey

Insurance Companies Committee
(1993-1994)
Peter E. Jokiel
John F. Majors
James L. Morgan III
Albert J. Reznicek
Patrick J. Shouvlin
Mary Todd Stockard
James E. Tait

Gary W. Roubinek, Chair
Joseph P. Brandon
Robert E. Broatch
Peter S. Burgess
Darren F. Cook
Richard Daddario
Howard E. Dalton
Wayne R. Huneke

Mutual Life Insurance Task Force
R. Larry Johnson
John L. LaGue, Jr.
Gary E. Long
John F. Majors
John White

William C. Freda, Chair
Edward P. Brunner
James Butler
Richard P. Caporaso
William J. Chrnelich
Frederick P. Hauser

American Academy of Actuaries Liaison Task Force
Michael Levin
George E. Silos

Stephen L. White, Chair
J. Peter Duran
Glen M. Gammill

AICPA Staff
John F. Hudson

Arleen Rodda Thomas

Vice President
Technical Standards and Services
Dionne D. McNamee
Senior Technical Manager
Accounting Standards

Director
Accounting Standards

[The next page is 20,131.]

§10,650.65

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

20,131

Section 10,660

Statement of Position 95-2
Financial Reporting by Nonpublic
Investment Partnerships
May 19,1995

NOTE
Statements of Position (SOPs) of the Accounting Standards Division present
the conclusions of at least two-thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA SOPs as sources of
established accounting principles that an AICPA member should consider if the
accounting treatment of a transaction or event is not specified by a pronouncement
covered by Rule 203 of the AICPA Code of Professional Conduct. In such
circumstances, the accounting treatment specified by this SOP should be used, or
the member should be prepared to justify a conclusion that another treatment
better presents the substance of the transaction in the circumstances.

SOP 95-2 is amended by SOP 01-1, Amendment to Scope of Statement of
Position 95-2, Financial Reporting by Nonpublic Investment Partnerships, to
Include Community Pools. SOP 01-1 is effective for financial statements issued
for periods ending after December 15, 2001. Earlier application is encouraged.

Introduction
.01 Investment partnerships are identified as a type of investment com
pany in the AICPA’s Audit and Accounting Guide Audits of Investment Com
panies (the Guide). The Guide uses the term investment company to mean
“generally ... an entity that pools shareholders’ funds to provide the share
holders with professional investment management (paragraph 1.01)” [empha
sis added]. The Guide states that it uses the term to refer to an entity with the
attributes described in chapter 1 rather than to conform with the legal defini
tion of an investment company in the federal securities laws.
.02 The Guide refers to investment partnerships in chapter 1 (paragraph
1.03):
Several types of investment companies exist: management investment compa
nies, unit investment trusts,. .. investment partnerships ....

.03 The Guide also states:
The accounting principles and auditing procedures discussed in this guide
generally apply to all investment companies, though the guide has been written
primarily for auditors of mutual funds and closed-end companies registered
with the Securities and Exchange Commission (SEC) under the 1940 Act
(paragraph 1.04) [emphasis added].
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To comply with SEC rules and regulations, registered investment companies
must make certain disclosures in addition to those required by generally
accepted accounting principles. Those additional requirements are not pre
sented in illustrative financial statements because they are not otherwise
required by generally accepted accounting principles (paragraph 5.46).

.04 The illustrative financial statements of management investment com
panies in the Guide contain a detailed schedule of investments.

Scope
.05 This SOP applies to investment partnerships that are exempt from
SEC registration under the Investment Company Act of 1940 and defined as
investment companies in the Guide, with one exception.1 This SOP does not
apply to investment partnerships that are brokers and dealers in securities
subject to regulation under the Securities Exchange Act of 1934 (registered
broker-dealers) and that manage funds only for those who are officers, direc
tors, or employees of the general partner. Investment partnerships identified
in the previous sentence as being exempt from the scope of this SOP should
comply with the financial reporting requirements in the AICPA Audit and
Accounting Guide Brokers and Dealers in Securities. [As amended, effective for
financial statements issued for periods ending after December 15, 2001, by
Statement of Position 01-1.]

.06 Investment partnerships that are SEC registrants must comply with
the financial statement reporting requirements as set forth in the Guide and
as required by Articles 6 and 12 of the SEC’s Regulation S-X. [Paragraph
added, effective for financial statements issued for periods ending after Decem
ber 15, 2001, by Statement of Position 01-1.]

Background
.07 There has been diversity in practice in the application of certain
provisions of the Guide—specifically, the requirement for a schedule of invest
ments, the format of the statement of operations, and the reporting of manage
ment fees. [Paragraph renumbered by the issuance of Statement of Position
01-1, March 2001.]
.08 Schedule of Investments. The Guide requires investment companies
to list all of their individual securities in the statement of net assets or in an
accompanying schedule of investments. Many nonpublic investment partner
ships do not present such a list in their financial statements. [Paragraph
renumbered by the issuance of Statement of Position 01-1, March 2001.]
.09 Statement of Operations. Investment companies present their re
sults of operations in a statement of operations as specified in the Guide. The
Guide requires separate disclosure of dividends and interest income and of
realized and unrealized gains (losses) on securities. Some investment partner
ships combine these items and present them as one income-statement caption
with no separate disclosure. [Paragraph renumbered by the issuance of State
ment of Position 01-1, March 2001.]
1 Investment partnerships that are commodity pools subject to regulation by the Commodity
Futures Trading Commission (CFTC) should also comply with the financial statement reporting
requirements of Part 4 of the CFTC Regulations. [As amended, effective for financial statements
issued for periods ending after December 15, 2001, by Statement of Position 01-1.]
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.10 Management Fees and Allocations. Investment companies normally
enter into an investment advisory agreement under which they receive invest
ment management. The fee for that service is usually based on a specified
percentage of average assets being managed. Some agreements may provide
for a performance fee or allocation, which includes the normal fee plus a bonus
(or less a penalty) if the company’s performance exceeds (or fails to exceed) a
preestablished benchmark. Many investment companies reflect such fees,
including the bonus portion, as an expense in the statement of operations. If
an investment company is organized as a limited partnership, however, the
payment may take the form of an allocation of earnings based on a predeter
mined formula specified in the partnership agreement. In such cases, some
investment partnerships reflect this allocation of partnership income through
a reallocation of partners’ net income from the limited partners to the general
partner within the equity section of the statement of assets and liabilities
rather than as an expense. [Paragraph renumbered by the issuance of State
ment of Position 01-1, March 2001.]

Conclusions
.11 Schedule of Investments. The financial statements of an investment
partnership, when prepared in conformity with GAAP, should, at a minimum,
include a condensed schedule of investments in securities owned by the part
nership at the close of the most recent period. Such a schedule should do the
following.

a.

Categorize investments by the following:
(1) Type (such as common stocks, preferred stocks, convertible
securities, fixed-income securities, government securities, op
tions purchased, options written, warrants, futures, loan partici
pations, short sales, other investment companies, and so forth)

(2) Country or geographic region
(3) Industry.

Report (i) the percent of net assets that each such category represents and
(ii) the total value and cost for each category in (1) and (2).
b.

Disclose the name, shares or principal amount, value, and type of the
following:

(1) Each investment (including short sales) constituting more than
5 percent of net assets

(2) All investments in any one issuer aggregating more than 5
percent of net assets.

In applying the 5-percent test, total long and total short positions in any
one issuer should be considered separately.
c.

Aggregate other investments (each of which is 5 percent or less of net
assets) without specifically identifying the issuers of such invest
ments, and categorize them as required by paragraph .11a above.

[Paragraph renumbered by the issuance of Statement of Position 01-1, March
2001.]
.1 2 Investments in other investment companies (investees), such as in
vestment partnerships and limited liability investment companies, should be
AICPA Technical Practice Aids

§10,660.12

20,134

Statements of Position

considered investments in securities for the purpose of applying paragraphs
.11a and .11b, above. If the reporting partnership’s proportional share of any
security owned by any individual investee exceeds 5 percent of the reporting
partnership’s net assets at the reporting date, each such security should be
named as required in paragraph .11b above, and categorized as required in
paragraph .11a above. If information about the investee’s portfolio is not
available, that fact shall be disclosed. These investee disclosures should be
made either in the condensed schedule of investments (as components of the
investment in the investee) or in a note to that schedule. [Paragraph renum
bered by the issuance of Statement of Position 01-1, March 2001.]

.1 3 Statement of Operations. Investment partnerships should present
their statements of operations in conformity with the requirements for state
ments of operations of management investment companies in paragraphs 5.24
through 5.35 of the Guide, which include, among other things, separate disclo
sure of dividend income and interest income and realized and unrealized gains
(losses) on securities for the period. [Paragraph renumbered by the issuance of
Statement of Position 01-1, March 2001.]
.1 4 Management Fees and Allocations. Investment companies organ
ized as limited partnerships typically receive advisory services from the gen
eral partner. For such services, a number of partnerships pay fees chargeable
as expenses to the partnership, whereas others allocate net income from the
limited partners’ capital accounts to the general partner’s capital account, and
still others employ a combination of the two methods. The amounts of any such
payments or allocations should be presented in either the statement of opera
tions or the statement of changes in partners’ capital, and the method of
computing such payments or allocations should be described in the notes to the
financial statements. [Paragraph renumbered by the issuance of Statement of
Position 01-1, March 2001.]

Effective Date
.1 5 This SOP is effective for financial statements issued for fiscal years
beginning after December 15, 1994. Earlier application is encouraged but not
required. [Paragraph renumbered by the issuance of Statement of Position
01-1, March 2001.]

Basis for Conclusions
6
.1
This section discusses considerations that were deemed significant by
members of the Accounting Standards Executive Committee (AcSEC) in reach
ing the conclusions in this SOP. It includes reasons for accepting certain views
and rejecting others. Individual AcSEC members gave greater weight to some
factors than to others. [Paragraph renumbered by the issuance of Statement of
Position 01-1, March 2001.]

.17 Practice is diverse in applying the Guide’s requirements to invest
ment partnerships. Nevertheless, AcSEC believes that the Guide should apply,
except for the requirement to present a detailed schedule of investments, to
investment partnerships of all kinds, including hedge funds, limited liability
companies, and limited duration companies. The Guide includes investment
partnerships in its definition of investment companies. Paragraph 1.04 indi
cates that its principles and procedures “... generally apply to all investment
companies, though the guide has been written primarily for auditors of mutual
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funds . .. under the 1940 Act” [emphasis added}. AcSEC agrees that some of
the SEC Regulation S-X and 1940 Act requirements may not apply to nonpublic
investment partnerships. AcSEC believes that the disclosure of material infor
mation, such as condensed information about the investment portfolio, divi
dend income, interest income, realized and unrealized gains or losses, and
activities in partners’ capital accounts, should be required for a fair presenta
tion of financial statements of investment partnerships. [Paragraph renum
bered by the issuance of Statement of Position 01-1, March 2001.]

.18 Schedule of Investments. Disclosure should provide financial state
ment users with information that aids decision making. FASB Statement of
Financial Accounting Concepts No. 2, Qualitative Characteristics of Account
ing Information, states in paragraph 40 that, “the benefits of information may
be increased by making it more understandable and, hence, useful to a wider
circle of users.” The Guide requires a complete listing of investments consistent
with the SEC’s disclosure requirements. This SOP requires nonpublic invest
ment partnerships to present at least a condensed schedule of investments in
which investments are organized by type, focusing on geographic and industry
concentrations, and requires that material investments (more than 5 percent
of net assets) in any one investee be disclosed separately.2 AcSEC concluded
that a complete list of all investments that individually represents an immate
rial portion of the investment portfolio would present little additional informa
tion that is of value to users of nonpublic investment partnerships’ financial
statements. The condensed disclosures required by this SOP of the types of
investments, the geographical and industry concentrations, and the significant
investees are informative to users without burdening them with unnecessary
details. AcSEC believes this presentation will enable users to make their
decisions focusing on the risk and opportunities associated with the type of
investment, a geographical area, and industry by investee. [Paragraph renum
bered by the issuance of Statement of Position 01-1, March 2001.]

.19 The Investment Company Act of 1940 and the Internal Revenue Code
define investment portfolio diversification to exclude, for certain purposes,
securities whose values represent more than 5 percent of the total value of an
investment company’s assets. The implication of those definitions is that
investment concentrations above 5 percent impose a level of risk that requires
special consideration. After reviewing the comments to the exposure draft,
AcSEC concluded that a 5 percent of net assets criterion should be included as
a requirement of this SOP. Net assets (instead of total assets) was chosen
because net asset value is the focus of investment company financial reporting.
[Paragraph renumbered by the issuance of Statement of Position 01-1, March
2001.]
.20 AcSEC recognizes that the 5 percent of net assets criterion for report
ing separate investments is arbitrary. Accounting, however, contains many
arbitrary disclosure criteria. [Paragraph renumbered by the issuance of State
ment of Position 01-1, March 2001.]
.21 Statement of Operations. Because the operations of public (SEC reg
istered) investment companies and nonpublic investment partnerships are
similar (they both invest in securities to generate dividend income, interest
income, and realized or unrealized gains), AcSEC concluded that investment
2 AcSEC has not reconsidered the Guide’s disclosure requirements for public investment part
nerships. Further, AcSEC does not have the authority to amend SEC requirements concerning
disclosures in filings with the SEC.
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partnerships’ statements of operations should be presented in conformity with
the Guide as required by paragraph .13 above. [Paragraph renumbered by the
issuance of Statement of Position 01-1, March 2001.]

.22 Management Fees and Allocations. A number of partnerships record
an expense for fees due the general partner, a number allocate net income from
the limited partners’ capital accounts to the general partner’s capital account,
and others combine the two methods. Typically, accounting for such arrange
ments is based on the partnership agreement that specifies the fee or allocation
arrangement. In a typical limited investment partnership agreement, the
general partner is entitled to a fixed advisory or management fee (such as one
percent of net assets), plus an allocation of profits (such as 20 percent of net
realized and unrealized gains). Public investment companies or public partner
ships normally do not have incentive arrangements, but if they do, they are
generally limited to an amount that does not exceed one percent of net assets.
The relatively material allocation of profits provided for in nonpublic partner
ship agreements may be considered either a disproportionate partnership
income allocation, based on the fact that the general partner has incurred
material cost and effort in organizing the partnership, managing the partner
ship, and incurred disproportionate risk as the general partner (that is, unlim
ited personal liability), or a compensation arrangement. Although AcSEC
recognizes that issuing definitive standards is desirable, it believes that this
SOP cannot provide definitive guidance on accounting for payments to general
partners because such guidance would have to result from deliberation of
broader partnership issues. AcSEC therefore concluded that the accounting
should conform to the structure of the partnership agreement, with the finan
cial statement disclosures set forth in paragraph .14 of this SOP. [Paragraph
renumbered by the issuance of Statement of Position 01-1, March 2001.]
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Appendix A
Condensed Schedule of Investments
The following is an illustration of how to apply the SOP.* However, it does
not address all possible circumstances that may arise in applying the SOP.

ABC Associates, Ltd.
Condensed Schedule of Investments
December 31,199X
Shares

53,125

106,607

Value

COMMON STOCKS (54.9%)
United States (33.8%)
Airlines (7.2%)
Flight Airlines, Inc. (3.6%)†
Other (3.6%)
Banks (1.9%)
Financial Services (2.9%)
Foods (7.1%)
Andrews Midlands Co. (5.7%)
Other (1.4%)

$1,811,297
1,819,074
3,630,371
937,099
1,433,210
2,825,078
702,824

3,527,902

100,404

Hospital Supplies and Services (5.6%)
Chelsea Clinics Inc.
Technology (4.1%)
Utilities (5.0%)
Total United States (cost $16,850,954)
Hong Kong (5.7%)
Drugs (0.6%)
Retail (4.0%)
Utility—Telephone (1.1%)

Total Hong Kong (cost $2,756,959)
Italy (5.6%)
Airlines (0.2%)
Financial Services (1.8%)
Leisure Related (3.5%)
Office Supplies (0.1%)
Total Italy (cost $2,912,465)
Spain (5.4%)
Banks (2.4%)
Oil (1.7%)
Railroads (1.3%)
Total Spain (cost $2,643,197)
United Kingdom (4.4%)
Financial Services (2.3%)
Technology (2.1%)
Total United Kingdom (cost $2,145,246)
TOTAL COMMON STOCKS (cost $27,308,821)

2,811,297
2,039,578
2,480,556
16,860,013

330,741
1,984,445
552,235
2,867,421

110,247
881,975
1,763,951
55,123
2,811,296

1,212,716
826,852
661,482
2,701,050

1,157,593
1,047,346
2,204,939
27,444,719

The accompanying notes are an integral part of these financial statements.
Percent of net assets is shown for each category; net assets are assumed to be $50,000,000 for
this illustration.
† Securities of Flight Airlines, Inc., aggregate 5.6 percent of net assets of ABC Associates, Ltd.
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ABC Associates, Ltd.
Condensed Schedule of Investments
December 31,199X
(continued)
Shares or
Principal
Amount

$ 1,000,000
$ 3,000,000
$ 6,600,000

Value

LONG-TERM DEBT
SECURITIES (41.3%)
United States (21.4%)
Airlines (2.0%)
Flight Airlines, Inc. 12%, 1998†
Government (19.4%)
U.S. Treasury Bonds, 7.875%, 2021
U.S. Treasury Bonds, 6.875%-8.125%
1999-2021

$ 1,000,000
3,031,791
6,686,175

9,717,966

Total United States (cost $15,015,200)
$10,000,000

Spain (19.8%)
Spanish Treasury Bonds
4.50%-5.125%, 1994-1997
(cost $10,000,000)
TOTAL LONG-TERM DEBT
SECURITIES (cost $25,015,200)

10,717,966

9,922,224

20,640,190

(The following investments are all in United States
enterprises.)
LONG PUT AND CALL OPTIONS (2.4%)
(cost $1,225,800)

LOAN PARTICIPATIONS (1.3%)
(cost $465,000)

1,212,716

661,482

WARRANTS (2.2%) (cost $1,110,247)

1,110,247

INTEREST IN INVESTMENT
PARTNERSHIP (10.0%) (cost $4,000,000)
XYZ Hedge Fund, L.P. (35% owned)‡

5,000,000

(XYZ Hedge Fund L.P. owns 6,000
shares, valued at $9,000,000 of
Leisure Cruises, Inc., which is a
United States company in the
leisure time industry.)
TOTAL INVESTMENTS (112.1%)
(cost $59,125,068)

106,607

SECURITIES SOLD SHORT (5.7%)
Andrews Midlands Co.
(Proceeds $2,715,000)

$56,069,354

($ 2,825,078)

The accompanying notes are an integral part of these financial statements.
[Paragraph renumbered by the issuance of Statement of Position 01-1, March
2001.]
† Securities of Flight Airlines, Inc., aggregate 5.6 percent of net assets of ABC Associates, Ltd.
‡ Leisure Cruises, Inc., is named because the proportionate share of ABC Associates, Ltd., equity
in it is greater than 5 percent of ABC’s net assets. If information about the investments of XYZ was
not available, that would have been stated either parenthetically or in a note to this schedule.
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Appendix B
Discussion of Comments Received on the Exposure Draft
B-l. An exposure draft of a proposed statement of position, Financial
Reporting for Investment Partnerships, was issued for public comment in
September 1993 and distributed to a variety of interested parties to encourage
comments by those that would be affected by the proposal. It proposed that
investment partnerships—
•

Include a detailed schedule of investments in securities, as illustrated
in the Guide for management investment companies, with GAAP
financial statements.

•

Present a statement of operations in the format illustrated in the
Guide.

•

Account for performance fees in accordance with partnership agree
ments and disclose the amounts of and how such fees are computed.

B-2. The exposure draft included the minority view of AcSEC that a
condensed schedule of investments, which was illustrated, be required instead
of a detailed schedule of investments, as required by the Guide.
B-3. Sixty-nine comment letters on the exposure draft were received. The
most significant and pervasive comments received related to the proposed
requirement that investment partnerships include a detailed schedule of in
vestments with their financial statements. For the reasons stated in para
graphs .18 through .20 of this SOP, AcSEC agreed that the condensed schedule
of investments provided more meaningful information.

Schedule of Investments
B-4. Most respondents to the exposure draft stated that detailed disclo
sures about the investment portfolio would reveal information, such as trading
strategies, that is considered to be confidential. They believe that reporting
either detailed or condensed information publicly could be detrimental eco
nomically to partnership investors. AcSEC noted that in the absence of any
portfolio information, financial statements might merely present a single asset
line item titled “investments” that would approximate total assets. Such limited
disclosure would undermine the meaningfulness of financial statements.
B-5. Others expressed the view that basic financial statements should
provide meaningful summarized information rather than a complete listing of
all items included in a particular financial statement caption, such as invest
ments in securities. They pointed out that other financial enterprises, such as
banks, property and liability insurance companies, stock life insurance compa
nies, and broker-dealers do not disclose their investments in a similar level of
detail. AcSEC concluded that a condensed schedule of investments, that in
cludes disclosures of material investments, would provide sufficient informa
tion about the composition of partnerships’ portfolios.

B-6. Many respondents stated that investment strategies must be kept
confidential to achieve the best results for investors. They expressed concern
AICPA Technical Practice Aids
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about disclosing information that they deem to be confidential trade secrets,
which might lead other investment firms to “piggyback” the reporting partner
ship’s positions.

B-7. Although AcSEC recognizes the need to balance a fair presentation
with protection of proprietary information, complete confidentiality of invest
ments is not a compelling reason for excluding information on material items
from financial statements. AcSEC acknowledges that disclosure can produce
certain detriments, but AcSEC believes that the need for adequate disclosure
outweighs the possibility of negative results. Furthermore, as noted by several
respondents, although the disclosure of investment positions may be detrimen
tal to some funds that have material short positions outstanding at a reporting
date, many such positions will have expired or will have been covered before
the availability of the financial statements.
B-8. Investor Expectations and Needs. Respondents noted that investors
in investment partnerships frequently are sophisticated investors with a high
net worth who neither need nor expect the type of reporting required of mutual
funds. Additionally, a number noted that partnership agreements provide for
partner access to records, thus enabling a partner to obtain additional infor
mation if necessary, whereas others noted that partners sometimes agree not
to seek such information.

B-9. AcSEC acknowledges that many, but not necessarily all, investment
partners are sophisticated investors, but believes their need for financial
information is difficult to differentiate from that of less sophisticated investors.
How to assess financial statement users’ needs is a pervasive issue in formu
lating accounting standards and is considered in AcSEC and FASB delibera
tions. Further, it is questionable whether investment partnerships can be
distinguished from other investment companies based on the sophistication of
their investors because some public investment companies registered under the
1940 Act—
a.

Can engage in similar trading strategies, such as hedging and
investing in derivatives.

b.

Have sophisticated investors.

c.

Have minimum investment levels equal to or in excess of those called
for by some nonpublic investment partnerships.

B-10. An investor’s willingness to take increased risk in return for an
expected higher return does not necessarily equate to a lack of desire for
information about an investment company’s investments. In the absence of any
portfolio information, financial statements might merely present a single asset
line item titled “investments” that would approximate total assets. Such limited
disclosure would undermine the meaningfulness of financial statements.
B-11. Cost. A number of respondents addressed the issue of cost benefit
in terms of their belief that including either a detailed or condensed schedule
of investments with financial statements would jeopardize the confidentiality
required to protect their trading strategies and the gains that they engender.
They mentioned, as consequences, that others could mimic their strategies or
even devise strategies to profit at the expense of an investment partnership,
such as in a short squeeze. AcSEC acknowledges that disclosure of condensed
schedules of investments may be detrimental in certain cases. Nevertheless,
AcSEC believes that reporting basic information about investments is vital for
a fair presentation of investment partnerships’ financial statements.
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B-12. Other respondents expressed a belief that the incremental cost to
assemble, present, and audit the investment information would not be out
weighed by the benefits of the disclosures. AcSEC believes that such costs
should not be material because much of the information required appears to be
readily available.
Statement of Operations and Partners' Fees and Allocations

B-13. Most respondents directed their comments to the proposed require
ment for investment partnerships to present a schedule of investments, as
discussed above. Comments on the proposed statement of operations and
partners’ fees and allocations were as follows:
•

Most respondents who expressed opinions on the proposed state
ment of operations supported it, but a number objected to it because
they believe that the format is appropriate for public mutual funds,
but not for nonpublic investment partnerships. One commentator
suggested imposing a uniform requirement for both broker-dealers
and investment companies, and another suggested a different format
altogether.

•

A number of respondents who expressed opinions on reporting part
ners’ fees and allocations supported the proposed reporting, and most
of the remainder recommended that one or the other accounting
method be required, although most did not state a preference for one
method or another.

B-14. AcSEC has decided not to make any significant changes to those
requirements proposed in the exposure draft. AcSEC believes that because both
public (SEC registered) investment companies and nonpublic investment part
nerships have similar operations, their statements of operations should also be
similar. Although AcSEC recognizes that issuing definitive standards is desir
able, it continues to believe that this SOP cannot provide definitive guidance
on accounting for payments to general partners because such guidance would
have to result from deliberations of broader partnership accounting issues.

Regulatory Considerations

B-15. Broker-Dealer Requirements. The financial statements of broker
dealers need not include a detailed or condensed schedule of investments or a
separate disclosure of realized and unrealized gains (losses). In the AICPA’s
Audit and Accounting Guide Audits of Brokers and Dealers in Securities,
securities brokers and dealers are described as follows (paragraph 1.01):
Brokers, acting in an agency capacity, buy and sell securities and commodities
for their customers and charge a commission. Dealers or traders, acting in a
principal capacity, buy and sell for their own account and trade with customers
and other dealers.

B-16. Representatives of the broker-dealer industry have expressed the
view that investment partnerships that are registered as broker-dealers and
that manage funds only for directors, officers, or employees of the partnership’s
general partner, should be permitted to follow broker-dealer accounting, which
does not require the presentation of a schedule of investments. They point out
that such investment partnerships are registered as broker-dealers to more
readily obtain credit to invest on behalf of the broker-dealers’ owners or
employees, who are defined as “affiliated persons” by the Securities Exchange
AICPA Technical Practice Aids
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Act of 1934. Because those investment partnerships are registered broker
dealers, they are required to prepare financial statements filed with the SEC
the way that broker-dealers are. Such financial statements comply with the
format for broker-dealers specified in the Audit and Accounting Guide Audits
of Brokers and Dealers in Securities. Were such entities required to apply the
requirements in this SOP, they would have to prepare financial statements
using two different formats: those in the broker-dealer Guide and those speci
fied by this SOP.

B-17. AcSEC believes that investment partnerships that are registered
broker-dealers and that invest funds only for directors, officers, or employees
of a partnership’s general partner should be exempt from the requirements of
this SOP. GAAP for broker-dealers is set forth in the broker-dealer Guide, and
such partners can readily obtain the information that a condensed schedule of
investments and a statement of operations in the format of an investment
company would afford them.
B-18. Commodity Pool Requirements. Some investment partnerships are
registered with the Commodity Futures Trading Commission (CFTC) as com
modity pool operators and, as such, are required by the CFTC to file financial
statements that are prepared in conformity with GAAP. Commentators recom
mend that such entities be exempt from the scope of the SOP because—
a.

A detailed or condensed schedule of investments may not be mean
ingful and may even be misleading because of the volatility of most
commodity portfolios.

b.

The format of the statement of operations currently in use for
commodity pools is more meaningful than that proposed in the SOP.

c.

The Chief Accountant of the CFTC Division of Trading and Markets
has issued an interpretation on how to report allocations of invest
ment partnership equity or other interests to general partners in
financial statements filed with the CFTC. That interpretation re
quires that such allocations be reported in the statement of opera
tions immediately after net income and, as such, is consistent with
the conclusions in this SOP.

B-19. In addition to the foregoing, AcSEC notes that an AICPA task force
is drafting an audit and accounting guide that will apply to commodity pools,
including investment partnerships that are commodity pools. Accordingly,
AcSEC has exempted from the scope of this SOP investment partnerships that
are commodity pools subject to regulation under the Commodity Exchange Act
of 1974.
[Paragraph renumbered by the issuance of Statement of Position 01-1, March
2001.]
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Section 10,670
Statement of Position 95-3
Accounting for Certain Distribution Costs of
Investment Companies
July 28,1995

NOTE
Statements of Position of the Accounting Standards Division present the
conclusions of at least two-thirds of the Accounting Standards Executive
Committee, which is the senior technical body of the Institute authorized to speak
for the Institute in the areas of financial accounting and reporting. Statement on
Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, identifies AICPA Statements of
Position as sources of established accounting principles that an AICPA member
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by this Statement of Position should be used, or the member should be prepared
to justify a conclusion that another treatment better presents the substance of the
transaction in the circumstances.

Introduction and Background
.01 The Audit and Accounting Guide Audits ofInvestment Companies (the
Guide) describes how to account for distribution costs of open-end investment
companies that are registered under the Investment Company Act of 1940
(1940 Act), as amended, and that have adopted plans of distribution pursuant
to rule 270.12b-l of the 1940 Act. Paragraph 8.35 of the Guide states the
following:
Rule 270.12b-l of the 1940 Act permits an investment company, in compliance
with specified conditions, to pay for costs incurred to distribute its shares.
Payments are made pursuant to a plan, commonly known as a “12b-l plan,”
adopted by the board of directors. There are many forms of such plans, and the
auditor should review their provisions. Distribution expenses paid with an
investment company’s assets are accounted for as operating expenses. [Rule
6-07.2(f) of Regulation S-X]

.02 Open-end investment companies, referred to in this SOP as funds, are
permitted to finance the distribution of their shares under a plan pursuant to
rule 270.12b-l of the 1940 Act.
Under rule 270.12b-l, a fund’s board of directors is required to perform an
annual review of the plan and determine whether to continue or terminate it.
AICPA Technical Practice Aids

§10,670.02

20,162

Statements of Position

Under a traditional 12b-l plan,1 fund’s distributor may be compensated
or reimbursed for its distribution efforts or costs through one or more of the
following methods:

•

A 12b-1 fee, payable by the fund, based on an annual percentage of the
fund’s average net assets (a compensation plan) or based on an
annual percentage of the fund’s average net assets limited to actual
costs incurred, after deducting contingent-deferred sales loads
(CDSLs) received by the distributor (a reimbursement plan).
Therefore, a compensation plan differs from a reimbursement plan
only in that the latter provides for annual or cumulative limits, or both,
on fees paid. Fees for both kinds of plans are treated as expenses in a
fund’s statement of operations.

•

A front-end load, which is assessed on purchasing shareholders at the
time fund shares are sold.

•

A CDSL imposed directly on redeeming shareholders. The CDSL
usually is expressed as a percentage, which declines with the passage
of time, of the lesser of redemption proceeds or original cost. The CDSL
normally ranges from 4 percent to 6 percent and typically is reduced
by 1 percent (for example, from 6 percent to 5 percent) a year until the
sales charge reaches zero percent.

.03 Rule 12b-1 plans historically have provided that a fund’s board of
directors may terminate the plan with no penalty to the fund. (Termination of
the plan does not necessitate termination of the fund.) Redeeming sharehold
ers still would be subject to the CDSL, which would be paid to the distributor
that sold the shares to those shareholders. However, with a traditional 12b-l
plan, the 12b-1 fees normally would be discontinued on plan termination. Some
traditional reimbursement 12b-1 plans provide that, when the plan is termi
nated, the fund’s board of directors has the option, but not the requirement, to
pay the distributor for any costs incurred by the distributor in excess of the
cumulative CDSL and 12b-l fees the distributor has received. Such a plan is
referred to in this SOP as a board-contingent plan. Under traditional
reimbursement 12b-l plans, including board-contingent plans, CDSL pay
ments by shareholders continue to be remitted to the distributor until excess
costs are fully recovered, after which the CDSL payments usually are remitted
to the fund instead of the distributor.

. 04 With an enhanced 12b-l plan, the fund is required to continue
paying the 12b-1 fee after termination of the plan to the extent the distributor
has excess costs. CDSL payments by shareholders would continue to be
remitted to the distributor to further offset excess costs. Thus, the major
distinction between traditional and enhanced 12b-l plans is the requirement
for the fund to continue such payments upon plan termination.
. 05 The following table summarizes the 12b-1 plan attributes enumer
ated above.

1 Words that are defined in the accompanying glossary [paragraph .23] are set in boldface the
first time they appear.
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______________Traditional______________ Enhanced
Compensation

Reimbursement
Nonboard
Contingent

Annual review and approval
of plan by board, with abil
ity to terminate plan
Fund Payment Terms*

Payment based on average
net assets
Annual or cumulative limita
tion, or both, based on
actual distribution costs

Upon termination of 12b-l
plan, board has option,
but not obligation, to pay
excess costs
Upon termination of 12b-l
plan, fund is required to
continue paying 12b-l fee
to the extent the distri
butor has excess costs

Board
Contingent

X

X

X

XXX

X

X

XXX

X

X

Scope
.06 This Statement of Position (SOP) applies to annual and interim
financial statements of investment companies that adopt plans that comply
with rule 270.12b-l of the Investment Company Act of 1940.

Conclusions
.07 A liability, with a corresponding charge to expense, should be recog
nized by a fund with an enhanced 12b-l plan for excess costs. The amount of
the liability should be equal to the cumulative distribution costs incurred by
the distributor less the sum of (a) cumulative 12b-1 fees paid, (b) cumulative
CDSL payments, and (c) future cumulative CDSL payments by current
shareholders, if reasonably estimable. Any future cumulative CDSL pay
ments should be based on (a) current net asset value per share, (b) the number
of shares currently outstanding and the number of years that they have been
outstanding, and (c) estimated shareholder persistency based on historical
fund data or, if historical fund data are not available, group or industry data
for a similar class of shares. Changes in the liability should be recognized in
the statement of operations as an expense or reduction in expense.
.08 The liability should be reported at its present value, calculated using
an appropriate current interest rate, if (a) the amount and timing of cash flows
are reliably determinable and (b) the distribution costs are not subject to a
reasonable interest charge. If these conditions are not met, the liability should
be calculated without discounting to present value.
Excludes front-end and CDSL payments, which are made by shareholders and not the fund.
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.09 A liability for excess costs, computed in the same way as for an
enhanced 12b-1 plan, should be recorded by a fund with a board-contingent
plan when the fund’s board commits to pay such costs.

.10 For both traditional and enhanced plans, funds should disclose in
their financial statements the principal terms of such plans and any plan
provisions permitting or requiring payments of excess costs after plan termi
nation. For board-contingent and enhanced plans, the aggregate amount of
distribution costs subject to recovery through future payments by the fund
pursuant to the plan and through future CDSL payments by current share
holders should be disclosed. For enhanced plans, funds should disclose the
methodology used to estimate future CDSL payments by current shareholders.
.11 An excess of cumulative 12b-l fees and CDSL payments to date and
future CDSL payments by current shareholders over the cumulative costs
incurred by the distributor should not be reported as an asset.

Effective Date and Transition
.12 This SOP is effective for annual financial statements for fiscal years
beginning after December 15, 1995, and for interim financial statements for
periods in such years. The cumulative effect of changes caused by adopting this
SOP should be reflected in the calculation of net asset value on the first day of
the fiscal year of adoption.2 Restatement of financial statements presented for
comparative purposes, including financial highlights, is not permitted. Pro
forma financial information is not required. Early application is encouraged.

Basis for Conclusions
.13 This section discusses factors that were deemed significant by mem
bers of the Accounting Standards Executive Committee (AcSEC) in reaching
the conclusions in this SOP. It includes reasons for accepting certain views and
rejecting others. Individual AcSEC members gave greater weight to some
factors than to others.
.14 For enhanced 12b-l plans, AcSEC considered three alternatives with
respect to accounting for excess costs: (1) immediate recognition of a liability
when the distributor incurs excess costs; (2) recognition of a liability upon
termination of the plan; and (3) no recognition of a liability.
.15 AcSEC believes that a fund is unconditionally committed to pay
excess costs at the formation of an enhanced 12b-1 plan and that a liability for
such costs should be reported by the fund when the costs are incurred by the
distributor. Although an enhanced 12b-l plan requires annual board approval
for its continuance, the payment for excess costs is not contingent on such
approval. Termination of the plan by the fund’s board would not change the
obligations under the plan. Any operational difficulties, such as the daily
calculation of the share net asset values, does not change the fact that the fund
is liable for excess costs.
2 Securities and Exchange Commission (SEC) Staff Accounting Bulletin (SAB) No. 74, Disclo
sures Regarding Accounting Standards Issued But Not Yet Adopted, expresses the SEC staff’s views
concerning disclosures of the impact that recently issued accounting standards will have on the
financial statements when adopted in a future period. The impact of this standard should be disclosed
for all investment companies, including those not subject to SAB No. 74.
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.16 The amount of the liability, as calculated pursuant to paragraph .07
of this SOP, includes a reduction for the future cumulative CDSL payments by
current shareholders, if reasonably estimable. That is analogous to accounting
for the disposal of a segment of a business when the anticipated future cash
flows that will result from an original lease and a sublease are taken into
account in determining the overall gain or loss on the disposal.3 In the case of
a terminated 12b-1 plan, future CDSL payments on redemption by sharehold
ers pursuant to the prospectus terms reduce the fund's obligation to the
distributor, although the amount of those payments is subject to estimation.

.17 Funds account for 12b-l fees as expenses, in accordance with Regula
tion S-X and the Guide. AcSEC observes that accounting for excess costs as
expenses is consistent with that and the way that funds account for other costs
of raising capital (such as state registration fees and legal fees). That account
ing is based on the principle that raising capital is an integral part of a fund’s
business. Such costs are analogous to ordinary and necessary period costs in
nonfinancial businesses.
.18 AcSEC believes that the liability for excess costs should be accounted
for at its present value, if (a) the amount and timing of cash flows are reliably
determinable and (b) the distribution costs are not subject to a reasonable
interest charge. That is consistent with the consensus in Emerging Issues Task
Force (EITF) Issue 93-5, Accounting for Environmental Liabilities.
.19 Board-contingent plans provide that on a plan’s termination, the
fund’s board of directors has the option, but not the obligation, to pay the
distributor for any excess costs incurred. AcSEC believes that a liability for
excess costs, computed in the same way as for an enhanced 12b-1 plan, should
be recorded for a board-contingent plan only when the fund’s board commits to
pay such costs and communicates its intent to do so. A commitment by the
board, in effect, converts a board-contingent plan into an enhanced plan. That
is, the fund is then obligated to continue to pay the 12b-1 fee after termination
of the plan to the extent that the distributor has excess costs.

.20 AcSEC believes that the disclosures required for traditional and
enhanced plans are necessary to provide users with adequate information
regarding the assumptions used to compute the liabilities for certain distribu
tions costs of enhanced 12b-l plans and contingent excess costs for traditional
12b-l plans.

3 FASB Interpretation No. 27, Accounting for a Loss on a Sublease, paragraph 3.
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Appendix A
Illustration
To illustrate application of this SOP, the following assumptions are made
for a fund with an enhanced 12b-1 plan:
Total distribution costs incurred
12b-1 payments
CDSL payments received by distributor

$5,000,000
(750,000)
(250,000)
4,000,000

Estimated future CDSL payments to be received by distributor
from current shareholders at current asset levels
*
(1,000,000)

$3,000,000
Assuming that the 12b-l fee is paid at the end of the year, the following
calculation would be made:
Current fund net assets
(10 million shares at $10.00 per share)
12b-l fee as a percentage of net assets

$100,000,000
.0075

Annual 12b-l fee payments (75 basis points)

$

Estimated number of years to pay excess costs
($3,000,000 + $750,000/year)
Present value of 12b-l payments of $750,000 for
4 years, discounted at an assumed rate of 8 percent
(assuming discounting is appropriate)

750,000

4

$

2,484,000

Accordingly, upon adoption of the SOP on January 1,19X1, the fund would
recognize a liability of $2,484,000 and a corresponding expense, which would
be reported as the cumulative effect of a change in accounting principle
pursuant to Accounting Principles Board (APB) Opinion No. 20, Accounting
Changes.
The following illustrates the impact of adopting this SOP in the 19X1
Financial Statements after making the following additional assumptions:

There are no further distribution costs incurred or capital share activity
during 19X1.

CDSLs received during 19X1 are $250,000, and anticipated CDSLs with
respect to current shareholders expected to be received after 19X1 are $750,000
(that is, the assumption at the beginning of 19X1 that $1,000,000 of CDSLs
would be received still is considered valid).

* Assuming amounts are reasonably estimable.

§10,670.21

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Distribution Costs of Investment Companies

20,167

Statement of Operations
Investment income
Expenses
Distribution fees
Interest
Other

$X,XXX,XXX

—
199,000*
X,XXX,XXX

Realized and unrealized gains

X,XXX,XXX

Net increase in net assets resulting from operations
before cumulative effect of change in accounting principle

X,XXX,XXX

Cumulative effect of change in accounting principle (Note)

Net increase in net assets resulting from operations

(2,484,000)
X,XXX,XXX

The statement of changes in net assets should separately reflect the inclu
sion of the cumulative effect of the accounting change in a similar manner.
The liability at the end of 19X1 would be $1,933,000 ($2,484,000 + $199,000
of interest amortization - $750,000 of annual 12b-1 fees paid) and would be
reflected on the statement of assets and liabilities as accrued distribution
expenses payable. That amount can be proved as the present value of three
consecutive payments of $750,000, which represents the fund’s undiscounted
liability of $2,250,000.

Financial Highlights
Net asset value—beginning of year

$ .XX

Net investment income
Realized and unrealized gains

.XX
X.XX

Cumulative effect of adoption of accounting standard (Note)

X.XX
(.25)

Net increase in net assets resulting from operations

$X.XX

Note
Effective January 19X1, the fund adopted AICPA Statement of Position No.
95-3, which requires that a fund record a liability and expense for excess costs,
as defined, for enhanced 12b-l plans. Prior thereto the fund recognized an
expense under its 12b-l plan based on a percentage of the fund’s net assets.
Under an enhanced 12b-1 plan, the fund is obligated to reimburse the distribu
tor for any costs it has incurred in excess of cumulative 12b-1 and CDSL
payments it has received. As of January 1, 19X1, the fund has recorded a
liability of $2,484,000 for such costs, representing the cumulative effect of the
change in accounting. It is equal to the $4,000,000 of aggregate costs incurred
by the distributor in excess of cumulative 12b-1 and CDSL payments through
that date, less future estimated CDSL payments of $1,000,000, discounted at
8 percent. At December 31, 19X1, the liability of $1,933,000 represents the
aggregate excess costs of $3,000,000 less estimated future CDSL payments of
$750,000, discounted at 8 percent. Future CDSL payments were estimated
based on the net asset value per share of the fund as of December 31,19X1, the
$2,484,000 at 8 percent.
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number of shares currently outstanding and the number of years that they have
been outstanding, and estimated shareholder persistency based on historical
fund data.

Change in Estimate
Assume that at the end of 19X1, actual CDSLs received in year one exceed
those anticipated by $250,000 and the distributor’s estimate of future CDSLs
after 19X1 is increased by a further $500,000. The undiscounted liability would
be reduced from $2,250,000 to $1,500,000; the discounted liability would be
$1,337,000. In this situation, the distribution fees included in the 19X1 state
ment of operations would be a contra expense of $596,000 (interest expense
would be unchanged) and not an adjustment of the cumulative effect of
adoption.

If it is assumed instead that year-end CDSLs fell short by $250,000 and the
estimate of future CDSLs from current shareholders fell by another $500,000,
the undiscounted liability would increase to $3,000,000. The discounted liabil
ity would increase to $2,484,000, and the 19X1 statement of operations would
include distribution fees of $551,000.
In practice, the periodic remeasurement of the liability also will have to
incorporate new fund share sales, additional costs incurred during the period,
and the effect of changes in net asset value on the discounting process. In
addition, such calculations would have to be made at each net asset value
determination date.
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Appendix B
Discussion of Comments Received on the Exposure Draft
B-l. An exposure draft of a proposed statement of position, Accounting for
Certain Distribution Costs for Investment Companies, was issued for public
comment in April 1994 and distributed to a variety of interested parties to
encourage comments by those that would be affected by the proposal. The
conclusions proposed in the exposure draft on how to account for such costs
have been adopted in this SOP. A majority of commentators supported or did
not object to the conclusions proposed.

B-2. A minority of commentators objected to the conclusion that invest
ment companies should account for excess costs under enhanced 12b-1 plans
as liabilities and expenses. One objection acknowledged that the SOP may be
based on existing accounting theory, but objected to it on the grounds that it
will not afford equal and fair treatment to fund shareholders. Another commen
tator objected because of the belief that the likelihood of the termination of a
12b-1 plan is “highly unlikely, remote,” as defined in FASB Statement No. 5,
Accounting for Contingencies.
B-3. As to the first objection, AcSEC observes that Statement of Financial
Accounting Concepts No. 2, Qualitative Characteristics ofAccounting Informa
tion, in discussing the concept of neutrality, states: “Neutrality means that
either in formulating or implementing standards, the primary concern should
be the relevance and reliability of the information that results, not the effect
that the new rule may have on a particular interest.”

B-4. The second objection fails to recognize that the promise made at the
inception of an enhanced 12b-1 plan to pay unconditionally any distribution
costs creates a liability. That liability is measured by the amount of excess costs.
Terminating an enhanced 12b-l plan only determines when the existing liabil
ity is to be paid.
B-5. A further objection to reporting enhanced 12b-l excess costs as ex
penses is that doing so may cause a violation of regulatory limitations on 12b-l
fees. This objector argues that, if excess costs are accounted for as liabilities, a
portion of those costs should be recorded as an asset to recognize the future
economic benefits of increased fund assets. In considering this objection, AcSEC
relied on the concept of neutrality cited above and notes that items are
frequently treated differently for GAAP and regulatory purposes. Further,
AcSEC believes that the benefits cited—lower expenses (on a pro rata per share
basis) and increased cash flows that enhance investment strategy—do not meet
the essential characteristic of an asset in paragraph 26 of FASB Concepts
Statement No. 6, Elements of Financial Statements, that, “(a) it embodies a
probable future benefit that involves a capacity, singly or in combination with
other assets, to contribute directly or indirectly to future net cash inflows.”
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Glossary
Board-contingent plan. A reimbursement 12b-1 plan that provides that, on
the plan’s termination, a fund’s board of directors has the option, but not
the requirement, to pay the distributor for any excess costs incurred by the
distributor.

Compensation plan. A plan that provides for a 12b-1 fee, payable by the fund,
based on a percentage of the fund’s average net assets. The 12b-1 fee may
be more or less than the costs incurred by the distributor.

Contingent-deferred sales load (CDSL or back-end load). A sales charge
imposed directly on redeeming shareholders based on a percentage of the
lesser of the redemption proceeds or original cost. The percentage may
decrease or be eliminated based on the duration of share ownership
(frequently decreases by one percent a year).

Current shareholders. Shareholders of a fund, or a class of shares of a fund,
at an evaluation or measurement date. Amounts attributable to current
shareholders are based on shares outstanding at that date and do not
include estimates of future reinvestments or other share purchases.

Distribution costs. Costs, as defined in a distribution agreement between a
distributor and a fund, incurred by a distributor in distributing a fund’s
shares. Such costs may include commission payments to sales repre
sentatives, promotional materials, overhead allocations, and interest.

Distributor. Usually the principal underwriter that sells the fund’s capital
shares by acting as an agent (intermediary between the fund and an
independent dealer or the public) or as a principal, buying capital shares
from the fund at net asset value and selling shares through dealers or to
the public (see definition of underwriter in section 2(a)(40) of the Invest
ment Company Act of 1940).

Enhanced 12b-l plan. A reimbursement 12b-1 plan that provides that, on
termination of the plan, the fund is required to continue paying the 12b-1
fee to the extent the distributor has excess costs.

Excess costs. The cumulative distribution costs incurred by the distributor
less the sum of (a) cumulative 12b-l fees paid, (b) cumulative CDSL
payments, and (c) future cumulative CDSL payments by current share
holders, if reasonably estimable.

Persistency. The length of time a shareholder owns shares of a particular fund
or class of shares of a fund before redemption.

Reimbursement plan. A plan that provides for a 12b-l fee, payable by the
fund, that may not exceed the lesser of an annual percentage of the fund’s
average net assets or actual costs incurred by the distributor net of CDSL
received by the distributor.

Traditional 12b-l plan. A compensation or reimbursement plan pursuant to
rule 270.12b-l of the Investment Company Act of 1940 that permits the
use of a fund’s assets to pay distribution-related expenses under certain
conditions. The 12b-l fees under traditional 12b-l plans are normally
discontinued upon plan termination, but may continue to be paid after plan
termination under a board-contingent plan (see above).
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Statement of Position 96-1
Environmental Remediation Liabilities
October 10, 1996

NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas
of financial accounting and reporting. Statement on Auditing Standards No.
69, The Meaning of Present Fairly in Conformity With Generally Accepted
Accounting Principles, identifies AICPA Statements of Position that have been
cleared by the Financial Accounting Standards Board as sources of established
accounting principles in category b of the hierarchy of generally accepted
accounting principles that it establishes. AICPA members should consider the
accounting principles in this Statement of Position if a different accounting
treatment of a transaction or event is not specified by a pronouncement covered
by Rule 203 of the AICPA Code of Professional Conduct. In such circumstances,
the accounting treatment specified by this Statement of Position should be used,
or the member should be prepared to justify a conclusion that another treatment
better presents the substance of the transaction in the circumstances.

Part 1

Overview of Environmental
Laws and Regulations
.01 The objective of this part is to provide accountants with an overview
of key environmental laws and regulations. It is intended to be a separate,
nonauthoritative component of this Statement of Position (SOP).

.02 Although the remainder of this SOP focuses on environmental reme
diation liability issues, this part includes brief discussions of key pollution
control and other environmental laws as well as a more extensive discussion of
environmental remediation liability laws.
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Chapter 1

INTRODUCTION
.03 Beginning in the early 1970s, Congress and state governments began
paying increased attention to legislation designed to protect the environment.
In just twenty years, these efforts have changed dramatically the manner in
which business is carried out in the United States.

.04 For instance, today, new loan agreements only rarely do not contain
extensive environmental representations, warranties, and indemnities. Real
estate development is likewise affected by environmental considerations, such
as whether the project area contains wetlands or whether past activities could
have adversely affected the soil or groundwater. The possibility of becoming
subject to liability for environmental remediation1 costs associated with past
waste disposal practices based on strict liability can affect transactions in
volving the acquisition or merger of enterprises or the purchase of land. In sum,
the explosion of federal and state environmental laws and regulations has
affected all manner of business transactions.
.05 Although this SOP focuses on both state and federal United States
laws and regulations, environmental considerations are also important for
foreign operations. Environmental laws and regulations in many countries are
similar to United States laws. The legal and regulatory climates in other
countries are evolving. Regardless of whether the host countries’ environ
mental laws are as stringent as those in the United States, entities can often
be held liable for environmental damages under a variety of nonenvironmental
statutes and broad legal theories.
.06 Environmental laws may be thought of as being of two kinds. First,
there are laws that impose liability for remediation of environmental pollution
arising from some past act. Second, there are pollution control and pollution
prevention laws. Some environmental laws cover both categories. This SOP
focuses principally on federal laws, but many states have enacted analogous
statutes.
.07 The first kind of environmental law, environmental remediation li
ability laws, includes individual statutes as well as response provisions in
other statutes. The most important of these are the Comprehensive Environ
mental Response, Compensation, and Liability Act of 1980 (CERCLA), as
amended by the Superfund Amendments and Reauthorization Act of 1986
(SARA), which together are referred to as Superfund, and the corrective
action provisions of the Resource Conservation and Recovery Act of 1976
(RCRA). Under Superfund’s current broad liability provisions, the U.S. Envi
ronmental Protection Agency (EPA) may order liable parties to remediate sites
or use Superfund money to remediate them and then seek to recover its costs
and additional damages. Similarly, under the corrective action provisions of
RCRA, the EPA may order “facilities that treat, store, or dispose of hazardous
waste” to clean up releases of hazardous waste constituents associated
with past or ongoing practices.

.08 Environmental laws of the second kind, laws intended to control or
prevent pollution, are directed at identifying or regulating pollution sources or
1 Terms defined in the glossary [paragraph .1781 are in boldface type the first time they appear
in this SOP.
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reducing emissions or discharges of pollutants. Myriad statutes regulate
sources of pollution, including the pollution control provisions of RCRA (solid
and hazardous wastes), the Clean Water Act (discharge of pollutants into the
waters of the United States and to publicly owned treatment works, or
POTWs), and the Clean Air Act (emission of pollutants into the atmosphere).
Other examples are the Emergency Planning and Community-Right-to-Know
Act (EPCRA) and the Pollution Prevention Act of 1990. Pursuant to EPCRA,
facilities that store chemicals over threshold amounts must submit certain
information to local, state, and federal environmental and emergency response
authorities. EPCRA also includes requirements for reporting of episodic re
leases of toxic chemicals, as well as annual reporting of toxic chemical releases
that occur as a result of normal business operations for specified manufactur
ing and other activities. The Pollution Prevention Act, among other things,
requires facilities subject to EPCRA’s reporting requirements to also report
pollution source reduction and recycling activities.

.09 Before discussing key statutes in more detail, it is worth mentioning
two legal concepts that are expressly or implicitly incorporated into Superfund:
strict liability, and joint and several liability. Strict liability statutes, such as
CERCLA, impose liability without regard to the liable party’s fault. Thus, a
waste generator that disposed of its waste at approved facilities, in accordance
with all then-current requirements, having exercised “due care,” would never
theless be liable. Where liability is joint and several, any party deemed liable
is potentially responsible for all of the associated costs. Under CERCLA, for
instance, a waste generator that is responsible for a small percentage of the
total amount of waste at a site may be held liable for the entire cost of
remediating the site.

.10 Also noteworthy is that wastes need not be hazardous wastes for there
tp be environmental remediation liability. If the waste generator “arranged for
disposal” of wastes containing hazardous substances (at any concentration
level and regardless of whether the substances were defined as, or known to
be, hazardous at the time of disposal), and a “release” of hazardous substances
has or could occur, the waste generator could be subject to environmental
remediation liability.
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Chapter 2
ENVIRONMENTAL REMEDIATION LAWS
.11 The vast majority of federal environmental remediation provisions
are contained in the Superfund laws, the Comprehensive Environmental Re
sponse, Compensation, and Liability Act (CERCLA) and the Superfund
Amendments and Reauthorization Act (SARA), and in the corrective action
provisions of the Resource Conservation and Recovery Act of 1976 (RCRA).
Typically, the United States Environmental Protection Agency (EPA) utilizes
Superfund to clean up facilities that are abandoned or inactive or whose
owners are insolvent; however, Superfund can be and is also applied to sites
still in operation. RCRA provisions apply to hazardous waste treatment,
storage, and disposal facilities that are still in operation or have closed re
cently.

Superfund
.12 Congress enacted CERCLA in 1980 to facilitate the remediation of
abandoned waste sites. CERCLA established a program to identify sites where
hazardous substances have been or might be released into the environment; to
ensure that they are remediated by responsible parties or the government; to
compensate the United States, states, municipalities, and tribes for damages
to natural resources; and to create a procedure for claims against responsible
parties by parties who have cleaned up sites or spent money to restore natural
resources. The act also created a $1.6 billion trust fund to cover the costs
associated with orphan sites and costs incurred while the EPA seeks reim
bursement from potentially responsible parties (PRPs). In 1986, SARA
increased the amount of the trust fund to $8.5 billion, broadened the provisions
of Superfund, provided more detailed standards for remediation and settle
ment provisions, and broadened criminal sanctions. The increase in the trust
fund is supported by increased taxes on the petroleum industry and a tax on
corporate alternative minimum taxable income. At the time of this writing,
Superfund is again in the process of reauthorization, and there is a potential
for further changes to the law as part of this process.
.13 Superfund places liability on the following four distinct classes of
responsible parties:
a.

Current owners or operators of sites at which hazardous substances
have been disposed of or abandoned

b.

Previous owners or operators of sites at the time of disposal of
hazardous substances

c.

Parties that “arranged for disposal” of hazardous substances found
at the sites

d.

Parties that transported hazardous substances to a site, having
selected the site for treatment or disposal

This liability is imposed regardless of whether a party was negligent, whether
the site was in compliance with environmental laws at the time of the disposal,
or whether the party participated in or benefitted from the deposit of the haz
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ardous substance. Parties that disposed of hazardous substances many years
ago—including the years preceding CERCLA’s enactment—at sites where
there is, was, or may be a release into the environment, may be liable for
remediation costs.

.14 Hazardous substance is a much broader term than hazardous waste.
It includes any substance identified by the EPA by regulation, pursuant to a
number of federal statutes. Covered, for example, are substances considered to
be toxic pollutants under the Clean Water Act or hazardous air pollutants
under the Clean Air Act. The various lists of hazardous substances identified
by the EPA contain more than one thousand chemicals and chemical com
pounds.

.15 Petroleum and any derivative or fraction that is not specifically listed
or designated as a hazardous substance are specifically excluded from the
federal definition of a hazardous substance contained in Superfund. Also
excluded are natural gas, natural gas liquids, liquefied natural gas, and
synthetic gas of pipeline quality. (Discharges of petroleum into the surface
waters or shorelines of the United States are covered under several other
federal laws.) The protection afforded by this petroleum exclusion is narrow,
however. For example, lead (a hazardous substance) that is added to gasoline
would not be covered by the petroleum exclusion because it is not an indigenous
constituent of petroleum. Further, many state laws that are analogous to
Superfund do not provide for a petroleum exclusion.
.16 Hazardous substances are often integral components of materials
that are not hazardous wastes. And, although a threshold quantity of a
hazardous substance must be released in order to create a reporting obligation,
there is no threshold quantity that gives rise to liability. Thus, discarding
industrial equipment on which there is leaded paint may not trigger a report
ing obligation, but if that equipment is discovered at a Superfund site, it may
be sufficient to identify the disposer as a PRP.
.17 The courts have interpreted CERCLA to impose strict liability. In
other words, responsible parties are liable regardless of fault. Moreover,
through EPA-initiated legal action, liability under CERCLA may be joint and
several. If a PRP can prove, however, that the harm is divisible and there is a
reasonable basis for apportionment of costs, the PRP may ultimately be re
sponsible only for its portion of the costs. This scheme of liability means that
any responsible party can potentially be liable for the entire cost of remediating
a site, notwithstanding that the party is responsible for only a small amount of
the total hazardous substances or waste at the site and did nothing improper.

.18 Statutory defenses to CERCLA liability are limited. Essentially, they
are an act of God; an act of war (but not a response to an act of war, such as the
manufacturing of munitions); and, in limited circumstances, an act or omission
of a third party. There is an additional defense available to owners of property
affected by hazardous substances known as the innocent landowner defense,
which applies to landowners that acquired properties after hazardous sub
stances were disposed of on them and that did not know or have reason to know
about the existence of the hazardous substances. In order to use this defense,
however, a landowner must establish that it made “all appropriate inquiry into
the previous ownership and uses of the property consistent with good commer
cial or customary practice.” What constitutes “all appropriate inquiry” has
been the subject of substantial litigation. It can be said, however, that a
landowner that gains such actual knowledge and subsequently transfers the
property without disclosure forfeits this defense.
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.19 In order to mitigate the potentially harsh effects of the strict, joint and
several, and retroactive liability scheme, however, Superfund does permit
responsible parties to sue other responsible parties to make them contribute to
the cost of the remediation or to recover money spent on remediation.
.20 The EPA has several potent enforcement tools available to it under
Superfund. Most significant is the EPA’s power to issue a unilateral admin
istrative order to responsible parties requiring them to take a response
action at a site where there is “an imminent and substantial endangerment to
the public health or welfare or the environment because of an actual or
threatened release [of a hazardous substance] from a facility.” A respondent
who fails to perform the response action or fails to report as required under
CERCLA is potentially subject to $25,000 per day in penalties. In addition, if
the EPA performs the action, it may recover up to four times its costs in
damages and penalties (that is, actual costs plus treble damages). Judicial
review of an EPA administrative order is not available until after the remedy
is implemented, money is spent, and the EPA commences an enforcement
action for cost recovery. Thus, even a party with a reasonably good defense to
liability takes great risk in not complying with an EPA order.
.21 Costs to a PRP may include cleanup costs (containment, removal,
remedial action), enforcement costs (for example, legal), government over
sight costs, and natural resource damages (see the section herein entitled
“Natural Resource Damages Under Superfund” in paragraphs .48 through .50).
Though CERCLA does not provide for personal injury or property damage
suits, suits for injury to health or property (referred to as toxic torts) may also
be brought by third parties under various legal theories.

Stages of the Superfund Remediation Process
.22 The following is a discussion of the Superfund remediation process.
The stages of this process are also depicted in figure 1, “Sequence of a Typical
Superfund Remediation Process,” in paragraph .39. The subsequent section,
“Potentially Responsible Parties Identification and Allocation” [paragraphs .40
through .47], discusses stages of PRP involvement in the remediation process.

Site Identification and Screening
.23 Beginning in 1981, the EPA identified more than thirty thousand
sites for scrutiny based on reports filed by companies pursuant to section 103(c)
of CERCLA in which they disclosed locations where they had disposed of
hazardous substances. This information formed the basis for a database called
the Comprehensive Environmental Response, Compensation, and Li

ability Information System (CERCLIS or CERCLA Information Sys
tem).
.24 Each site in the CERCLIS database has undergone or will undergo a
preliminary assessment of available information as a first step in determining
what, if any, action is needed at the site. Based on this information, a site may
be dropped from further consideration, or a site investigation or inspection may
be performed. This involves a visit to the site by EPA representatives and,
usually, limited sampling, which provides the information necessary to rank
the site according to the Hazard Ranking System, a mathematical rating
scheme that combines the potential of a release to cause harm to people or the
environment with the severity or magnitude of these potential situations and
the number of people that could be affected. Using the numerical scores from
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this scheme, the EPA and the states prioritize sites and allocate resources for
further investigation, enforcement of remediation, and remediation. Sites
receiving high scores (28.5 or above) are proposed for inclusion on the National
Priorities List (NPL) for remedial action, which generally is a long-term
operation involving permanent solutions to the extent practicable.

Removal Action

.25 Some sites may be determined to require a removal action, which is
a relatively short-term or emergency response taken where there is an immi
nent and substantial endangerment to the public health or welfare or the
environment. In such cases, the EPA may undertake or order PRPs to under
take any appropriate removal action to prevent, abate, stabilize, minimize,
mitigate, or eliminate a release or threatened release. A removal action may
occur at any stage of the remediation process. Moreover, sites need not be on
the NPL for the EPA to undertake or order removal actions.

Remedial Investigation

.26 The remedial investigation is a comprehensive study, usually per
formed by environmental engineers, that seeks to delineate the nature and
extent of hazardous substances at a site, assess potential risks posed by the
site, and define potential pathways for exposure. The remedial investigation
usually involves extensive sampling of soil and groundwater in and around the
vicinity of the site.
Risk Assessment
.27 A site-specific baseline risk assessment identifies hazards, as
sesses exposure to the hazardous substances and their toxicity, and charac
terizes and quantifies the potential risks posed by the site. A baseline risk
assessment often is performed during the feasibility study phase.

Feasibility Study
.28 Following the remedial investigation, a feasibility study is performed.
The feasibility study uses the information generated by the remedial investi
gation to evaluate alternative remedial actions and recommend one. The
feasibility study—
•

Identifies a list of potential remedial alternatives.

•

Estimates the cost of each remedial alternative.

•

Screens the alternatives for their ability to meet technical, public
health, and environmental requirements and, if other considerations
are equal, their cost-effectiveness; evaluates their ability to be imple
mented in a reasonable time frame given available technologies; and
eliminates inferior alternatives from further evaluation.

•

Completes a detailed analysis of the screened alternatives with respect
to the criteria established by the EPA.

.29 The remedial investigation and the feasibility study (RI/FS)
together generally take a minimum of two years to complete and, depending
on factors such as the types of hazardous substances, soil formations, and
number of parties involved, may take more than five years, and they can cost
well in excess of $1 million. The EPA oversees the progress of the RI/FS, and
completion is sometimes performed in stages.
AICPA Technical Practice Aids
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Remedial Action Plan
.30 Once the RI/FS is complete, a program must be decided on for reme
diation of the site.

.31 In selecting a remediation program, the EPA first decides what
cleanup standards are to be applied to the site. (The remedy selected must
achieve cleanup standards, standards of control, and other environmental
protection requirements, criteria, or limitations, known as applicable or
relevant and appropriate requirements (ARARs).) It then identifies
which remediation methods can achieve the standards. Finally, it is specified
which of the alternative remediation methods is most cost-effective. Thus, the
cleanup standards to be applied are not weighed against the cost of achieving
those standards in the decision process.

Public Comment and Record of Decision
.32 The program is contained in a proposed remedial action plan (PRAP),
which is made available to interested parties for public comment. After review
ing any public comments received, the EPA modifies the remedial plan, if
necessary, and issues a record of decision (ROD), which specifies the remedy,
as well as the time frame in which the remedy is to be implemented. The final
ROD is part of a written administrative record documenting the basis of the
EPA’s remedy selection.

.33 The EPA reviews the effectiveness of the remedial action periodically
and can require changes to the plan or additional measures. EPA reviews
typically occur every five years (often more frequently in the early stages of the
remediation) and may continue well beyond delisting of the site from the NPL.

Remedial Design

.34 Following issuance of the ROD, the site enters into the remedial
design phase. This phase includes development of a complete site remediation
plan, including engineering drawings and specifications for the site remedia
tion.
Remedial Action

.35 This phase includes actual construction and implementation of the
remedial design that results in site remediation as specified in the ROD.
.36 There is a general presumption that the technology specified in the
ROD must be used at the site. But the EPA sometimes agrees to innovative
approaches using alternative, unproven technologies because one of the objec
tives embodied in Superfund is the promotion of improvements in remediation
technology.

Operation and Maintenance (Including Postremediation Monitoring)
.37 After Superfund site remedial action is completed, activities must be
conducted at the site to ensure that the remedy is effective and operating
properly. For example, after a system to pump and treat groundwater is
constructed (remedial action), the system must be operated and maintained.
In addition, the EPA may require postremediation monitoring. These opera
tion and maintenance activities may continue for thirty years or longer.

Government Oversight
.38 Under Superfund, the President of the United States has broad
freedom to respond to actual or threatened releases of hazardous substances;
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threatened, not actual, releases are enough to give rise to authority to act.
Authority to abate the risk of harm from even threatened releases lies at the
heart of the statute. The President has delegated this authority principally to
the EPA for land, groundwater, and surface water. Thus, the Superfund
program is controlled by the EPA throughout each step of the remediation
process. This is reflected in continued agency oversight as the Superfund
project unfolds.
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.39
Figure 1

Sequence of a Typical Superfund Remediation Process

Placement on NPL for Remediation

Possible Removal Action

Remedial Investigation

Risk Assessment

Feasibility Study

Remedial Action Plan Chosen

Public Comment and ROD

Remedial Design

Remedial Action

Operation/
Maintenance
Including Postremediation
Monitoring
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Potentially Responsible Parties Identification and Allocation
.40 The following is a discussion of the stages of PRP involvement in the
Superfund remediation process. As depicted in figure 1 [paragraph .39], PRP
identification and the allocation of costs among the PRPs is an ongoing process
over the course of the remediation process; specific stages of PRP involvement
do not necessarily correspond to specific stages of the remediation process.

Notification of Involvement
.41 A company may first learn of potential involvement in a Superfund site
through the appearance of the site on a government list such as the NPL, in the
CERCLIS database, or on a state priorities list. More often, an entity learns of
involvement by receiving an information request [Section 104(e) Request] from
the EPA regarding the wastes it may have sent to a designated site. But
full-scale Superfund involvement usually begins when a company is notified by
the EPA that it may be a PRP. The EPA may do this in several ways. It may—

•

Issue a Notice Letter to all PRPs. A Notice Letter is the EPA’s formal
notice that Superfund-related action is to be undertaken at a site for
which the PRP is considered potentially responsible.

•

Issue a Special Notice Letter to PRPs stating that the government
intends to initiate work at the site or issue an administrative order to
force the PRPs to take response actions at the site unless the PRPs
commit within a specified period (typically sixty to one-hundred
twenty days) to take response actions.

The Special Notice Letter provides the names and addresses of other
targeted PRPs (to facilitate negotiations among the parties), and it
may include a draft of a consent decree for each party to share in
the costs or assume the responsibility for performing the RI/FS. The
EPA also normally includes information about the nature of the
material at the waste site and any knowledge it has obtained about
the amount of waste contributed by each party.

•

Summon all targeted PRPs to a meeting to discuss possible actions at
a given site.

.42 Theoretically, the EPA should identify all of the PRPs and send each
one of them a notice or summon them to a meeting. However, depending on the
evidence it has collected to that point, the EPA may not be aware of all PRPs,
leaving it up to the identified PRPs to perform an investigation to find others
who may be liable and then file suits for cost recovery or contribution.

.43 PRPs are generally prohibited under Superfund from obtaining im
mediate judicial review of EPA decisions identifying them as liable or requiring
them to take response actions; such review generally is available only after the
EPA decides to bring an enforcement action for cost recovery, long after the
remedy has been implemented.

Negotiations
.44 Once notified, the PRPs face the difficult task of organizing to negoti
ate with the government and perhaps assuming responsibility for carrying out
the investigation or remedial work.2,3 Many PRPs consider it in their best in2 The negotiations do not require participation by all PRPs.
3 A useful source of information is the PRP Organization Handbook, published by the Informa
tion Network for Superfund Settlements do Morgan, Lewis & Bockius, 1800 M Street, NW, Washing
ton, DC 20036.
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terests to assume such responsibility; if the PRPs are unable to reach an
agreement among themselves, however, the EPA has the power to clean up the
site and sue for full reimbursement of the costs. The sixty- to one-hundred
twenty-day period given with the Special Notice Letter is intended to give
multiple PRPs sufficient time to organize and to make a good faith offer to the
government to perform a specified activity.
.45 Negotiations often take place in stages. For example, PRPs may
organize and agree to perform the RI/FS and to divide the costs among
themselves in a particular way while continuing to negotiate how and whether
to address the remediation itself.4 Such preliminary cost-sharing agreements
are often based on the volume of waste contributed to a site by each party
(without regard to its relative toxicity), with an understanding that the alloca
tion may be subsequently revised as additional information about the site
becomes available.
.46 The process ultimately results in one of three outcomes:
a.

Negotiated settlement among the parties. The parties and the EPA
agree on who will clean up the site and how the cost sharing will take
place. The EPA sometimes provides some assistance in this area
through a nonbinding allocation of responsibility—a nonbinding
judgment by the EPA as to who should be responsible for what share
of the cost.

One or more minor participants may negotiate a de minimis settle
ment with the EPA in which they agree to pay their shares, usually
with an agreement from the EPA that their liability is completed at
the time of settlement. Such shares typically include some kind of
premium over the contributors’ “fair share.” De minimis settlement
nevertheless saves the contributor from incurring further legal fees,
and it is the closest thing a PRP can get to a final cash settlement.

For the EPA to be receptive to a de minimis settlement, one of the
following conditions must be met: (a) both the amount and the
toxicity or hazardous properties of substances the PRP contributed
are minimal in comparison to other hazardous substances at the site
or (b) the PRP is a current or past owner of the site, did not allow
generation, transportation, storage, treatment, or disposal of any
hazardous substance at the site, did not contribute to the release or
threat of release at the site, and did not purchase the property
knowing that it was used for generation, transportation, storage,
treatment, or disposal of any hazardous substances. Further, de
minimis settlements typically occur only when a participant’s
“share” of the liability is less than one percent. Moreover, the EPA
typically is unwilling to commit time and resources to negotiate with
de minimis contributors individually. The de minimis settlement
must take place as part of negotiations with the larger PRP group or
with a separate group of de minimis contributors.
PRPs usually establish and contribute to a trust fund, from which an
independent contractor is paid to do the RI/FS and remedial work.
The contractor’s work typically is overseen by a technical committee
4 Some states, however, will not enter into agreements with PRPs concerning only stages of the
remediation, such as the RI/FS; they require any agreement to cover the entire remediation effort.
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of the contributing PRPs and either by a finance committee of those
PRPs or by a management firm hired by the trust. PRPs seldom
perform the RI/FS or remedial work themselves.
b.

Unilateral administrative order. The EPA issues a unilateral ad
ministrative order under section 106 of CERCLA to compel a poten
tially responsible party (or parties) to clean up a site where there
may be an “imminent and substantial endangerment” to human
health or to the environment because of an actual or threatened
release of a hazardous substance.

c.

Section 107. The EPA remediates the site and seeks recovery of its
costs from PRPs under section 107. To obtain reimbursement, the
EPA issues letters to PRPs demanding payment for its response costs
(costs of removal, remediation, and enforcement action). If these
letters do not result in settlement, the EPA can seek reimbursement
in the courts by referring the case to the Department of Justice.

Litigation
7
.4
PRPs that participate in the remediation can, and generally do, sue
PRPs that did not participate in the remediation to recover costs, assuming
those parties can be found and are solvent. Superfund expressly provides that
any responsible party who pays Superfund response costs may sue other
responsible parties to recover at least a part of such costs. In resolving such
suits, courts are authorized by Superfund to apportion liability for response
costs among responsible parties using “such equitable factors as the court
determines are appropriate.”

Natural Resource Damages Under Superfund
.4 8 There is a growing specter of liability for natural resource damages
under the Superfund laws. CERCLA authorizes the recovery of damages for
injury to, destruction of, or loss of natural resources, including reasonable costs
for assessing such injury resulting from a release of a hazardous substance.
9
.4
Under CERCLA, natural resources are defined as land, fish, wildlife,
biota, air, water, groundwater, drinking water supplies, and other such resources
belonging to, managed or held in trust, or otherwise controlled by the United
States, state or local governments, foreign governments, or Indian tribes.

.5 0 Natural resource damage claims include actual restoration costs and
lost use values and may in the future include nonuse values, such as the
intrinsic public value of protecting or restoring resources that may not be used
but are valuable for their mere existence.

Reporting Releases Under Superfund Provisions
.5 1 Persons in charge of facilities must report releases of hazardous
substances (spills) to the environment that exceed specified reportable quantities.

Remediation Provisions of the Resource Conservation
and Recovery Act
2
.5
The RCRA of 1976, the pollution control provisions of which are
discussed in chapter 3, provides for “cradle-to-grave” management standards
AICPA Technical Practice Aids
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for hazardous wastes. Section 7003 of RCRA also authorizes the EPA to
conduct removal actions, seek affirmative injunctive relief, and maintain cost
recovery actions where an imminent and substantial endangerment to the
public health or welfare or to the environment is determined to exist. Much like
under Superfund, one who has “contributed to” the disposal of waste that is
causing an imminent and substantial endangerment can be required to per
form or pay for associated remediation under section 7003.

.53 The 1984 Hazardous and Solid Waste Amendments to RCRA ex
panded owner-operator responsibility for environmental remediation liability
associated with releases of hazardous wastes or hazardous waste constituents
at hazardous waste treatment, storage, or disposal facilities (TSDFs). As
amended, RCRA requires facilities—whether they continue operating or in
tend to close—to remedy any such releases. These corrective action provisions
of RCRA, which are separate from Superfund, apply only to facilities that are
operating under RCRA permits (see chapter 3) or that have applied for such
permits.5 However, because the EPA generally takes the position that the
facility includes all the property that is adjacent or contiguous to the TSDF,
permitting of a very small TSDF can subject a much larger, unrelated part of
a property to RCRA’s corrective action provisions, which apply “fencepost-tofencepost.”

.54 RCRA corrective action may be initiated either as part of the RCRA
permitting process or through an interim status corrective action order. Cor
rective action for releases of hazardous waste or its constituents from solid
waste management units (SWMUs), whether they are on- or off-site, is a
condition for obtaining any operating or postclosure RCRA permit. The EPA
may also order corrective action while a TSDF is in interim status (before it
receives its permit) based on information that there is or has been a release to
the environment from the TSDF. The EPA does not need to demonstrate
imminent and substantial endangerment to human health or the environment
from a real or threatened release to issue an interim status corrective action
order.

.55 The RCRA corrective action process, which is depicted in figure 2 in
paragraph .59, is divided into the following five stages.
.56 RCRA Facility Assessment. The RCRA facility assessment (RFA)
identifies areas and units at the facility from which hazardous waste or
hazardous waste constituents may have been released and collects all existing
information regarding the releases. The RFA may be conducted by the EPA or
the EPA’s contractors, or by the facility owner. There is no analogous stage in
the Superfund remediation process.
.57 RCRA Facility Investigation. The RCRA facility investigation (RFI)
is a detailed investigation to characterize releases to the environment by
identifying the environmental setting, characterizing the sources of hazardous
substances releases, identifying potential receptors, determining if remedia
tion is necessary, and, if so, collecting data to support the evaluation of
remediation alternatives. This stage is analogous to the Superfund remedial
investigation stage.
6 Facilities that have not actively applied for a permit may be deemed to have a “permit by rule”
if the owner/operator (1) holds a permit under another qualifying program and (2) complies with
certain RCRA requirements specified for the owner/operator’s situation. In addition, operating a
facility in a manner that was subject to permit requirements, even if an application was not
submitted, triggers RCRA permit obligations, including corrective action.
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.58 Interim Corrective Measures. Interim corrective measures (ICM) are
measures (typically containment) conducted at any time before selection of the
final remedy by the environmental agency. This stage is analogous to a
removal action under Superfund.
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.59

Figure 2

Sequence of RCRA Corrective Action Process

Requirement for RCRA PERMIT

RCRA Facility Assessment

RCRA Facility Investigation

Interim Measures

Corrective Measures Study

Corrective Measures
Implementation
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.60 Corrective Measures Study. If the RFI reveals a potential need for
corrective measures, the agency requires the owner to perform a corrective
measures study (CMS) to identify and recommend specific measures to correct
the releases. The CMS assesses possible corrective measures in terms of
technical feasibility, ability to protect public health and the environment, and
possible adverse environmental effects of the corrective measures. Although
analogous to the Superfund feasibility-study stage, this study is usually less
complicated.
.61 Corrective Measures Implementation. This stage, corrective meas
ures implementation (CMI), includes designing, constructing, operating, main
taining, and monitoring selected corrective measures that have been approved
by the regulatory agency. This stage combines activities that are often segre
gated under Superfund as remedial design, remedial action, and operation and
maintenance.
.62 Owner / Operator Reporting and Government Oversight. Beginning
with the application for a RCRA permit, owner-operators are required to report
to the EPA throughout the RCRA corrective action process, and the EPA
oversees and controls each stage of the process.

.63 The 1984 amendments also created the Underground Storage Tank
(UST) Program, which requires, among other things, that owners or operators
of existing tank systems used for storage of petroleum and petroleum-based
substances and certain other designated hazardous substances upgrade in
accordance with standards specified by the EPA if those tank systems do not
meet new tank standards. In addition, the 1984 amendments create an envi
ronmental remediation liability for known releases from USTs.
.64 RCRA regulations require financial assurance for closure and postclo
sure remediation of TSDFs and USTs.

State and Foreign Laws
.65 Many states have also enacted laws that are similar to the federal
statutes. Furthermore, under certain federal statutes, such as RCRA, states
are allowed to promulgate regulations to implement federal programs as long
as the state law is at least as stringent as the federal law. In most such cases,
states are free to enact more stringent provisions. Preparers and auditors of
financial statements should also be aware that most developed countries and
many other countries have enacted environmental laws, some of which may be
similar to or more stringent than United States laws.
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Chapter 3

POLLUTION CONTROL
AND PREVENTION LAWS
The Resource Conservation and Recovery Act
.66 The Resource Conservation and Recovery Act (RCRA) provides com
prehensive federal regulation of hazardous wastes from point of generation to
final disposal. All generators of hazardous waste, transporters of hazardous
waste, and owners and operators of hazardous waste treatment, storage, or
disposal facilities (TSDFs) must comply with the applicable requirements of
the statute.
.67 For generators of hazardous waste, those requirements include the
following:

a.

Hazardous waste determination

b.

Manifest requirements

c.

Packaging and labeling

d.

Record keeping and annual reporting

e.

Management standards

.68 Less stringent requirements under RCRA are imposed on certain
small quantity generators (up to 1,000 kg of a waste per month).
.69 The key to RCRA compliance is the hazardous waste determination,
in which the facility determines whether the material it handles is a hazardous
waste. A step-by-step identification procedure is prescribed. Initially, one must
determine whether the material is a “solid waste.”6 If so, one must determine
whether that solid waste is hazardous. Some wastes that are specified by
regulation are automatically deemed hazardous. These are the so-called “listed
wastes.” Other wastes must be evaluated to determine whether they exhibit
any of four characteristics: toxicity, corrosivity, reactivity, or ignitability. If so,
they, too, are deemed hazardous. Exclusions are provided for wastewaters
regulated under the Clean Water Act and for certain types of reuse, recycling,
and reclamation.
.70 With some exceptions, a waste generator that accumulates hazardous
waste in excess of ninety days or treats the hazardous waste will be deemed
the operator of a TSDF and be subject to the comprehensive TSDF regulations.
These regulations require owners-operators to, among other things, obtain a
permit.
.71 Each TSDF is also subject to specific requirements designed to pre
vent any release of hazardous waste into the environment and also may be
required to perform groundwater monitoring to ensure proper compliance with
TSDF regulations. These regulations require containers and tanks to be of
sufficient integrity to contain hazardous wastes properly, and they require
that, in certain cases, containers be separated or protected by dikes, berms, or
walls. Surface impoundments, waste piles, and landfills must be equipped with
liners to prevent any migration of wastes into soil, groundwater, or surface wa
6 Under RCRA, a “solid waste” may be either a solid, a liquid, or a gas.

§10,680.66

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Environmental Remediation Liabilities

20,219

ter during the active life of the facility and must be constructed to prevent
runoff or breaks. Land treatment units that treat hazardous wastes biologi
cally must ensure that hazardous wastes are degraded, transformed, or immo
bilized within the treatment zone and do not reach the underlying water table.

.72 RCRA also contains provisions for closure of TSDFs and financial
assurance requirements for closure and postclosure obligations.
.73 RCRA also requires the United States Environmental Protection
Agency (EPA) to regulate underground storage tanks (USTs). Most states have
enacted their own UST regulations as well. A brief summary of the federal
program is presented below.

.74 The UST regulations apply only to underground tank systems con
taining the following regulated substances:
a.

Petroleum and petroleum-based substances7

b.

Hazardous substances designated pursuant to section 101(14) of the
Comprehensive Environmental Response, Compensation, and Li
ability Act (CERCLA)

.75 The EPA’s general performance standards rely heavily on detailed
technical standards set forth in industry performance codes established by
nationally recognized associations or independent testing laboratories.

.76 As a general rule, each new tank (or each existing tank upgraded to
new tank standards) must be designed and constructed according to the
standards of a nationally recognized organization or an independent testing
laboratory. Like the tanks, the piping associated with a new UST system must
be designed and constructed in accordance with industry codes. All tanks must
also be equipped with spill and overfill prevention equipment. If existing tank
systems do not currently meet the new tank standards, the owner or operator
must upgrade them by December 22,1998.
.77 As an alternative to installing new tanks or upgrading existing tanks,
an owner or operator may choose to close some or all of its UST systems. The
closure, however, must meet standards specified by the EPA. The regulations
require that a closed tank be emptied and cleaned by removing all liquids and
accumulated sludges. The tank must then be either removed from the ground
or filled with an inert solid material.8

.78 The UST regulations also impose general operation and maintenance
requirements on owners and operators of underground storage tank systems
in the following five main areas: (a) spill and overfill control, (6) corrosion
protection, (c) tank repair, (d) leak detection, and (e) record keeping. These
regulations are designed to ensure that releases due to spilling, overfilling,
corrosion, or poor maintenance do not occur. Record-keeping regulations re
quire that records evidencing repairs, release detection systems, monitoring
results, and corrosion and inspection reports be maintained at the plant or at
a readily available alternative site.

.79 In addition, owners and operators must establish financial responsi
bility. The regulations specify several different methods of demonstrating fi
7 Certain types of UST systems used for storing heating oil for consumptive use on the premises
where stored are exempted.
8 The regulations further require that the EPA or state agency be notified of the intent to close a
tank system permanently at least thirty days before beginning the closure process.
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nancial responsibility: self-insurance; guarantee; insurance or risk retention
group; surety bond; letter of credit; trust funds; or state-provided financial
assurance.

The Clean Air Act
.80 The Clean Air Act provides comprehensive federal regulation of all
“sources” of air pollution. Under the Clean Air Act, every area of the United
States is evaluated for its compliance with the National Primary and Secon
dary Ambient Air Quality Standards (NAAQS). In areas where the NAAQS
have not been attained, new and significantly modified sources must use the
most effective pollution control equipment available that results in the lowest
achievable emissions rate (LAER). This determination is made without regard
to cost. The permittee must also provide emissions offsets, or greater than
one-to-one reduction, for any nonattainment pollutant that the source would
emit in significant amounts. These offsets must be sufficient to provide a net
air quality benefit in the affected area.

.81 In areas that have attained the NAAQS for particular pollutants, new
or modified stationary sources that would emit these pollutants in significant
amounts must obtain permits under the Prevention of Significant Deteriora
tion (PSD) Program. Under the PSD program, a facility emitting air pollutants
must apply the best available control technology (BACT). BACT is determined
on a case-by-case basis, taking into account energy, environmental, and eco
nomic factors, and other costs and benefits of reduced air pollution.

.82 The Clean Air Act also contains new source performance standards
(NSPS), which are applicable to stationary sources that are modified or built
after the NSPS are proposed. The NSPS program is designed to ensure that
new sources are built with state-of-the-art controls and that when existing
sources are modified, new controls are installed. Each NSPS establishes design
or performance criteria for a specific source. There are numerous specific
industrial facilities and operations for which NSPS have been developed.
.83 Section 107(a) of the Clean Air Act directs that each state “shall have
the primary responsibility for assuring air quality within the entire geographic
area of such state.” Toward that end, the EPA has developed regulations
governing state implementation plans pursuant to which states assume Clean
Air Act regulation of all facilities within their borders. The act also contains
citizen suit provisions that augment government enforcement with citizen
enforcement.
.84 Amendments to the Clean Air Act in the 1990s are designed to
address issues such as acid rain, urban air pollution, toxic air pollutants, and
ozone-depleting chemicals. The major provisions of the Clean Air Act amend
ments require emissions reduction in the electric utility industry, operating
permits for existing facilities, an expansion of the air toxics program to regu
late a large number of toxic air pollutants, and new source categories (including
smaller sources, such as dry cleaners).

The Clean Water Act
.85 The Clean Water Act provides comprehensive federal regulation of all
sources of water pollution. The primary means of obtaining national water
quality is through the imposition of National Pollutant Discharge Elimination
System (NPDES) permits on all facilities that discharge pollutants into the wa

§10,680.80

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Environmental Remediation Liabilities

20,221

ters of the United States. The Clean Water Act also utilizes ambient water
quality standards to set individual permit limitations and technology-based
limitations that, in varying degrees, impose the most cost-effective pollution
control technology on dischargers. These include effluent limitations utilizing
specified technology, compliance with performance standards, use of specified
practices for facility design and operation requirements, use of specified treat
ment or pretreatment methods, and detailed assessments and evaluations of
the impact of proposed discharges. Although technology-based effluent limita
tions provide minimum discharge standards, the act also requires more strin
gent water-quality-based limitations to maintain or protect water quality in
specific bodies of water.

.86 The Clean Water Act imposes standards on dischargers of conven
tional (less harmful), toxic (more harmful), and nonconventional pollutants
requiring varying degrees of technology. As with the Clean Air Act, the Clean
Water Act imposes more stringent standards on facilities whose construction
or modification commenced after publication of applicable NSPS. In the prom
ulgation of these standards, the EPA may consider incorporating alternative
production processes, operating methods, and in-plant control procedures and
other factors. Industrial facilities that discharge into publicly owned treatment
works (POTWs) must also meet discharge standards, called pretreatment
standards, designed to prevent pollutants from passing through treatment
works without adequate treatment. The Clean Water Act also prohibits the
discharge of pollutants from nonpermitted point sources. In addition, the EPA
has issued regulations requiring permits for storm water discharges from
industrial and municipal sources.
.87 The act authorizes cleanup, injunctive, and cost-recovery actions
where an imminent hazard is caused by pollution. It also prohibits the dis
charge of oil and other hazardous substances to the navigable waters of the
United States, imposes a criminal penalty for failure to notify the appropriate
entity of such discharges, and provides for citizen suits.
.88 If a facility discharges pollutants into navigable waters pursuant to a
Clean Water Act permit, it must file a discharge monitoring report (DMR) with
the EPA or the appropriate state agency. The DMR gives notice to the authori
ties of any violations of the permit.
.89 The citizen suit provision of the Clean Water Act permits any citizen
to, “commence a civil action ... against any person . . . alleged to be in viola
tion of an effluent standard or limitation under the Act.” Numerous citizen
groups have used the citizen suit provision to bring suits against companies
based on violations reported in their DMRs.

.90 Most states have assumed enforcement of the act within their borders
through state regulations that correspond to the federal regulations discussed
above.
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Chapter 4

OTHER ENVIRONMENTAL LAWS
.91 There are a variety of other statutes that relate to environmental
matters. Two of the more significant ones, the Emergency Planning and
Community Right-to-Know Act (EPCRA) and the Toxic Substances Control Act
(TSCA), are discussed in this chapter.

The Emergency Planning and Community
Right-to-Know Act
.92 EPCRA requires facilities that have certain quantities of extremely
hazardous substances to notify their state emergency response commission
that they are subject to the emergency planning requirements of the Superfund
Amendments and Reauthorization Act of 1986 (SARA). They must also report
releases to the local emergency planning committee.

.93 In addition, facilities that store chemicals over specified threshold
amounts must submit material safety data sheets (MSDSs), or their equiva
lent, to the appropriate local emergency planning committee, the state emer
gency response commission, and the fire department with jurisdiction over the
facility.
.94 Each facility subject to EPCRA reporting requirements must report
the maximum amount of the hazardous chemical present at the facility and
provide a description of the storage or use of the chemical and its location at
the facility. This inventory report must be submitted to local and state emer
gency response officials annually.
.95 Section 313 of EPCRA also includes requirements for the annual
reporting of releases of certain toxic chemicals that occur as a result of normal
business operations (as distinguished from abnormal, emergency releases).
Facilities subject to this reporting requirement are required to complete a
Toxic Chemical Release Inventory Form (Form R) for specified chemicals. This
form also includes source reduction and recycling information required under
the Pollution Prevention Act of 1990. All the information described above is
made available to the general public.

The Toxic Substances Control Act
.96 The TSCA regulates the manufacture, processing, and distribution in
commerce of chemical substances and mixtures capable of adversely affecting
health or the environment. The TSCA may require testing and may impose use
restrictions, along with requirements for the reporting and retention of infor
mation on the risks of TSCA-regulated substances.

.97 The act requires that any person who manufactures, processes, or
distributes in commerce a chemical substance or mixture and who obtains
information that reasonably supports the conclusion that such substance or
mixture presents a substantial risk of injury to health or the environment shall
immediately inform the United States Environmental Protection Agency
(EPA). The only excuse for not meeting this duty is actual knowledge that the
EPA already has been adequately informed. The act also provides that any per
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son who manufactures, processes, or distributes in commerce any chemical
substance or mixture shall maintain records of significant adverse reactions to
health or the environment alleged to have been caused by the substance or
mixture. Records of any adverse health reactions of employees must also be
kept. In addition, records of other problems, including those stemming from
consumer complaints and reports of occupational diseases or injuries to nonem
ployees or harm to the environment, must be maintained. Any person who
manufactures, processes, or distributes in commerce a listed chemical under
this section must submit to the EPA lists of health and safety studies con
ducted by the person, known to the person, or reasonably ascertainable. TSCA
also requires notification of substantial risk to human health or the environ
ment.

.98 Regulations promulgated under the TSCA also govern the manufac
turing, processing, and distribution in commerce of polychlorinated biphenyls
(PCBs) and asbestos. The PCB regulations contain stringent requirements for
the labeling, disposal, storage, and incineration of PCBs and should be re
viewed carefully if PCB transformers or other PCB articles are present at a
facility. Under the asbestos rules, all persons who manufacture, import, or
process asbestos must report quantity, use, and exposure information to the
EPA.
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Part 2

Accounting Guidance
.99 The objective of Part 2 is to provide accounting guidance with respect
to environmental remediation liabilities that relate to pollution arising from
some past act, generally as a result of the provisions of Superfund, the correc
tive-action provisions of the Resource Conservation and Recovery Act, or
analogous state and non-United States laws and regulations. The recognition
and measurement guidance in this Part should be applied on a site-by-site
basis.

Scope
.100 The provisions of this SOP apply to all entities that prepare financial
statements in conformity with generally accepted accounting principles appli
cable to nongovernmental entities.

.101 This SOP provides guidance on accounting for environmental reme
diation liabilities and is written in the context of operations taking place in the
United States; however, the accounting guidance in this SOP is applicable to
all the operations of the reporting entity. This SOP does not provide guidance
on accounting for pollution control costs with respect to current operations or
on accounting for costs of future site restoration or closure that are required
upon the cessation of operations or sale of facilities, as such current and future
costs and obligations represent a class of accounting issues different from
environmental remediation liabilities.9 This SOP also does not provide guid
ance on accounting for environmental remediation actions that are undertaken
at the sole discretion of management and that are not induced by the threat,
by governments or other parties, of litigation or of assertion of a claim or an
assessment. Furthermore, this SOP does not provide guidance on recognizing
liabilities of insurance companies for unpaid claims or address asset impair
ment issues.

Effective Date and Transition
.102 The provisions of this SOP are effective for fiscal years beginning
after December 15,1996. Earlier application is encouraged. Although the effect
of initially applying the provisions of this SOP will, in individual cases, have
elements of a change in accounting principle and of a change in accounting
estimate, those elements often will be inseparable. Consequently, the entire
effect of initially applying the provisions of this SOP shall be reported as a
change in accounting estimate [Accounting Principles Board (APB) Opinion
No. 20, Accounting Changes, paragraphs 31 through 33]. Restatement of
previously issued financial statements is not permitted.
.103 The provisions of this SOP need not be applied to immaterial items.
9 On February 7, 1996, the Financial Accounting Standards Board (FASB) issued an exposure
draft of a proposed Statement of Financial Accounting Standards, Accounting for Certain Liabilities
Related to Closure or Removal of Long-Lived Assets.
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Chapter 5
RECOGNITION OF ENVIRONMENTAL
REMEDIATION LIABILITIES
. 104 Recognition has to do with when amounts should be reported in
financial statements. This chapter addresses that issue. Measurement, which
has to do with the amounts to be reported in financial statements, is addressed
in chapter 6. Issues with respect to both recognition and measurement of
potential recoveries are addressed in chapter 6.

Overall Approach
. 105 FASB Statement No. 5, Accounting for Contingencies, requires the
accrual of a liability if (a) information available prior to issuance of the
financial statements indicates that it is probable that an asset has been
impaired or a liability has been incurred at the date of the financial statements
and (6) the amount of the loss can be reasonably estimated.
. 106 An entity’s environmental remediation obligation that results in a
liability generally does not become determinable as a distinct event, nor is the
amount of the liability generally fixed and determinable at a specific point in
time. Rather, the existence of a liability for environmental remediation costs
becomes determinable and the amount of the liability becomes estimable over
a continuum of events and activities that help to frame, define, and verify the
liability.

. 107 The underlying cause of an environmental remediation liability is
the past or present ownership or operation of a site, or the contribution or
transportation of waste to a site, at which remedial actions (at a minimum,
investigation) must take place. For a liability to be recognized in the financial
statements, this underlying cause must have occurred on or before the date of
the financial statements.

Probability That a Liability Has Been Incurred
. 108 In the context of environmental remediation liabilities, FASB State
ment No. 5’s probability criterion consists of two elements; the criterion is met
if both of the following elements are met on or before the date the financial
statements are issued:

•

Litigation has commenced or a claim or an assessment has been
asserted, or, based on available information, commencement of litiga
tion or assertion of a claim or an assessment is probable. In other
words, it has been asserted (or it is probable that it will be asserted)
that the entity is responsible for participating in a remediation process
because of a past event.

•

Based on available information, it is probable that the outcome of such
litigation, claim, or assessment will be unfavorable. In other words, an
entity will be held responsible for participating in a remediation
process because of the past event.
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What constitutes commencement or probable commencement of litigation or
assertion or probable assertion of a claim or an assessment in relation to
particular environmental laws and regulations may require legal determina
tion.
.109 Given the legal framework within which most environmental reme
diation liabilities arise,10 AcSEC concluded that there is a presumption that,
(a) if litigation has commenced or a claim or an assessment has been asserted
or if commencement of litigation or assertion of a claim or assessment is
probable and (b) if the reporting entity is associated with the site—that is, if it
in fact arranged for the disposal of hazardous substances found at a site or
transported hazardous substances to the site or is the current or previous
owner or operator of the site—the outcome of such litigation, claim, or assess
ment will be unfavorable.

Ability to Reasonably Estimate the Liability
.110 Estimating environmental remediation liabilities involves an array
of issues at any point in time. In the early stages of the process, cost estimates
can be difficult to derive because of rmcertainties about a variety of factors. For
this reason, estimates developed in the early stages of remediation can vary
significantly; in many cases, early estimates later require significant revision.
The following are some of the factors that are integral to developing cost
estimates:

•

The extent and types of hazardous substances at a site

•

The range of technologies that can be used for remediation

•

Evolving standards of what constitutes acceptable remediation

•

The number and financial condition of other potentially responsible
parties (PRPs) and the extent of their responsibility for the remedia
tion (that is, the extent and types of hazardous substances they
contributed to the site)

.111 FASB Interpretation No. 14, Reasonable Estimation of the Amount
of a Loss, concludes that the criterion for recognition of a loss contingency in
paragraph 8(b) of FASB Statement No. 5—that “the amount of loss can be
reasonably estimated”—is met when a range of loss can be reasonably esti
mated.

.112 At the early stages of the remediation process, environmental reme
diation liabilities are not easily quantified, due in part to the uncertainties
noted previously. As a practical matter, the range of an estimated remediation
liability will be defined and refined as events in the remediation process occur.
.113 An estimate of the range of an environmental remediation liability
typically is derived by combining estimates of various components of the
liability (such as the costs of performing particular tasks, or amounts allocable
to other PRPs but that will not be paid by those other PRPs), which are
themselves likely to be ranges. For some of those component ranges, there may
be amounts that appear to be better estimates than any other amount within
the range; for other component ranges, there may be no such best estimates.
10 See the discussion of strict liability in the “Introduction” in paragraphs .03 through .10.
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Accordingly, the overall liability that is recorded may be based on amounts
representing the lower end of a range of costs for some components of the
liability and best estimates within ranges of costs of other components of the
liability.

.114 At the early stages of the remediation process, particular compo
nents of the overall liability may not be reasonably estimable. This fact should
not preclude the recognition of a liability. Rather, the components of the
liability that can be reasonably estimated should be viewed as a surrogate for
the minimum in the range of the overall liability. For example, a sole PRP that
has confirmed that it sent waste to a Superfund site and agrees to perform a
remedial investigation and feasibility study (RI/FS) may know that it will incur
costs related to the RI/FS. The PRP, although aware that the total costs
associated with the site will be greater than the cost of the RI/FS, may be
unable to reasonably estimate the overall liability because of existing uncer
tainties, for example, regarding the kinds and quantities of hazardous sub
stances present at the site and the technologies available to remediate the site.
This lack of ability to quantify the total costs of the remediation effort,
however, should not preclude recognition of the estimated cost of the RI/FS. In
this circumstance, a liability for the best estimate (or, if no best estimate is
available, the minimum amount in the range) of the cost of the RI/FS and for
any other component remediation costs that can be reasonably estimated,
should be recognized in the entity’s financial statements.

.115 Additional complexities arise if other PRPs are involved in an iden
tified site. The costs associated with remediation of a site ultimately will be
assigned and allocated among the various PRPs. The final allocation of costs
may not be known, however, until the remediation effort is substantially
complete, and it may or may not be based on an entity’s relative direct
responsibility at a site. An entity’s final obligation depends, among other
things, on the willingness of the entity and other PRPs to negotiate a cost
allocation, the results of the entity’s negotiation efforts, and the ability of other
PRPs associated with the particular site to fund the remediation effort.
.116 Uncertainties relating to the entity’s share of an environmental
remediation liability should not preclude the entity from recognizing its best
estimate of its share of the liability or, if no best estimate can be made, the
minimum estimate of its share of the liability, if the liability is probable and
the total remediation liability associated with the site is reasonably estimable
within a range. (See the section entitled “Allocation of Liability Among Poten
tially Responsible Parties” in paragraphs .133 through .139.)
.117 Changes in estimates of the entity’s remediation liability, including
revisions to the entity’s estimate of its share of the liability due to negotiation
or identification of other PRPs, should be accounted for as changes in esti
mates, in consonance with APB Opinion No. 20, Accounting Changes.

Benchmarks
.118 Certain stages of a remediation effort or process and of PRP involve
ment (see chapter 2 for a discussion of these stages) provide benchmarks that
should be considered when evaluating the probability that a loss has been
incurred and the extent to which any loss is reasonably estimable. Benchmarks
should not, however, be applied in a manner that would delay recognition
beyond the point at which FASB Statement No. 5’s recognition criteria are met.
AICPA Technical Practice Aids
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.119 The following are recognition benchmarks for a Superfund remedia
tion liability; analogous stages of the RCRA corrective-action process are also
indicated. At a minimum, the estimate of a Superfund (or RCRA) remediation
liability should be evaluated as each of these benchmarks occurs.
•

Identification and verification of an entity as a PRP. The RCRA
analogue is subjection to RCRA facility permit requirements. Receipt
of notification or otherwise becoming aware that an entity may be a
PRP compels the entity to action. The entity must examine its records
to determine whether it is associated with the site.
If, based on a review and evaluation of its records and all other
available information, the entity determines that it is associated with
the site, it is probable that a liability has been incurred. If all or a
portion of the liability is reasonably estimable, the liability should be
recognized.

In some cases, an entity will be able to reasonably estimate a range of
its liability very early in the process because the site situation is
common or similar to situations at other sites with which the entity
has been associated (for example, the remediation involves only the
removal of underground storage tanks [USTs] in accordance with the
UST program). In such cases, the criteria for recognition would be met
and the liability should be recognized. In other cases, however, the
entity may have insufficient information to reasonably estimate the
minimum amount in the range of its liability. In these cases, the
criteria for recognition would not be met at this time.
•

Receipt of unilateral administrative order. The RCRA analogue is,
generally, interim corrective measures. An entity may receive a uni
lateral administrative order compelling it to take a response action at
a site or risk penalties of up to four times the cost of the response
action. Such response actions may be relatively limited actions, such
as the performance of a remedial investigation and feasibility study
or performance of a removal action, or they may be broad actions such
as remediating a site. Under section 106 of Superfund, the EPA must
find that an “imminent and substantial endangerment” exists at the
site before such an order may be issued. No preenforcement review by
a court is authorized under Superfund if an entity elects to challenge
a unilateral administrative order.
The ability to estimate costs resulting from unilateral administrative
orders varies with factors such as site complexity and the nature and
extent of the work to be performed. The benchmarks that follow should
be considered in evaluating the ability to estimate such costs insofar
as the actions required by the unilateral administrative order involve
these benchmarks. The cost of performing the requisite work generally
is estimable within a range, and recognition of an environmental
remediation liability for costs of removal actions generally should not
be delayed beyond this point.

•

Participation, as a PRP, in the RI/FS. The RCRA analogue is RCRA
facility investigation. At this stage, the entity and possibly others have
been identified as PRPs and have agreed to pay the costs of a study
that will investigate the extent of the environmental impact of the
release or threatened release of hazardous substances and identify
site-remediation alternatives. Further, the total cost of the RI/FS
generally is estimable within a reasonable range. In addition, the iden
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tification of other PRPs and their agreement to participate in funding
the RI/FS typically provides a reasonable basis for determining the
entity’s allocable share of the cost of the RI/FS. At this stage, additional
information may be available regarding the extent of environmental
impact and possible remediation alternatives. This additional infor
mation, however, may or may not be sufficient to provide a basis for
reasonable estimation of the total remediation liability. At a mini
mum, the entity should recognize its share of the estimated total cost
of the RI/FS.
As the RI/FS proceeds, the entity’s estimate of its share of the total
cost of the RI/FS can be refined. Further, additional information may
become available based on which the entity can refine its estimates of
other components of the liability or begin to estimate other compo
nents. For example, an entity may be able to estimate the extent of
environmental impact at a site and to identify existing alternative
remediation technologies. An entity may also be able to identify better
the extent of its involvement at the site relative to other PRPs; the
universe of PRPs may be identified; negotiations among PRPs and
with federal and state EPA representatives may occur; and informa
tion may be obtained that materially affects the agreed-upon method
of remediation.

•

Completion of feasibility study. The RCRA analogue is corrective
measures study. At substantial completion of the feasibility study,
both a minimum remediation liability and the entity’s allocated share
generally will be reasonably estimable.
The feasibility study should be considered substantially complete no
later than the point at which the PRPs recommend a proposed course
of action to the EPA. If the entity had not previously concluded that it
could reasonably estimate the remediation liability (the best estimate
or, if no amount within an estimated range of loss was a better
estimate than any other amount in the range, the minimum amount
in the range), recognition should not be delayed beyond this point, even
if uncertainties, for example, about allocations to individual PRPs and
potential recoveries from third parties, remain.

•

Issuance of record ofdecision (ROD). The RCRA analogue is approval
of corrective measures study. At this point, the EPA has issued its
determination specifying a preferred remedy. Normally, the entity and
other PRPs have begun, or perhaps completed, negotiations, litigation
(see the section, “Impact of Potential Recoveries” in paragraphs .140
and .141), or both for their allocated share of the remediation liability.
Accordingly, the entity’s estimate normally can be refined based on
the specified preferred remedy and a preliminary allocation of the total
remediation costs.

•

Remedial Design Through Operation and Maintenance, Including
Postremediation Monitoring. The RCRA analogue is corrective meas
ures implementation. During the design phase of the remediation,
engineers develop a better sense of the work to be done and are able
to provide more precise estimates of the total remediation cost. Fur
ther information likely will become available at various points until
the site is delisted, subject only to postremediation monitoring. The
entity should continue to refine and recognize its best estimate of its
final obligation as this additional information becomes available.
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Chapter 6

MEASUREMENT OF ENVIRONMENTAL
REMEDIATION LIABILITIES
.120 Measurement has to do with the amounts to be reported in financial
statements. This chapter addresses that issue. Recognition,' which has to do
with when amounts should be reported in financial statements, is addressed
in chapter 5.

Overall Approach .
.121 Once an entity has determined that it is probable that an environ
mental remediation liability has been incurred, the entity should estimate that
liability based on available information. (Also see the section entitled “Ability
to Reasonably Estimate the Liability” in paragraphs .110 through .117.) The
estimate of the liability includes the entity’s—
a.

Allocable share of the liability for a specific site.

b.

Share of amounts related to the site that will not be paid by other
potentially responsible parties (PRPs) or the government.

.1 22 Making the appropriate measurement of an entity’s remediation
liability involves the following issues:

•

Costs that should be included in the measurement

•

Whether the measurement should consider the effects of expected
future events or developments, including discounting considerations

•

How the measurement should be affected by the existence of other
PRPs

•

How the measurement should be affected by potential recoveries

. 123 Two kinds of costs that may be involved in environmental remedia
tion situations are not discussed in this chapter. These costs—natural resource
damages and toxic torts—are identified in paragraphs .21 and .48 through .50
in chapter 2 of this SOP. Concepts and practices with respect to natural
resource damages are still evolving, and third-party suits are too case-specific
for general guidance. The accounting guidance with respect to litigation [FASB
Statement No. 5, especially paragraphs 33 through 39] should be considered in
accounting for and the disclosure of such costs.

Costs to Be Included
. 124 The Accounting Standards Executive Committee (AcSEC) concluded
that the costs to be included in the measurement are the following:
a.

Incremental direct costs of the remediation effort

b.

Costs of compensation and benefits for those employees who are
expected to devote a significant amount of time directly to the
remediation effort, to the extent of the time expected to be spent
directly on the remediation effort

The remediation effort is considered on a site-by-site basis; it includes the
following:
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•

Precleanup activities, such as the performance of a remedial investi
gation, risk assessment, or feasibility study and the preparation of a
remedial action plan and remedial designs for a Superfund site, or the
performance of a Resource Conservation and Recovery Act of 1976
(RCRA) facility assessment, RCRA facility investigation, or RCRA
corrective measures studies

•

Performance of remedial actions under Superfund, corrective actions
under RCRA, and analogous actions under state and non-United
States laws

•

Government oversight and enforcement-related activities

•

Operation and maintenance of the remedy, including required postre
mediation monitoring

. 125 Examples of incremental direct costs of the remediation effort in
clude the following:
•

Fees to outside law firms for work related to determining the extent
of remedial actions that are required, the type of remedial actions to
be used, or the allocation of costs among PRPs

•

Costs related to completing the remedial investigation/feasibility
study (RI/FS)

•

Fees to outside engineering and consulting firms for site investiga
tions and the development of remedial action plans and remedial
designs

•

Costs of contractors performing remedial actions

•

Government oversight costs and past costs; usually this is based on
the cost incurred by the United States Environmental Protection
Agency (EPA) or other governmental authority dealing with the site

•

The cost of machinery and equipment that is dedicated to the remedial
actions and that does not have an alternative use

•

Assessments by a PRP group covering costs incurred by the group in
dealing with a site

•

Costs of operation and maintenance of the remedial action, including
the costs of postremediation monitoring required by the remedial
action plan

.126 Determining (a) the extent of remedial actions that are required, (b)
the type of remedial actions to be used, and (c) the allocation of costs among
PRPs is part of the remediation effort, and the costs of making such determi
nations, including legal costs, are to be included in the measurement of the
remediation liability. The costs of services related to routine environmental
compliance matters and litigation costs involved with potential recoveries are
not part of the remediation effort. Litigation costs involved with potential
recoveries should be charged to expense as incurred until realization of the
claim for recovery is considered probable and an asset relating to the recovery
is recognized, at which time any remaining such legal costs should be consid
ered in the measurement of the recovery. The determination of what legal costs
are for potential recoveries rather than for determining the allocation of costs
among PRPs will depend on the specific facts and circumstances of each
situation.
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.127 Examples of employees who may devote a significant amount of time
directly to the remediation effort include the following:

•

The internal legal staff that is involved with the determination of the
extent of remedial actions that are required, the type of remedial
action to be used, and the allocation of costs among PRPs

•

Technical employees who are involved with the remediation effort

Estimates of the compensation and benefits costs to be incurred for a specific
site should be made in connection with the initial recording of the remediation
liability and subsequently adjusted at each reporting date to reflect the current
estimate of such costs to be incurred in the future.

Effect of Expected Future Events or Developments
.128 The time period necessary to remediate a particular site may extend
several years, and the laws governing the remediation process and the technol
ogy available to complete the remedial action may change before the remedial
action is complete. Additionally, the impact of inflation and productivity im
provements can change the estimates of costs to be incurred.

.129 Existing authoritative accounting literature is inconsistent in the
treatment of expected future events and developments in currently measuring
assets and liabilities. AcSEC concluded that for purposes of measuring envi
ronmental remediation liabilities, the measurement should be based on en
acted laws and adopted regulations and policies. No changes therein should be
anticipated. The impact of changes in laws, regulations, and policies should be
recognized when such changes are enacted or adopted.

.130 Remediation technology is changing constantly, and, in many cases,
new technologies have resulted in modified costs for environmental remedia
tion. The remedial action plan that is used to develop the estimate of the
liability should be based on the methodology that is expected to be approved to
complete the remediation effort. Once a methodology has been approved, that
methodology and the technology available therefor should be the basis for
estimating the liability until it is probable that there will be formal acceptance
of a revised methodology.

.131 The measurement of environmental remediation liabilities should be
based on the reporting entity’s estimate of what it will cost to perform each of
the elements of the remediation effort (determined in accordance with para
graphs .124, .126, .129, and .130) when those elements are expected to be
performed. Although this approach is sometimes referred to in shorthand
fashion as “considering inflation,” it does not simply rely on an inflation
index11 and should take into account factors such as productivity improve
ments due to learning from experience with similar sites and similar remedial
action plans. In situations in which it is not practicable to estimate inflation
and such other factors because of uncertainty about the timing of expenditures,
a current-cost estimate would be the minimum in the range of the liability to
be recorded until such time as these cost effects can be reasonably estimated.
.132 The measurement of the liability, or of a component of the liability,
may be discounted to reflect the time value of money if the aggregate amount
of the liability or component and the amount and timing of cash payments for
11 Cost estimates submitted to the EPA usually include a prescribed inflation factor.
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the liability or component are fixed or reliably determinable. (Note that these
criteria would not be met in situations in which paragraph .131 permits use of
a current-cost estimate.) For this purpose, the amount of the liability or
component is the reporting entity’s allocable share of the undiscounted joint
and several liability for the remediation effort or of a component of that
liability. This conclusion is consistent with the guidance in the FASB Emerging
Issues Task Force (EITF) Issue 93-5.12 For entities that file with the Securities
and Exchange Commission (SEC), the guidance in Staff Accounting Bulletin
(SAB) No. 92 with respect to the discount rate to be used—a rate that will
produce an amount at which the environmental liability theoretically could be
settled in an arm’s-length transaction with a third party and that should not
exceed the interest rate on monetary assets that are essentially risk-free and
have maturities comparable to that of the environmental liability—should be
followed.

Allocation of Liability Among Potentially
Responsible Parties
.133 The environmental remediation liability recorded by an entity
should be based on that entity’s estimate of its allocable share of the joint and
several remediation liability. The estimation of an entity’s allocable share of
the joint and several remediation liability for a site requires an entity to (a)
identify the PRPs for the site, (b) assess the likelihood that other PRPs will pay
their full allocable share of the joint and several remediation liability, and (c)
determine the percentage of the liability that will be allocated to the entity.

Identification of PRPs for a Site
.134 For purposes of estimating an entity’s allocable share of the joint and
several remediation liability for a site, those parties that are potentially
responsible for paying the remediation liability belong to one of the following
five PRP categories:
a.

Participating PRPs. Participating PRPs acknowledge their po
tential involvement with respect to a site. Some may participate in
the various administrative, negotiation, monitoring, and remedia
tion activities related to the site. Others may adopt a passive stance
and simply monitor the activities and decisions of the more involved
PRPs. This passive stance could result from a variety of factors such
as the entity’s lack of experience, limited internal resources, or
relative involvement at a site. This category of PRPs (both active and
passive) is also referred to as players.

b.

Recalcitrant PRPs. Recalcitrant PRPs adopt a recalcitrant atti
tude toward the entire remediation effort even though evidence exists

12 In developing this and certain other guidance in this SOP, AcSEC considered the guidance in
EITF Issue 93-5, Accounting for Environmental Liabilities. By incorporating the guidance in EITF
Issue 93-5 into this SOP and subjecting that guidance to the due process afforded SOPs, including
public comment, the conclusions in that EITF consensus are effectively superseded. That guidance,
now incorporated in this SOP, occupies a higher position in the hierarchy of sources of generally
accepted accounting principles (GAAP) set forth in Statement on Auditing Standards (SAS) No. 69,
The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles, than
essentially the same guidance as it is presented in EITF Issue 93-5.
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that points to their involvement at a site. Some may adopt this
attitude out of ignorance of the law; others may do so in the hope that
they will be considered a nuisance and therefore ignored. Typically,
parties in this category must be sued in order to collect their allocable
share of the remediation liability; however, it may be that it is not
economical to bring such suits because the parties’ assets are limited.
This category of PRPs is also referred to as nonparticipating PRPs.
c.

Unproven PRPs. Unproven PRPs have been identified as PRPs by
the EPA but do not acknowledge their potential involvement because
there is currently no substantive evidence to link them to the site.
Some ultimately may be dropped from the PRP list because no
substantive evidence is found to link them to the site. For others,
substantive evidence eventually may be found that points to their
liability. The presentation of that evidence to the entity would result
in a reclassification of the party from this category of PRPs (some
times referred to as “hiding in the weeds”) to either the participating
PRP or recalcitrant PRP category.

d.

Parties that have not yet been identified as PRPs. At early stages of
the remediation process, the list of PRPs may be limited to a handful
of entities that either were significant contributors of waste to the
site or were easy to identify, for example, because of their proximity
to the site or because of labeled material found at the site. As further
investigation of the site occurs and as remediation activities take
place, additional PRPs may be identified. Once identified, the addi
tional PRPs would be reclassified from this category to either the
participating PRP or recalcitrant PRP category. The total number of
parties in this category and their aggregate allocable share of the
remediation liability varies by site and cannot be reliably determined
prior to the specific identification of individual PRPs. This category
of PRPs is sometimes referred to as unknown PRPs.

e.

Parties that are PRPs but cannot be located or have no assets. Some
of these parties may be identified by the EPA; others may be identi
fied as the site is investigated or as the remediation is performed.
However, no contributions will ever be made by these parties. This
category of PRPs is sometimes referred to as the orphan share.

Over the duration of a remediation project, individual entities may move from
one PRP category to another.

Allocation Process
.1 35 In estimating its allocable share of the joint and several remediation
liability for a site, there is a rebuttable presumption that costs will be allocated
only among participating PRPs, as that category exists at the date of issuance
of the financial statements.
.1 36 There are numerous ways to allocate liabilities among PRPs. The four
principal factors considered in a typical allocation process are the following:
a.

Elements offair share. Examples are the amount of waste based on
volume; the amount of waste based on mass, type of waste, toxicity
of waste; the length of time the site was used.

b.

Classification ofPRP. Examples are site owner, site operator, trans
porter of waste, generator of waste.
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c.

Limitations on payments. This characteristic includes any statutory
or regulatory limitations on contributions that may be applicable
to a PRP. For example, in the reauthorization of the Comprehen
sive Environmental Response, Compensation, and Liability Act
(CERCLA), it has been proposed that the statute limit the contribu
tion of a municipality to 10 percent of the total remediation liability,
irrespective of the municipality’s allocable share.

d.

Degree ofcare. This refers to the degree of care exercised in selecting
the site or in selecting a transporter.

.1 37 PRPs may reach an agreement among themselves as to the alloca
tion method and percentages to be used, they may hire an allocation consultant
whose conclusions may or may not be binding, or they may request a nonbind
ing allocation of responsibility from the EPA. The allocation method or percent
ages used may change as the remediation project moves forward. An
agreement to reallocate the preliminarily allocated liability at the end of the
remediation project may exist, or the allocation percentages may be adjusted
during the project to reflect prior allocations that subsequently are agreed to
have been inequitable.

.1 38 An entity should determine its allocable share of the joint and
several remediation liability for a site based on its estimate of the allocation
method and percentage that ultimately will be used for the entire remediation
effort. The primary sources for this estimate should be the allocation method
and percentages that (a) the PRPs have agreed to (whether that agreement
applies to the entire remediation effort or to the costs incurred in the current
phase of the remediation process), (b) has been assigned by a consultant, or (c)
has been determined by the EPA. If the entity’s estimate of the ultimate
allocation method and percentage differs significantly from the method or
percentage from these primary sources, the entity’s estimate should be based
on objective, verifiable information. Examples of objective, verifiable informa
tion include existing data about the kinds and quantities of waste at the site,
experience with allocation approaches in comparable situations, reports of
environmental specialists (internal or external), and internal data refuting
EPA allegations about the entity’s contribution of waste (kind, volume, and so
forth) to the site.
.1 39 An entity should assess the likelihood that each PRP will pay its
allocable share of the joint and several remediation liability. That assessment
should be based primarily on the financial condition of the participating PRP.
This assessment requires the entity to gain an understanding of the financial
condition of the other participating PRPs and to update and monitor this
information as the remediation progresses. The entity should include in its
liability its share of amounts related to the site that will not be paid by other
PRPs or the government.

Impact of Potential Recoveries
.1 40 Potential recoveries of amounts expended for environmental reme
diation are distinguishable from the allocation of costs subject to joint and
several liability, which is discussed in the preceding section, “Allocation of
Liability Among Potentially Responsible Parties,” in paragraphs .133 through
.139. Potential recoveries may be claimed from a number of different parties or
sources, including insurers, PRPs other than participating PRPs (see the section
AICPA Technical Practice Aids
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entitled “Identification of PRPs for a Site” in paragraph .134), and governmen
tal or third-party funds. The amount of an environmental remediation liability
should be determined independently from any potential claim for recovery, and
an asset relating to the recovery should be recognized only when realization of
the claim for recovery is deemed probable.13 If the claim is the subject of
litigation, a rebuttable presumption exists that realization of the claim is not
probable.

.141 Fair value should be used to measure the amount of a potential
recovery. The concept of fair value requires consideration of both transaction
costs related to the receipt of the recovery (see paragraph .126) and the time
value of money. However, the time value of money should not be considered in
the determination of the recorded amount of a potential recovery if (a) the
liability is not discounted and (b) the timing of the recovery is dependent on the
timing of the payment of the liability. In most circumstances, the point in time
at which a liability for environmental remediation is both probable and reason
ably estimable will precede the point in time at which any related recovery is
probable of realization.

13 The term probable is used in this SOP with the specific technical meaning in FASB Statement
No. 5, paragraph 3.
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Chapter 7
DISPLAY AND DISCLOSURE
.142 This chapter addresses display and disclosure of environmental
remediation-related matters in the context of financial statements prepared in
conformity with GAAP. Entities subject to the rules and regulations of the SEC
must also adhere to various SEC guidance that applies to environmental
matters, particularly SAB No. 92; Regulation S-K Rules 101,103, and 303; and
Financial Reporting Release No. 36.

.143 Display issues are discussed in the context of: (a) the balance sheet
and (b) the income statement. Disclosure issues are discussed in the context of:
(a) accounting principles, (b) environmental remediation loss contingencies, (c)
environmental remediation costs recognized currently, and (d) conclusions on
loss contingencies and other matters. The disclosures discussed in these con
texts are two-tiered: (a) disclosures that are required and (b) disclosures that
are encouraged, but not required. This SOP does not discourage entities from
disclosing additional information that they believe will further users’ under
standing of the entity’s financial statements.

Balance Sheet Display
.144 An entity’s balance sheet may include several assets that relate to
an environmental remediation obligation. Among them are the following:
•

Receivables from other PRPs that are not providing initial funding

•

Anticipated recoveries from insurers

•

Anticipated recoveries from prior owners as a result of indemnification
agreements

.145 Chapter 6 addresses an entity’s recognition and measurement of
potential recoveries related to its environmental remediation liabilities (see
the section entitled “Impact of Potential Recoveries” in paragraphs .140
through .141). FASB Interpretation No. 39, Offsetting of Amounts Related to
Certain Contracts, addresses the issue of offsetting environmental liabilities
and related recoveries in the balance sheet. FASB Interpretation No. 39 states
that a right of setoff exists only when all of the following conditions are met.

•

Each of two parties owes the other determinable amounts.

•

The reporting party has the right to set off the amounts owed with the
amount owed the other party.

•

The reporting party intends to set off.

•

The right of setoff is enforceable at law.

.146 A debtor that has a right of setoff that meets all of these conditions
may offset the related asset and liability and report the net amount. It would
be rare, if ever, that the facts and circumstances surrounding environmental
remediation liabilities and related receivables and potential recoveries would
meet all of these conditions.
AICPA Technical Practice Aids
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Income Statement Display
.147 Recording an environmental remediation liability usually results in
a corresponding charge to income, and the guidance herein with respect to the
income statement refers to such charges. In certain situations, such as those
described in FASB EITF Issues 90-8 and 89-13 (see reprints of these EITF
Issues in appendix A [paragraph .173]), it may be appropriate to capitalize
environmental remediation costs. Also, in conjunction with the initial record
ing of a purchase business combination or the final estimate of a preacquisition
contingency at the end of the allocation period following the guidance in APB
Opinion No. 16, Business Combinations, and FASB Statement No. 38, Account
ing for Preacquisition Contingencies of Purchased Enterprises, the environ
mental remediation liability is considered in the determination and allocation
of the purchase price. By analogy to the accounting for a purchase business
combination, the recording of an environmental remediation liability in con
junction with the acquisition of property would affect the amount recorded as
an asset. Finally, the recording of the receipt of property as a contribution
received following the guidance in FASB Statement No. 116, Accounting for
Contributions Received and Contributions Made, should include the effect of
any environmental remediation liability that is recorded in conjunction with
the contribution.

.148 APB Opinion 30, Reporting the Results of Operations, sets forth the
criteria for reporting extraordinary items. The incurrence of environmental
remediation obligations is not an event that is unusual in nature. As such, the
related costs and recoveries do not meet the criteria for classification as
extraordinary.
.149 Furthermore, it is particularly difficult to substantiate the classifi
cation of environmental remediation costs as a component of nonoperating
expenses. Because the events underlying the incurrence of the obligation relate
to an entity’s operations, remediation costs should be charged against opera
tions. Although charging the costs of remediating past environmental impacts
against current operations may appear debatable because of the time between
the contribution or transportation of waste materials containing hazardous
substances to a site and the subsequent incurrence of remediation costs,
environmental remediation-related expenses have become a regular cost of
conducting economic activity. Accordingly, environmental remediation-related
expenses should be reported as a component of operating income in income
statements that classify items as operating or nonoperating. Credits arising
from recoveries of environmental losses from other parties should be reflected
in the same income statement line. Any earnings on assets that are reflected
on the entity’s financial statements and are earmarked for funding its environ
mental liabilities should be reported as investment income.
.150 Environmental remediation-related expenses and related recoveries
attributable to discontinued operations that were accounted for as such in
accordance with APB Opinion 30 should be classified as discontinued opera
tions.

Disclosure of Accounting Principles
.151 APB Opinion 22, Disclosure of Accounting Policies, provides guid
ance regarding accounting principles that should be described in the account
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ing policies note to the financial statements. APB Opinion 22, paragraph 12,
indicates that entities should disclose those accounting principles that “mate
rially affect the determination of financial position or results of operations.”
Particularly, entities should disclose accounting principles and the methods of
applying those principles where alternatives exist.

.152 With respect to environmental remediation obligations, financial
statements should disclose whether the accrual for environmental remediation
liabilities is measured on a discounted basis. If an entity utilizes present-value
measurement techniques, additional disclosures are appropriate, and are dis
cussed further in the section entitled “Recognized Losses and Recoveries of
Losses, and Reasonably Possible Loss Exposures” in paragraphs .160 through
.164.
.153 Because environmental remediation costs have become increasingly
significant, and because the accounting for many environmental loss contin
gencies often involves subjective judgments, disclosure of accrual benchmarks
for remediation obligations is useful to further users’ understanding of the
entity’s financial statements. Accordingly, entities are encouraged, but not
required, to disclose the event, situation, or set of circumstances that generally
triggers recognition of loss contingencies that arise out of the entity’s environ
mental remediation-related obligations (for example, during or upon comple
tion of the feasibility study).14 Also, entities are encouraged to disclose their
policy concerning the timing of recognition of recoveries.
.154 An illustration of an accounting policies note disclosure for environ
mental remediation-related costs follows (information that is italicized and
enclosed in brackets is not required):
Environmental Remediation Costs—[Enterprise A accrues for losses associated
with environmental remediation obligations when such losses are probable and
reasonably estimable. Accruals for estimated losses from environmental reme
diation obligations generally are recognized no later than completion of the
remedial feasibility study.
Such accruals are adjusted as further information develops or circumstances
change.] Costs of future expenditures for environmental remediation obliga
tions are not discounted to their present value. [Recoveries of environmental
remediation costs from other parties are recorded as assets when their receipt is
deemed probable.]

Disclosures for Environmental Remediation
Loss Contingencies
.155 FASB Statement No. 5 provides the primary guidance applicable to
disclosures of environmental remediation loss contingencies. Paragraphs 9 and
10 of FASB Statement No. 5 state:
9. Disclosure of the nature of an accrual made pursuant to the provisions of
paragraph 8 [of Statement No. 5], and in some circumstances the amount
accrued, may be necessary for the financial statements not to be misleading.
10. If no accrual is made for a loss contingency because one or both of the
conditions in paragraph 8 are not met, or if an exposure to loss exists in excess
of the amount accrued pursuant to the provisions of paragraph 8, disclosure of
14 An accrual benchmark cannot operate in a manner that would delay the accrual of a loss
contingency beyond the point required by the provisions of FASB Statement No. 5, Accounting for
Contingencies.
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the contingency shall be made when there is at least a reasonable possibility
that a loss or an additional loss may have been incurred. The disclosure shall
indicate the nature of the contingency and shall give an estimate of the possible
loss or range of loss or state that such an estimate cannot be made. Disclosure
is not required of a loss contingency involving an unasserted claim or assess
ment when there has been no manifestation by a potential claimant of an
awareness of a possible claim or assessment unless it is considered probable
that a claim will be asserted and there is a reasonable possibility that the
outcome will be unfavorable. [footnotes omitted]

.156 The disclosure requirements of SOP 94-6, Disclosure of Certain
Significant Risks and Uncertainties [section 10,640], also apply to environ
mental remediation liabilities. SOP 94-6, paragraphs 12 through 14 [section
10,640.12 through .14] state in part:
12. In addition to disclosures required by FASB Statement No. 5 and other
accounting pronouncements, this SOP requires disclosures regarding estimates
used in the determination of the carrying amounts of assets or liabilities or
disclosure of gain or loss contingencies, as described below.
13. Disclosure regarding an estimate should be made when known information
available prior to issuance of the financial statements indicates that both of the
following criteria are met:

•

It is at least reasonably possible that the estimate of the effect on the
financial statements of a condition, situation, or set of circumstances
that existed at the date of the financial statements will change in the
near term due to one or more future confirming events.

•

The effect of the change would be material to the financial statements.

14. The disclosure should indicate the nature of the uncertainty and include
an indication that it is at least reasonably possible that a change in the estimate
will occur in the near term. If the estimate involves a loss contingency covered
by FASB Statement No. 5, the disclosure should also include an estimate of the
possible loss or range of loss or state that such an estimate cannot be made.
Disclosure of the factors that cause the estimate to be sensitive to change is
encouraged but not required.

.15 7 This SOP incorporates the disclosure requirements set forth in EITF
Issue 93-5 concerning discounting of environmental remediation liabilities and
of assets that are recognized relating to recovery of a portion or all of such a
liability.

.15 8 Uncertainties associated with environmental remediation loss con
tingencies are pervasive, and they often result in wide ranges of reasonably
possible losses with respect to such contingencies. Further, resolution of the
uncertainties and the cash-flow effects of the loss contingencies often occur
over a span of many years. Accordingly, this SOP encourages, but does not
require, additional specific disclosures15 with respect to environmental reme
diation loss contingencies that would be useful to further users’ understanding
of the entity’s financial statements.
.15 9 Paragraphs 9 and 10 of FASB Statement No. 5 provide for disclo
sures related to three different aspects of loss contingencies: (a) recognized los
15 Nothing in this SOP eliminates disclosures that are required by FASB Statement No. 5 or SOP
94-6 [section 10,640].
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ses and reasonably possible (additional) loss exposures, (b) probable but not
reasonably estimable losses, and (c) unasserted claims. Following are the
disclosures that are required or encouraged by Statement No. 5, SOP 94-6
[section 10,640], and this SOP for each aspect.

Recognized Losses and Recoveries of Losses, and Reasonably
Possible Loss Exposures
.160 If the FASB Statement No. 5 criteria of remote, reasonably possible,
and probable were mapped onto a range of likelihood of the existence of a loss
spanning from zero to 100 percent, the reasonably possible portion would span
a significant breadth of the range starting from remote and ending with
probable. The potential outcomes of environmental remediation loss contin
gencies often span a range of possibilities. If a loss is deemed probable and it
is reasonably estimable, it is recognized; however, beyond the recognized
losses, there may be additional exposure to loss that is reasonably possible.
This often happens in situations in which a range of possible outcomes is
identified and, in accordance with FASB Interpretation No. 14, the entity
records either a best estimate within the range or the minimum amount in the
range, thus leaving unrecorded amounts of additional possible loss for the
higher cost outcomes.16 In other situations, no loss may be probable, but a loss
is reasonably possible. There may also be situations where a loss is probable,
but no amount that would be material to the entity is reasonably estimable (see
the subsequent section entitled “Probable But Not Reasonably Estimable
Losses” in paragraphs .165 through .167).

.161 With respect to recorded accruals for environmental remediation
loss contingencies and assets for third-party recoveries related to environ
mental remediation obligations, financial statements should disclose the fol
lowing:
a.

The nature of the accruals, if such disclosure is necessary for the
financial statements not to be misleading, and, in situations where
disclosure of the nature of the accruals is necessary, the total amount
accrued for the remediation obligation, if such disclosure is also
necessary for the financial statements not to be misleading

b.

If any portion of the accrued obligation is discounted, the undiscounted amount of the obligation and the discount rate used in the
present-value determinations

c.

If the criteria of SOP 94-6 [section 10,640] are met with respect to
the accrued obligation or to any recognized asset for third-party
recoveries, an indication that it is at least reasonably possible that a
change in the estimate of the obligation or of the asset will occur in
the near term

.1 62 With respect to reasonably possible loss contingencies, including
reasonably possible loss exposures in excess of the amount accrued, financial
statements should disclose the following:
a.

The nature of the reasonably possible loss contingency, that is, a
description of the reasonably possible remediation obligation, and an
estimate of the possible loss exposure or the fact that such an
estimate cannot be made

16 When an overall liability is estimated by combining estimates of various components of the
liability, additional possible losses present in the component estimates must be considered in deter
mining an overall additional possible loss.
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If the criteria of SOP 94-6 [section 10,640] are met with respect to
estimated loss (or gain) contingencies, an indication that it is at least
reasonably possible that a change in the estimate will occur in the
near term
.1 63 Entities also are encouraged, but not required, to disclose the follow

b.

ing:
a.

b.
c.

d.

e.

The estimated time frame of disbursements for recorded amounts if
expenditures are expected to continue over the long term
The estimated time frame for realization of recognized probable
recoveries, if realization is not expected in the near term
If the criteria of SOP 94-6 [section 10,640] are met with respect to
the accrued obligation, to any recognized asset for third-party recov
eries, or to reasonably possible loss exposures or disclosed gain
contingencies, the factors that cause the estimate to be sensitive to
change
If an estimate of the probable or reasonably possible loss or range of
loss cannot be made, the reasons why it cannot be made
If information about the reasonably possible loss or the recognized
and additional reasonably possible loss for an environmental reme
diation obligation related to an individual site is relevant to an
understanding of the financial position, cash flows, or results of
operations of the entity, the following with respect to the site:

•

The total amount accrued for the site

•

The nature of any reasonably possible loss contingency or addi
tional loss, and an estimate of the possible loss or the fact that
an estimate cannot be made and the reasons why it cannot be
made

•

Whether other PRPs are involved and the entity’s estimated
share of the obligation

•

The status of regulatory proceedings

•
The estimated time frame for resolution of the contingency
.164 The following is an illustration of disclosure for a situation in
which—
a. An entity is involved in a single environmental site at which a
number of potential outcomes may occur.
b. There is a probable, reasonably estimable recovery from a third
party.
c.
The entity has accrued for the most likely outcome within a range of
possible outcomes for each component.
d. The nature of the amounts accrued for remediation and the related
probable recovery are necessary to be disclosed in order for the
financial statements not to be misleading.
e. There is a reasonably possible loss exposure in excess of the amount
accrued that is material and it is reasonably possible that a change
in estimate that would be material to the financial statements will
occur in the near term.
Information that is not required is italicized and enclosed in brackets.
Enterprise A has been notified by the United States Environmental Protection
Agency (EPA) that it is a potentially responsible party (PRP) under Superfund
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legislation [with respect to XYZ site in Sometown, USA, a disposal site pre
viously used in its chemical-fertilizer business. The EPA has also identified ten
other PRPs for XYZ. A remedial investigation and feasibility study has been
completed, and the results of that study have been forwarded to the EPA The
study indicates a range of viable remedial approaches, but agreement has not
yet been reached with the EPA on the final remediation approach. The PRP
group has preliminarily agreed to an allocation that sets Enterprise A’s share
of the cost of remediating XYZ site at 6 percent.] Enterprise A has accrued its
best estimate of its obligation with respect to the site at December 31, 199X,
[which is $10 million and which is included in long-term liabilities and is
expected to be disbursed over the next ten years. If certain of the PRPs are
ultimately not able to fund their allocated shares or the EPA insists on a more
expensive remediation approach,] Enterprise A could incur additional obliga
tions of up to $7 million. It is reasonably possible that Enterprise A’s recorded
estimate of its obligation may change in the near term.
With respect to the environmental obligation discussed above, the site was
acquired in 1982, and, in connection with that acquisition, the former owner
partially indemnified Enterprise A for environmental impacts occurring prior
to the acquisition. [Based on existing documentation indicating the years in
which the business shipped wastes to XYZ and the terms of the indemnification
in the acquisition agreement,] Enterprise A [believes it is probable that it will
recover from the prior owners 50 percent of its allocated remediation costs for
XYZ and, accordingly,] has recorded a receivable of $5 million at December 31,
199X.

Probable But Not Reasonably Estimable Losses
.165 An entity often is able to determine early in the remediation process
that it is probable it has an obligation, even though the determination of a
reasonable estimate of the total cost of that obligation may take additional time
(for example, due to the necessity of organizing a PRP group, studying and
evaluating the site, or negotiating the scope of the remediation required with
the regulatory authorities and other constituencies). In situations in which a
probable obligation exists, FASB Statement No. 5 and Interpretation No. 14
require that the best estimate of the loss be recorded or, if the reasonable
estimate of the loss is a range and there is no best estimate within the range,
that the minimum amount in the range be recorded. However, it may be that
there is no best estimate and the minimum amount in the range of the overall
liability is not a material amount.

.166 Even though an entity may not be able to establish a reasonable
estimate of a material loss or a range of reasonably estimable material loss
exposure that must be recorded, in many cases it can determine early in the
investigation whether the costs of environmental remediation, in fact, may be
material (that is, the upper end of the range of the reasonable estimate of the
loss is material). If an entity’s probable but not reasonably estimable environ
mental remediation obligations may be material, the financial statements
should disclose the nature of the probable contingency, that is, a description of
the remediation obligation, and the fact that a reasonable estimate cannot
currently be made. Entities also are encouraged, but not required, to disclose
the estimated time frame for resolution of the uncertainty as to the amount of
the loss.
.167 An illustration of disclosure of a probable but not yet reasonably
estimable environmental remediation loss contingency follows (information
that is italicized and enclosed in brackets is not required):
AICPA Technical Practice Aids
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Enterprise A has been notified by the U.S. Environmental Protection Agency
(EPA) that it is a potentially responsible party (PRP) with respect to environ
mental impacts [identified at the XYZ site in Sometown, USA. Several meetings
have been held with the EPA and the other identified PRPs, and a remedial
investigation has recently commenced.} Although a loss is probable, it is not
possible at this time to reasonably estimate the amount of any obligation for
remediation [of XYZ site] that would be material to Enterprise A’s financial
statements [because the extent of environmental impact, allocation among the
PRPs, remediation alternatives (which could involve no or minimal efforts), and
concurrence of the regulatory authorities have not yet advanced to the stage
where a reasonable estimate ofany loss that would be material to the enterprise
can be made}. [A reasonable estimate of a material obligation, ifany, is expected
to be possible in
]

Unasserted Claims
.168 Whether notification by regulatory authorities in relation to particu
lar environmental laws and regulations constitutes the assertion of a claim is
a matter of legal determination. If an entity concludes that it has no current
legal obligation to remediate a situation of probable or possible environmental
impact, then in accordance with paragraph 10 of FASB Statement No. 5, no
disclosure is required. Similarly, future actions of an entity, when they occur,
may create a legal obligation to perform environmental remediation; however,
no obligation exists currently (for example, if the obligation arises only when
and if an entity ceases to operate a facility).17 However, if an entity is required
by existing laws and regulations to report the release of hazardous substances
and to begin a remediation study or if assertion of a claim is deemed probable,
the matter would represent a loss contingency subject to the disclosure provi
sions of Statement No. 5, paragraph 10, regardless of a lack of involvement by
a regulatory agency.

Other Considerations
.169 For SEC registrants, other financial statement disclosure considera
tions related to environmental loss exposures are set forth in the SEC’s SAB
No. 92, Topic 5-Y, Question 5 (see reprint of SAB No. 92 in appendix A
[paragraph .173]). Also, Question 7 of the SAB discusses disclosures for site
restoration costs or other environmental exit costs.

Environmental Remediation Costs Recognized Currently
.170 Entities are encouraged but not required to disclose the amount of
environmental remediation costs recognized in the income statement in the
following detail:

•

The amount recognized for environmental remediation loss contingen
cies in each period

•

The amount of any recovery from third parties that is credited to
environmental remediation costs in each period

17 This SOP does not provide guidance on accounting for pollution control costs with respect to
current operations or on accounting for costs of future site restoration or closure that are required
upon the cessation of operations or sale of facilities.
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The income statement caption in which environmental remediation
costs and credits are included

Conclusions on Loss Contingencies and Other Matters
.171 Financial statements may include a contingency conclusion that
addresses the estimated total unrecognized exposure to environmental reme
diation and other loss contingencies. Such contingency conclusions may state,
for example, that “management believes that the outcome of these uncertain
ties should not have (or “may have”) a material adverse effect on the financial
condition, cash flows, or operating results of the enterprise.” Alternatively, the
disclosure may indicate that the adverse effect could be material to a particular
financial statement or to results and cash flows of a quarterly or annual
reporting period. Although potentially useful information, these conclusions
are not a substitute for the required disclosures of this SOP and of FASB
Statement No. 5, such as their requirement to disclose the amounts of material
reasonably possible additional losses or to state that such an estimate cannot
be made. Also, the assertion that the outcome should not have a material
adverse effect must be supportable. If the entity is unable to estimate the
maximum end of the range of possible outcomes, it may be difficult to support
an assertion that the outcome should not have a material adverse effect.

.172 Entities may wish to provide a description of the general applicabil
ity and impact of environmental laws and regulations upon their business and
how the existence of such laws and regulations may give rise to loss contingen
cies for future environmental remediation. Such disclosures often acknowledge
the uncertainty of the effect of possible future changes to environmental laws
and their application, and they are frequently made on an aggregated basis,
considering the entity’s total exposures for all its environmental sites.

AICPA Technical Practice Aids
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Appendix A
Current Authoritative Literature

FASB Statement No. 5, Accounting for Contingencies, and FASB
Interpretation No. 14, Reasonable Estimation of the Amount of
a Loss—An Interpretation of FASB Statement No. 5
A-1. FASB Statement No. 5, Accounting for Contingencies, states in para
graph 8 that—
An estimated loss from a loss contingency [paragraph reference omitted] shall
be accrued by a charge to income [footnote omitted] if both of the following
conditions are met:

a.

Information available prior to issuance of the financial statements
indicates that it is probable that an asset had been impaired or a liability
had been incurred at the date of the financial statements. It is implicit
in this condition that it must be probable that one or more future events
will occur confirming the fact of the loss.

b.

The amount of loss can be reasonably estimated.

A-2. Although environmental remediation liabilities is not one of the
examples discussed in FASB Statement No. 5, environmental remediation
liabilities are loss contingencies, and the discussion in paragraphs 33 through
39 of “litigation, claims, and assessments” can be useful in understanding the
requirements of FASB Statement No. 5 as they relate to environmental reme
diation liabilities.
A-3. FASB Interpretation No. 14, Reasonable Estimation of the Amount of
a Loss, points out in paragraph 2 that the condition in FASB Statement No. 5
that “the amount of loss can be reasonably estimated” does not delay accrual
of a loss until only a single amount can be reasonably estimated.

A-4. Paragraph 3 of the Interpretation provides the following guidance
concerning accrual of loss contingencies when the reasonable estimate of the
loss is a range of amounts.
•

When some amount within the range appears at the time to be a better
estimate than any other amount within the range, that amount (the
best estimate) shall be accrued.

•

When no amount within the range is a better estimate than any other
amount (within the range), however, the minimum amount in the
range shall be accrued.

A-5. Paragraphs 9 and 10 of FASB Statement No. 5 state the following.
9. Disclosure of the nature of an accrual [footnote omitted] made pursuant to
the provisions of paragraph 8, and in some circumstances the amount accrued,
may be necessary for the financial statements not to be misleading.

10. If no accrual is made for a loss contingency because one or both of the
conditions in paragraph 8 are not met, or if an exposure to loss exists in excess
of the amount accrued pursuant to the provisions of paragraph 8, disclosure of
the contingency shall be made when there is at least a reasonable possibility
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that a loss or an additional loss may have been incurred.6 The disclosure shall
indicate the nature of the contingency and shall give an estimate of the possible
loss or range of loss or state that such an estimate cannot be made. Disclosure
is not required of a loss contingency involving an unasserted claim or assess
ment when there has been no manifestation by a potential claimant of an
awareness of a possible claim or assessment unless it is considered probable
that a claim will be asserted and there is a reasonable possibility that the
outcome will be unfavorable.

6

For example, disclosure shall be made of any loss contingency that meets the con
dition in paragraph 8(a) but that is not accrued because the amount of the loss can
not be reasonably estimated (paragraph 8(b)). Disclosure is also required of some
loss contingencies that do not meet the condition in paragraph 8(a)—namely, those
contingencies for which there is a reasonable possibility that a loss may have been
incurred even though information may not indicate that it is probable that an asset
has been impaired or a liability has been incurred at the date of the financial state
ments.

The disclosure requirements of FASB Statement No. 5 are emphasized in FASB
Interpretation No. 14.

FASB Interpretation No. 39, Offsetting of Amounts Related to
Certain Contracts
A-6. FASB Interpretation No. 39, Offsetting ofAmounts Related to Certain
Contracts, defines a right of setoff as
a debtor’s legal right, by contract or otherwise, to discharge all or a portion of
the debt owed to another party by applying against the debt an amount that
the other party owes to the debtor, [footnote omitted] A right of setoff exists
when all of the following conditions are met:
a.

Each of two parties owes the other determinable amounts.

b.

The reporting party has the right to set off the amount owed with the
amount owed by the other party.

c.

The reporting party intends to set off.

d.

The right of setoff is enforceable at law.

A debtor having a valid right of setoff may offset the related asset and liability
and report the net amount, [footnote omitted]

APB Opinion 20, Accounting Changes
A-7. APB Opinion No. 20, Accounting Changes, states in paragraph 31 that
the effect of a change in accounting estimate should be accounted for in (a) the
period of change if the change affects that period only or (6) the period of change
and future periods if the change affects both. A change in an estimate should
not be accounted for by restating amounts reported in financial statements of
prior periods or by reporting pro forma amounts for prior periods.

A-8. APB Opinion No. 20, paragraph 32, states in part:
A change in accounting estimate that is recognized in whole or in part by a
change in accounting principle should be reported as a change in an estimate
because the cumulative effect attributable to the change in accounting prin
ciple cannot be separated from the current or future effects of the change in
estimate....

AICPA Technical Practice Aids
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A-9. APB Opinion No. 20, paragraph 33, also requires or recommends,
depending on the estimates involved, disclosure of the effect of significant
revisions of estimates if the effect is material.

AICPA SOP 94-6, Disclosure of Certain Significant Risks
and Uncertainties
A-10. SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties
[section 10,640], requires disclosure regarding an estimate when known infor
mation available prior to issuance of the financial statements indicates that
both of the following criteria are met:
•

It is at least reasonably possible that the estimate of the effect on the
financial statements of a condition, situation, or set of circumstances
that existed at the date of the financial statements will change in the
near term due to one or more future confirming events.

•

The effect of the change would be material to the financial statements.

A-11. The disclosure should indicate the nature of the uncertainty and
include an indication that it is at least reasonably possible that a material
change in the estimate will occur in the near term. If the estimate involves a
loss contingency covered by FASB Statement No. 5, the disclosure should also
include an estimate of the possible loss or range of loss or state that such an
estimate cannot be made. Disclosure of the factors that cause the estimate to
be sensitive to material change is encouraged but not required.

EITF Issue 93-5, Accounting for Environmental Liabilities
A-12. The guidance in FASB EITF Issue 93-5, Accounting for Environ
mental Liabilities, has been incorporated into this SOP. Therefore, EITF Issue
93-5 is not reproduced herein.

EITF Issue 90-8, Capitalization of Costs to Treat
Environmental Contamination
A-13. EITF Issue 90-8, Capitalization of Costs to Treat Environmental
Contamination, addresses whether “environmental contamination treatment
costs” should be capitalized or charged to expense. Issue 90-8 is reprinted below
in its entirety.
Dates Discussed: May 31,1990; July 12, 1990

Reference: FASB Concepts Statement No. 6, Elements ofFinancial Statements
ISSUE
A company incurs costs to remove, contain, neutralize, or prevent existing or
future environmental contamination (environmental contamination treatment
costs). These costs may be incurred voluntarily or as required by law. They may
include a wide range of expenditures, including costs of removal of contamina
tion, such as that caused by leakage from underground storage tanks, costs to
acquire tangible property, such as air pollution control equipment, costs of
environmental studies, and costs of fines levied under environmental laws.
This Issue does not address (1) when to recognize liabilities related to environ
mental contamination treatment costs, (2) the measurement of those liabilities,
or (3) whether environmental contamination treatment costs that are charged
to expense should be reported as an unusual or extraordinary item.
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The issue is whether environmental contamination treatment costs should be
capitalized or charged to expense.
EITF DISCUSSION
The Task Force reached a consensus that, in general, environmental contami
nation treatment costs should be charged to expense. Those costs may be
capitalized if recoverable but only if any one of the following criteria is met:

1.

The costs extend the life, increase the capacity, or improve the safety or
efficiency of property owned by the company. For purposes of this
criterion, the condition of that property after the costs are incurred must
be improved as compared with the condition of that property when
originally constructed or acquired, if later.

2.

The costs mitigate or prevent environmental contamination that has
yet to occur and that otherwise may result from future operations or
activities. In addition, the costs improve the property compared with its
condition when constructed or acquired, if later.

3.

The costs are incurred in preparing for sale that property currently held
for sale.

The Task Force also discussed the implication of that consensus on the consen
sus previously reached on Issue No. 89-13, “Accounting for the Cost of Asbestos
Removal.” The Task Force affirmed its earlier consensus, noting that capitali
zation of asbestos treatment costs could be justified under the first criterion.

Exhibit 90-8A provides examples of the application of this consensus.
STATUS

No further EITF discussion is planned.

AICPA Technical Practice Aids
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EITF 90-8

Capitalization of Costs to Treat Environmental Contamination
Exhibit 90-8A

EXAMPLES OF THE APPLICATION OF THE
CONSENSUS ON EITF ISSUE 90-8
Environmental
Contamination, Treatments

1. Tanker Oil Spill:
A. Clean up waterway and beachfront

B. Reinforce tanker’s hull to reduce
risk of future spill

2. Rusty Chemical Storage Tank:
A. Remove rust that developed
during ownership

Evaluation of Criteria

1. Costs to clean up the waterway
and beachfront are not eligible for
consideration under the first
criterion because the oil company
does not own the property.
2. The cleanup of the waterway and
beachfront does not mitigate or
prevent a future oil spill from
future operations.
3. The waterway and beachfront are
not owned assets and, therefore,
the third criterion does not apply.
Conclusion: Costs incurred for
cleanup and restoration in connection
with the oil spill should be charged to
expense.1
1. Reinforcing the hull improves the
tanker’s safety compared to when
the tanker was originally
constructed or acquired.
2. Reinforcing the hull mitigates the
risk that the tanker will
experience a similar oil spill
during future operations and
improves the tanker’s safety
compared to when the tanker was
originally constructed or acquired.
Conclusion: The costs incurred in
connection with reinforcing the
tanker’s hull may be capitalized under
either the first or second criterion.

1. Removing the rust has not
improved the tank compared with
its condition when built or
acquired.
2. Removing the rust has mitigated
the possibility of future leaks.
However, removing the rust has
not improved the tank compared
with its condition when built or
acquired.

1 This consensus does not require that tangible assets acquired to clean a particular spill be
charged to expense immediately. Rather, to the extent that those tangible assets have future uses,
they may be capitalized and depreciated over their remaining useful lives.
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B. Apply rust prevention chemicals

3. Air Pollution Caused by
Manufacturing Activities:
A. Acquire and install pollution
control equipment

B. Pay fines for violations of the
Clean Air Act

4. Lead Pipes in Office Building
Contaminate Drinking Water:
A. Remove lead pipes and replace
with copper pipes
AICPA Technical Practice Aids

Evaluation of Criteria

Conclusion: Rust removal costs should
be expensed unless the tank is
currently held for sale and the costs
were incurred to prepare the tank for
sale.
1. The application of rust prevention
chemicals has improved the tank’s
condition compared with its
condition when built or acquired.
2. Rust prevention chemicals
mitigate the possibility that future
rust will cause leaks and also
improve the tank’s condition
compared with its condition when
built or acquired.
Conclusion: The costs of applying the
rust prevention chemicals may be
capitalized under either the first or
second criterion.

1. The pollution control equipment
improves the safety of the plant
compared with its condition when
built or acquired.
2. The pollution control equipment
mitigates or prevents air pollution
that has yet to occur but that may
otherwise result from future
operation of the plant and
improves the safety of the plant
compared with its condition when
built or acquired.
Conclusion: Costs associated with
acquisition and installation of the
pollution control equipment may be
capitalized under either the first or
second criterion.
1. Payment of fines does not extend
the plant’s life, increase its
capacity, or improve its efficiency
or safety.
2. Payment of fines does not mitigate
or prevent pollution that has yet to
occur but that may otherwise
result from future operation of the
plant.
Conclusion: Fines paid in connection
with violations of the Clean Air Act
should be charged to expense. Even if
the plant is currently held for sale, the
fines should be charged to expense
because the costs would not have been
incurred to prepare the plant for sale.

1. Removing the lead pipes has
improved the safety of the
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Evaluation of Criteria
building’s water system compared
with its condition when the water
system was built or acquired.
2. By removing the lead pipes, the
building’s owner eliminated an
existing environmental problem
and prevented any further
contamination from that lead.
However, by removing the existing
pipes, the building’s owner has not
mitigated or prevented
environmental problems yet to
occur, if any, from future operation
of the building.
Conclusion: Costs to remove the lead
pipes and install copper pipes may be
capitalized under the first criterion.
The book value of the lead pipes
should be charged to expense when
removed.

5.

Soil Contamination Caused by an
Operating Garbage Dump:
A. Refine soil on dump property

B. Install liner

§10,680.173

1. The life of a garbage dump is not
extended by refining its soil.
Further, the condition of the soil
after refining will not be improved
over its condition when the
garbage dump was constructed or
acquired. Removal of the toxic
waste restores the soil to its
original uncontaminated condition.
2. Removal of toxic waste from the
soil addresses an existing
environmental concern. It also
prevents that waste from leaching
in the future. However, removing
the waste does not mitigate or
prevent future operations from
creating future toxic waste. The
risk will continue regardless of
how much of the existing soil is
refined.
Conclusion: Soil refinement costs
should be charged to expense unless
the garbage dump is currently held for
sale and the costs were incurred to
prepare the garbage dump for sale.
1. The liner does not extend the
useful life or improve the efficiency
or capacity of the garbage dump.
However, the liner has improved
the garbage dump’s safety
compared to when the dump was
constructed or acquired.
2. The liner addresses an existing
and potential future problem. In
this example, the garbage dump
contains toxic waste from past
operations and will likely generate
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Evaluation of Criteria

toxic waste during future
operations. The liner partly
addresses the existing
environmental problem by
preventing future leaching of
existing toxic waste into the soil.
The liner also mitigates or
prevents leaching of toxic waste
that may result from garbage
dumping in a future period and
has improved the garbage dump’s
safety compared to when the dump
was constructed or acquired.
Conclusion: The liner may be
capitalized under either the first or
second criterion.

6. Water Well Contamination Caused by
Chemicals That Leaked into Wells
Containing Water That Will Be Used
in Future Beer Production:
A. Neutralize water in wells

B. Install water filters

7.

1. The treatment does not extend the
life of the wells, increase their
capacity, or improve efficiency. The
condition of the water is not safer
after the treatment compared to
when the wells were initially
acquired.
2. By neutralizing the water, the
possibility of future contamination
of the wells from future operations
has not been mitigated or
prevented.
Conclusion: Costs incurred to
neutralize well water should be
charged to expense unless the wells
were held for sale and the costs were
incurred to prepare the wells for sale.
1. The water filters improve the
safety of the wells compared with
their uncontaminated state when
built or acquired.
2. The water filters address future
problems that may result from
future operations. Since the water
filters are effective in filtering
environmental contamination, they
mitigate the effect of spilling new
contaminants into the wells during
future operations. In addition, the
water filters represent an
improvement compared with the
wells’ original condition without
water filters.
Conclusion: The water filtering
system may be capitalized under
either the first or the second criterion.

Underground Gasoline Storage Tanks
Leak and Contaminate the Company’s
Property:

AICPA Technical Practice Aids
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Soil refinement does not extend
the useful life, increase the
capacity, or improve the efficiency
or safety of the land relative to its
unpolluted state when acquired.
2. By refining the contaminated soil,
the oil company has addressed an
existing problem. However, the
company has not mitigated or
prevented future leaks during
future operations.
Conclusion: Soil refining costs should
be charged to expense unless the
property is currently held for sale and
the costs were incurred to prepare the
property for sale.
1. In some cases, encasement may
increase the life of the tanks
because of their increased
resistance to corrosion, leaking,
etc. In other situations, the
treatment does not increase the
life of the tanks. However, the
encasement has improved the
tanks’ safety compared with their
condition when built or acquired.
2. Encasement has mitigated or
prevented future leakage and soil
contamination that might
otherwise result from future
operations. In addition, the
encasement has improved the
tanks’ safety compared with their
condition when built or acquired.
Conclusion: The cost of encasement
may be capitalized under either the
first or the second criterion.

1.

A. Refine soil

B. Encase tanks so as to prevent
future leaks from contaminating
surrounding soil

8. Air in Office Building Contaminated
with Asbestos Fibers:
A. Remove asbestos

§10,680.173

________ Evaluation of Criteria________

1. Removal of the asbestos improves
the building’s safety over its
original condition since the
environmental contamination
(asbestos) existed when the
building was constructed or
acquired.
2. By removing the asbestos, the
building’s owner has eliminated an
existing environmental problem
and has prevented any further
contamination from that asbestos.
However, by removing the existing
asbestos, the building’s owner has
not mitigated or prevented new
environmental problems, if any,
that might result from future
operation of the building.
Conclusion: Asbestos removal costs
may be capitalized as a betterment
under the first criterion.
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EITF Issue 89-13, Accounting for the Cost of Asbestos Removal
A-14. EITF Issue 89-13, Accounting for the Cost of Asbestos Removal, is
reprinted below in its entirety.
Date Discussed: October 26,1989
References: FASB Concepts Statement No. 6, Elements of Financial State
ments

APB Opinion No. 30, Reporting the Results of Operations—Re
porting the Effects ofDisposal of a Segment of a Business, and
Extraordinary, Unusual and Infrequently Occurring Events and
Transactions
AICPA Accounting Interpretation 1, Illustration of the Applica
tion ofAPB Opinion No. 30

ISSUE
Various federal, state, and local laws require removal or containment of
“dangerous asbestos” in buildings and regulate the manner in which the
asbestos is removed or contained. A property owner incurs costs to remove or
contain (“treat”) asbestos in compliance with those laws.

The issues are:
1.

Whether the costs incurred to treat asbestos when a property with a
known asbestos problem is acquired should be capitalized or charged to
expense

2.

Whether the costs incurred to treat asbestos in an existing property
should be capitalized or charged to expense

3.

If it is deemed appropriate to charge asbestos treatment costs to
expense, whether they should be reported as an extraordinary item

EITF DISCUSSION
The Task Force reached a consensus on the first issue that costs incurred to
treat asbestos within a reasonable time period after a property with a known
asbestos problem is acquired should be capitalized as part of the cost of the
acquired property subject to an impairment test for that property.

The Task Force reached a consensus on the second issue that costs incurred to
treat asbestos may be capitalized as a betterment subject to an impairment test
for that property. When costs are incurred in anticipation of a sale of property,
they should be deferred and recognized in the period of the sale to the extent
that those costs can be recovered from the estimated sales price.
The Task Force reached a consensus on the third issue that asbestos treatment
costs that are charged to expense are not extraordinary items under Opinion 30.

The SEC Observer noted that regardless of whether asbestos treatment costs
are capitalized or charged to expense, SEC registrants should disclose signifi
cant exposure for asbestos treatment costs in “Management’s Discussion and
Analysis.”
STATUS

No further EITF discussion is planned. A related issue was discussed in Issue
No. 90-8, “Capitalization of Costs to Treat Environmental Contamination.” The
Task Force affirmed the consensus above, noting that capitalization of asbestos
treatment costs could be justified under the consensus in Issue 90-8.
AICPA Technical Practice Aids
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SEC Staff Accounting Bulletin No. 92, Accounting and
Disclosures Relating to Loss Contingencies
A-15. For SEC registrants, SAB No. 92, Accounting and Disclosures Relat
ing to Loss Contingencies, provides additional accounting, display, and disclo
sure guidance. SAB No. 92 is reproduced below.
STAFF ACCOUNTING BULLETIN NO. 92
The staff hereby adds Section Y to Topic 5 of the Staff Accounting Bulletin
Series. Topic 5-Y provides guidance regarding the accounting and disclosures
relating to loss contingencies. In addition, the staff hereby adds Question 7 to
Topic 2-A and adds Section F to Topic 10. Question 7 of Topic 2-A discusses loss
contingencies assumed in a business combination accounted for as a purchase.
Topic 10-F discusses the presentation by utility companies of liabilities for
environmental costs.

TOPIC 5: MISCELLANEOUS ACCOUNTING

Y. Accounting and disclosures relating to loss contingencies.

Facts: A registrant believes it may be obligated to pay material amounts as a
result of product or environmental liability. These amounts may relate to, for
example, damages attributed to the registrant’s products or processes, clean-up
of hazardous wastes, reclamation costs, fines, and litigation costs. The regis
trant may seek to recover a portion or all of these amounts by filing a claim
against an insurance carrier or other third parties.
Paragraph 8 of Statement of Financial Accounting Standards No. 5, “Account
ing for Contingencies,” (“SFAS 5”) states that an estimated loss from a loss
contingency shall be accrued by a charge to income if it is probable that a
liability has been incurred and the amount of the loss can be reasonably
estimated. The Emerging Issues Task Force (“EITF”) of the Financial Account
ing Standards Board reached a consensus on EITF Issue 93-5, “Accounting for
Environmental Liabilities,” that an environmental liability should be
evaluated independently from any potential claim for recovery. Under that
consensus, any loss arising from the recognition of an environmental liability
should be reduced by a potential claim for recovery only when that claim is
probable1 of realization. The EITF also reached a consensus that discounting
an environmental liability for a specific clean-up site to reflect the time value
of money is appropriate only if the aggregate amount of the obligation and the
amount and timing of the cash payments are fixed or reliably determinable for
that site. Further, any asset that is recognized relating to a claim for recovery
of a liability that is recognized on a discounted basis also should be discounted
to reflect the time value of money.

Because uncertainty regarding the alternative methods of presenting in the
balance sheet the amounts recognized as contingent liabilities and claims for
recovery from third parties was not resolved by the EITF and current disclosure
practices remain diverse, the staff is publishing its interpretation of the current
accounting literature and disclosure requirements to serve as guidance for
public companies. The AICPA’s Accounting Standards Executive Committee
has appointed a task force to address environmental concerns. The staff
encourages efforts by the profession to develop comprehensive guidance appli
cable to the accounting and financial statement disclosures relating to environ
mental matters.
1 Paragraph 3 of SFAS 5 defines probable as “likely to occur.”
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Question 1: Does the staff believe that it is appropriate to offset in the balance
sheet a claim for recovery that is probable of realization against a probable
contingent liability, that is, report the two as a single net amount on the face
of the balance sheet?

Interpretive Response: Not ordinarily. The staff believes that separate presen
tation of the gross liability and related claim for recovery in the balance sheet
most fairly presents the potential consequences of the contingent claim on the
company’s resources and is the preferable method of display. Recent reports of
litigation over insurance policies’ coverage ofproduct and environmental liabili
ties and financial failures in the insurance industry indicate that there are
significant uncertainties regarding both the timing and the ultimate realization
of claims made to recover amounts from insurance carriers and other third
parties. The risks and uncertainties associated with a registrant’s contingent
liability are separate and distinct from those associated with its claim for
recovery from third parties.
Separate presentation of the gross liability and the claim for recovery is
consistent with the recent consensus of the EITF, which concluded that the
amounts of the contingent liability and any claim for recovery should be
estimated and evaluated independently. Furthermore, accounting guidance
generally proscribes the offsetting of assets and liabilities except where a right
of setoff exists.2 This general proscription was strengthened by the recent
issuance of Financial Accounting Standards Board Interpretation No. 39,
“Offsetting of Amounts Relating to Certain Contracts,” (“FIN 39”), which is
effective for financial statements issued for periods beginning after December
15,1993. The guidance in that interpretation indicates that the prohibition on
setoff in the balance sheet should be applied more comprehensively than
previously may have been the practice.
It is the staffs view that presentation of liabilities net of claims for recovery
will not be appropriate after the provisions of FIN 39 are required to be applied
in financial statements. In the interim, registrants should ensure that notes to
the financial statements include information necessary to an understanding of
the material uncertainties affecting both the measurement of the liability and
the realization of recoveries. The staff believes these disclosures should include
the gross amount of any claims for recovery that are netted against the liability.

Question 2: If a registrant is jointly and severally liable with respect to a
contaminated site but there is a reasonable basis for apportionment of costs
among responsible parties, must the registrant recognize a liability with
respect to costs apportioned to other responsible parties?
Interpretive Response: No. However, if it is probable that other responsible
parties will not fully pay costs apportioned to them, the liability that is
recognized by the registrant should include the registrant’s best estimate,
before consideration of potential recoveries from other parties, of the additional
costs that the registrant expects to pay. Discussion of uncertainties affecting
the registrant’s ultimate obligation may be necessary if, for example, the
solvency of one or more parties is in doubt or responsibility for the site is
disputed by a party. A note to the financial statements should describe any
additional loss that is reasonably possible.

Question 3: Estimates and assumptions regarding the extent of environmental
or product liability, methods of remedy, and amounts of related costs frequently
prove to be different from the ultimate outcome. How do these uncertainties
affect the recognition and measurement of the liability?
2 Paragraph 7 of Accounting Principles Board Opinion No. 10, “Omnibus Opinion.” Also, FASB
Technical Bulletin 88-2, “Definition of a Right of Setoff.”
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Interpretive Response: The measurement of the liability should be based on
currently available facts, existing technology, and presently enacted laws and
regulations, and should take into consideration the likely effects of inflation
and other societal and economic factors. Notwithstanding significant uncer
tainties, management may not delay recognition of a contingent liability until
only a single amount can be reasonably estimated. If management is able to
determine that the amount of the liability is likely to fall within a range and
no amount within that range can be determined to be the better estimate, the
registrant should recognize the minimum amount of the range pursuant to
Financial Accounting Standards Board Interpretation No. 14, “Reasonable
Estimation of the Amount of a Loss” (“FIN 14”). The staff believes that
recognition of a loss equal to the lower limit of the range is necessary even if
the upper limit of the range is uncertain.

In measuring its environmental liability, a registrant should consider available
evidence including the registrant’s prior experience in remediation of contami
nated sites, other companies’ clean-up experience, and data released by the
Environmental Protection Agency or other organizations. Information neces
sary to support a reasonable estimate or range of loss may be available prior
to the performance of any detailed remediation study. Even in situations in
which the registrant has not determined the specific strategy for remediation,
estimates of the costs associated with the various alternative remediation
strategies considered for a site may be available or reasonably estimable. While
the range of costs associated with the alternatives may be broad, the minimum
clean-up cost is unlikely to be zero. As additional information becomes avail
able, changes in estimates of the liability should be reported in the period that
those changes occur in accordance with paragraphs 31-33 of Accounting
Principles Board Opinion No. 20, “Accounting Changes.”
Question 4: Assuming that the registrant’s estimate of an environmental or
product liability meets the conditions set forth in the consensus on EITF Issue
93-5 for recognition on a discounted basis, what discount rate should be applied?

Interpretive Response: The staff believes that the rate used to discount the cash
payments should be the rate that will produce an amount at which the
environmental or product liability could be settled in an arm’s-length transac
tion with a third party. If that rate is not readily determinable, the discount
rate used to discount the cash payments should not exceed the interest rate on
monetary assets that are essentially risk free3 and have maturities comparable
to that of the environmental or product liability.

If the liability is recognized on a discounted basis to reflect the time value of
money, the notes to the financial statements should, at a minimum, include
disclosures of the discount rate used, the expected aggregate undiscounted
amount, expected payments for each of the five succeeding years and the
aggregate amount thereafter, and a reconciliation of the expected aggregate
undiscounted amount to amounts recognized in the statements of financial
position. Material changes in the expected aggregate amount since the prior
balance sheet date, other than those resulting from pay-down of the obligation,
should be explained.
Question 5: What financial statement disclosures should be furnished with
respect to recorded and unrecorded product or environmental liabilities?
Interpretive Response: Paragraphs 9 and 10 of SFAS 5 identify disclosures
regarding loss contingencies that generally are furnished in notes to financial
3 As described in paragraph 4(a) of Statement of Financial Accounting Standards No. 76,
“Extinguishment of Debt.”
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statements. The staff believes that product and environmental liabilities typi
cally are of such significance that detailed disclosures regarding the judgments
and assumptions underlying the recognition and measurements of the liabili
ties are necessary to prevent the financial statements from being misleading
and to inform readers fully regarding the range of reasonably possible outcomes
that could have a material effect on the registrant’s financial condition, results
of operations, or liquidity. Examples of disclosures that may be necessary
include:
•

Circumstances affecting the reliability and precision of loss estimates.

•

The extent to which unasserted claims are reflected in any accrual or
may affect the magnitude of the contingency.

•

Uncertainties with respect to joint and several liability that may affect
the magnitude of the contingency, including disclosure of the aggregate
expected cost to remediate particular sites that are individually mate
rial if the likelihood of contribution by the other significant parties has
not been established.

•

Disclosure of the nature and terms of cost-sharing arrangements with
other potentially responsible parties.

•

The extent to which disclosed but unrecognized contingent losses are
expected to be recoverable through insurance, indemnification arrange
ments, or other sources, with disclosure of any material limitations of
that recovery.

•

Uncertainties regarding the legal sufficiency of insurance claims or
solvency of insurance carriers.4

•

The time frame over which the accrued or presently unrecognized
amounts may be paid out.

•

Material components of the accruals and significant assumptions un
derlying estimates.

Registrants are cautioned that a statement that the contingency is not expected
to be material does not satisfy the requirements of SFAS 5 if there is at least
a reasonable possibility that a loss exceeding amounts already recognized may
have been incurred and the amount of that additional loss would be material
to a decision to buy or sell the registrant’s securities. In that case, the registrant
must either (a) disclose the estimated additional loss, or range of loss, that is
reasonably possible, or (b) state that such an estimate cannot be made.

Question 6: What disclosures regarding loss contingencies may be necessary
outside the financial statements?
Interpretive Response: Registrants should consider the requirements of Items
101 (Description of Business), 103 (Legal Proceedings), and 303 (Management’s
Discussion and Analysis) of Regulations S-K and S-B. The Commission has
issued two interpretive releases that provide additional guidance with respect
to these items.5 In a 1989 interpretive release, the Commission noted that the
availability of insurance, indemnification, or contribution may be relevant in
determining whether the criteria for disclosure have been met with respect to
4 The staff believes there is a rebuttable presumption that no asset should be recognized for a
claim for recovery from a party that is asserting that it is not liable to indemnify the registrant.
Registrants that overcome that presumption should disclose the amount of recorded recoveries that
are being contested and discuss the reasons for concluding that the amount is probable of recovery.
5 See Securities Act Release No. 6130 (September 27,1979) and Financial Reporting Release No.
36 (May 18,1989).
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a contingency.6 The registrant’s assessment in this regard should include
consideration of facts such as the periods in which claims for recovery may be
realized, the likelihood that the claims may be contested, and the financial
condition of third parties from which recovery is expected.
Disclosures made pursuant to the guidance identified in the preceding para
graph should be sufficiently specific to enable a reader to understand the scope
of the contingencies affecting the registrant. For example, a registrant’s discus
sion of historical and anticipated environmental expenditures should, to the
extent material, describe separately (a) recurring costs associated with man
aging hazardous substances and pollution in on-going operations, (6) capital
expenditures to limit or monitor hazardous substances or pollutants, (c) man
dated expenditures to remediate previously contaminated sites, and (d) other
infrequent or nonrecurring clean-up expenditures that can be anticipated but
which are not required in the present circumstances. Disaggregated disclosure
that describes accrued and reasonably likely losses with respect to particular
environmental sites that are individually material may be necessary for a full
understanding of these contingencies. Also, if management’s investigation of
potential liability and remediation cost is at different stages with respect to
individual sites, the consequences of this with respect to amounts accrued and
disclosed should be discussed.

Examples of specific disclosures typically relevant to an understanding of
historical and anticipated product liability costs include the nature of personal
injury or property damages alleged by claimants, aggregate settlement costs
by type
claim, and related costs of administering and litigating claims.
of
Disaggregated disclosure that describes accrued and reasonably likely losses
with respect to particular claims may be necessary if they are individually
material. If the contingency involves a large number of relatively small indi
vidual claims of a similar type, such as personal injury from exposure to
asbestos, disclosure of the number of claims filed for each period presented, the
number of claims dismissed, settled, or otherwise resolved for each period, and
the average settlement amount per claim may be necessary. Disclosures should
address historical and expected trends in these amounts and their reasonably
likely effects on operating results and liquidity.
Question 7; What disclosures should be furnished with respect to site restora
tion costs or other environmental exit costs?

Interpretive Response: The staff believes that material liabilities for site res
toration, post-closure, and monitoring commitments, or other exit costs that
may occur on the sale, disposal, or abandonment of a property should be
disclosed in the notes to the financial statements. Appropriate disclosures
generally would include the nature of the costs involved, the total anticipated
cost, the total costs accrued to date, the balance sheet classification of accrued
amounts, and the range or amount of reasonably possible additional losses.

If an asset held for sale or development will require remediation to be performed
by the registrant prior to development, sale, or as a condition of sale, a note to
the financial statements should describe how the necessary expenditures are
considered in the assessment of the asset’s net realizable value. Additionally,
if the registrant may be liable for remediation of environmental damage
relating to assets or businesses previously disposed, disclosure should be made
in the financial statements unless the likelihood of a material unfavorable
outcome of that contingency is remote. The registrant’s accounting policy with
6 See, for example, footnote 30 of Financial Reporting Release No. 36 (footnote 17 of Section
501.02 of the Codification of Financial Reporting Policies).
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respect to such costs should be disclosed in accordance with Accounting Prin
ciple Board Opinion No. 22, “Disclosure of Accounting Policies.”
Question 8: A registrant expects to incur site restoration costs, post-closure
and monitoring costs, or other environmental exit costs at the end of the useful
life of the asset. Would the staff object to the registrant’s proposal to accrue the
exit costs over the useful life of the asset?
Interpretive Response: No. This is an established accounting practice in some
industries. In other industries, the staff will raise no objection to that account
ing provided that the criteria in paragraph 8 of SFAS 5 are met. The staff
acknowledges that in some circumstances the use of the asset in operations
gives rise to growing exit costs that represent a probable liability. The accrual
of the liability should be recognized as an expense in accordance with the
consensus on EITF Issue 90-8, “Capitalization of Costs to Treat Environmental
Contamination.” See interpretive responses to questions 7 and 8 for guidance
on appropriate disclosures.

TOPIC 2: BUSINESS COMBINATIONS

A: Purchase Method

7. Loss contingencies assumed in a business combination.
Facts: A registrant acquires a business enterprise in a transaction accounted
for by the purchase method. In connection with the acquisition, the acquiring
company assumes certain contingent liabilities of the acquired company.
Question: How should the acquiring company account for and disclose contin
gent liabilities that have been assumed in a business combination?

Interpretive Response: In accordance with Accounting Principles Board Opin
ion No. 16, “Business Combinations,” the acquiring company should allocate
the cost of an acquired company to the assets acquired and liabilities assumed
based on their fair values at the date of acquisition. With respect to contingen
cies for which a fair value is not determinable at the date of acquisition, the
guidance of Statement of Financial Accounting Standards No. 5, “Accounting
for Contingencies” and Financial Accounting Standards Board Interpretation
No. 14, “Reasonable Estimation of the Amount of a Loss” should be applied. If
the registrant is awaiting additional information that it has arranged to obtain
for the measurement of a contingency during the allocation period specified by
Statement of Financial Accounting Standards No. 38, “Accounting for Preac
quisition Contingencies of Purchased Enterprises,” the staff believes that the
registrant should disclose that the purchase price allocation is preliminary. In
that circumstance, the registrant should describe the nature of the contingency
and furnish other available information that will enable a reader to understand
its potential effects on the final allocation and on post-acquisition operating
results. Management’s Discussion and Analysis should include appropriate
disclosure regarding any unrecognized preacquisition contingency and its
reasonably likely effects on operating results, liquidity, and financial condition.

The staff believes that the allocation period should not extend beyond the
minimum reasonable period necessary to gather the information that the
registrant has arranged to obtain for purposes of the estimate. Since an
allocation period usually should not exceed one year, registrants believing that
they will require a longer period are encouraged to discuss their circumstances
with the staff. If it is unlikely that the liability can be estimated on the basis
of information known to be obtainable at the time of the initial purchase price
allocation, the allocation period should not be extended with respect to that
liability. An adjustment to the contingent liability after the expiration of the
allocation period would be recognized as an element of net income.
AICPA Technical Practice Aids
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TOPIC 10: UTILITY COMPANIES

F. Presentation of Liabilities for Environmental Costs

Facts: A public utility company determines that it is obligated to pay material
amounts as a result of an environmental liability. These amounts may relate
to, for example, damages attributed to clean-up of hazardous wastes, reclama
tion costs, fines, and litigation costs.

Question 1: May a rate-regulated enterprise present on its balance sheet the
amount of its estimated liability for environmental costs net of probable future
revenue resulting from the inclusion of such costs in allowable costs for
rate-making purposes?
Interpretive Response: No. Statement of Financial Accounting Standards No.
71, “Accounting for the Effects of Certain Types of Regulation,” (“SFAS 71”)
specifies the conditions under which rate actions of a regulator can provide
reasonable assurance of the existence of an asset. The staff believes that
environmental costs meeting the criteria of paragraph 97 of SFAS 71 should
be presented on the balance sheet as an asset and should not be offset against
the liability. Contingent recoveries through rates that do not meet the criteria
of paragraph 9 should not be recognized either as an asset or as a reduction of
the probable liability.

Question 2: May a rate-regulated enterprise delay recognition of a probable
and estimable liability for environmental costs which it has incurred at the date
of the latest balance sheet until the regulator’s deliberations have proceeded to
a point enabling management to determine whether this cost is likely to be
included in allowable costs for rate-making purposes?
Interpretive Response: No. Statement of Financial Accounting Standards No.
5, “Accounting for Contingencies,” states that an estimated loss from a loss
contingency shall be accrued by a charge to income if it is probable that a
liability has been incurred and the amount of the loss can be reasonably
estimated. The staff believes that actions of a regulator can affect whether an
incurred cost is capitalized or expensed pursuant to SFAS 71, but the regula
tor’s actions cannot affect the timing of the recognition of the liability.

GASB Literature
A-16. Although this SOP does not include state and local governmental
entities in its scope,18 guidance issued by the GASB may be relevant to some
reporting entities applying this SOP.
7 Paragraph 9 of SFAS 71 requires a rate-regulated enterprise to capitalize all or part of an
incurred cost that would otherwise be charged to expense if it is probable that future revenue will be
provided to recover the previously incurred cost from inclusion of the costs in allowable costs for
rate-making purposes.
18 Under the provisions of Governmental Accounting Standards Board (GASB) Statement No.
20, Accounting and Financial Reporting for Proprietary Funds and Other Governmental Entities That
Use Proprietary Fund Accounting, paragraph 7, proprietary activities may apply all FASB State
ments and Interpretations issued after November 30, 1989, except for those that conflict with or
contradict GASB pronouncements. Paragraph 33 of the Basis For Conclusions of that Statement
explains that, for proprietary activities that apply paragraph 7, an AICPA SOP or Industry Audit and
Accounting Guide that does not include governmental entities in its scope but that has been cleared
by the FASB would be considered category (b) guidance under SAS No. 69, The Meaning of Present
Fairly in Conformity With Generally Accepted Accounting Principles, issued by the Auditing Stand
ards Board (ASB) of the AICPA.
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A-17. GASB Statement No. 18, Accounting for Municipal Solid Waste
Landfill Closure and Postclosure Care Costs, which is effective for financial
statements for periods beginning after June 15,1993, applies to state and local
governmental entities that are required by federal, state, or local laws or
regulations to incur closure and postclosure care costs on landfills.

A-18. Under GASB Statement No. 18, the estimated total current cost of a
landfill closure and postclosure care includes the following (measured in terms
of current dollars):
•

Cost of equipment expected to be installed and facilities expected to
be constructed near or after the date the landfill stops accepting solid
waste and during the postclosure period.

•

Cost of the final cover (capping) expected to be applied near or after
the date the landfill stops accepting solid waste.

•

Cost of monitoring and maintaining the expected usable landfill area
during the postclosure period.

A-19. A portion of the estimated total current cost of a landfill closure and
postclosure care is required to be recognized as an expense and as a liability in
each period the landfill accepts solid waste, and recognition is to be completed
by the time the landfill stops accepting waste. The cumulative effect of changes
in the estimate of the current cost of landfill closure and postclosure care
(including the impact of inflation) is recognized in the period of the change.
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Appendix B
Remediation Liability Case Study
B-l. The following case study illustrates the application of the recognition
and measurement guidance provided in this SOP; it does not illustrate all
disclosure requirements set forth in this SOP. The case study is not intended to
be used to evaluate financial statements issued prior to the effective date of this
SOP.

Typical Superfund Off-Site Scenario
Prior to 1980, the XYZ Manufacturing Company contracted with a statelicensed waste hauling contractor to remove specified, nonhazardous solid and
liquid industrial waste from one of its plants for disposal off-site at a statelicensed disposal facility. A purchase order was let, and the work was per
formed. The contractor complied with all applicable laws and regulations, and
monthly reports were filed with appropriate state environmental agencies.

1986
In 1986, the company received an information request from the United States
Environmental Protection Agency (EPA) pursuant to section 104 of the Com
prehensive Environmental Response, Compensation and Liability Act of 1980
(CERCLA). The information request stated that the EPA believed that hazard
ous substances at a site, now listed by the EPA on its National Priorities List
(NPL), were generated at XYZ’s plant. XYZ was named as a potentially
responsible party (PRP) and was directed by the EPA, under penalty of law, to
search its records exhaustively and answer a series of questions possibly
implicating it directly to the site, or indirectly by its having used one or more
transporters the EPA said it was also investigating.
XYZ searched its records as directed and determined late in 1986 that it had,
in fact, contributed hazardous substances to the site. XYZ could not, however,
determine how significant the hazardous substances it had sent to the site were
in relation to the total population of hazardous substances at the site. The
minimum remediation cost, including a minimum amount of legal fees, that
XYZ was able to estimate was not material to its financial statements. XYZ was
able, however, to determine that it was reasonably possible that its ultimate
liability could be material.

1987
The EPA identified a number of waste generators, transporters, and site
owner/operators as likely PRPs. The identified PRPs were invited to a meeting
at which government lawyers requested that one or more of the PRPs volun
tarily perform a remedial investigation/feasibility study (RI/FS) to evaluate
existing site conditions (including a public health and ecological risk assess
ment) and to develop a proposed array of remedial alternatives from which the
EPA would select a remedy and demand that it be implemented. Standardized
EPA terms and conditions, stipulated penalty provisions, and indeterminate
scope of work elements inhibited voluntary agreement among the PRPs, and
so a consent decree was not achieved.

1988
The EPA asserted the existence of “imminent and substantial endangerment”
at the site early in 1988 under section 106 of CERCLA, and it issued a unilateral
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administrative order to the PRP with the deepest pockets—XYZ—to undertake
the RI/FS.
Because treble damages are authorized under section 106 of CERCLA, XYZ
agreed to conduct the RI/FS specified in the order and demanded that other
identified PRPs participate in the effort. XYZ initially estimated the cost that
would be incurred to perform the RI/FS to be between $1 million and $2 million.
Based on the limited information that was available about the site, information
that XYZ had about its contribution to the site, and the number and financial
condition of other PRPs, XYZ initially estimated that its ultimate share of this
cost would prove to be in the range of 20 percent to 50 percent. XYZ also
estimated that it would incur legal costs related to the remediation effort of
$200,000 to $2 million in addition to any legal costs that might be incurred by
any PRP group that might be formed. No amounts within any of these ranges
were considered to be better estimates than any other amounts within any of
these ranges. Because of a lack of information about the type and extent of the
remediation effort that could be required, no range of cost of the overall
remediation effort could be developed at this time.

Under threat of a contribution lawsuit by XYZ, a PRP group was formed late
in 1988. The PRP group had three objectives: (1) to implement the requirements
of the unilateral administrative order in the most cost-effective and scientifi
cally valid way, (2) to raise money and allocate costs among the PRPs willing
to perform the work based on the types and relative quantities of wastes
shipped to the site or another agreed-upon formula, and (3) to recover costs
from nonparticipating PRPs, if possible.

1989
Because of the lack of a good data base of factual information upon which to
make sound allocation decisions agreeable to all, outside arbitration was
utilized in 1989 to allocate “fair share” costs among participating PRPs. The
arbitrator preliminarily apportioned 65 percent of the costs for the site to the
four participating PRPs, as follows:

XYZ
PRP No. 2
PRP No. 3
PRP No. 4

20%
20
15
10

Orphan share
Recalcitrant share

65%
25
10
100%

Twenty-five percent of the site was determined to be the “orphan share,” for
which no PRP could be identified. Ten percent was attributed to two recalci
trant (nonparticipating) PRPs, and there was insufficient information to over
come the presumption that costs will be allocated only among the participating
PRPs.

XYZ gained some understanding of the other participating PRPs’ financial
condition and believed each of them was able and likely to pay its full share of
the costs of the RI/FS. XYZ was concerned, however, about the ability of PRP
No. 3 to pay its full share of the cost of the overall remediation effort.

Based on the amount already spent on legal costs and the results of PRP
organization efforts, XYZ determined that $350,000 was the best estimate of its
AICPA Technical Practice Aids
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separate legal costs. The estimate of the costs that will be incurred to perform
the RI/FS, which now included group administration costs, now stood at $1.2
million to $2.2 million.

1991
The RI/FS was substantially completed in 1991. No changes were made to the
PRP allocation percentages as a result of the RI/FS completion. The PRP
group’s initial estimate of the cost of implementing the remedy expected to be
required by the EPA was $25 million to $30 million. No amount within this
range was considered to be a better estimate than any other amount within the
range. This estimate included estimates of the cost of all elements of the
remediation effort, including common legal, engineering, construction, moni
toring, operation and maintenance costs (including postremediation monitor
ing for a period of thirty years), and so forth.
XYZ believed that PRP No. 2 and PRP No. 4 could and would pay their full
shares of the cost of the remediation effort. PRP No. 3, however, indicated that,
because of its deteriorating financial position, it would likely be unable to pay
more than two-thirds of its 15 percent share and none of its allocated amount
attributed to the orphan and recalcitrant shares, or 10 percent of those costs.
XYZ shared PRP No. 3’s views about PRP No. 3’s ability to pay.

1992
Three years after site studies began, the EPA and its outside contractors
evaluated the reports submitted under the terms of the unilateral administra
tive order. A record of decision (ROD) was issued by the EPA on September 30,
1992, in which remedial actions based on the RI/FS were selected and cost
estimates were presented. The PRPs were requested to voluntarily implement
the ROD and again sign up to the terms demanded by the government. No
preenforcement federal court review is permitted, even if the remedy specified
in the ROD is scientifically flawed, unattainable by available, proven technol
ogy, non-cost-effective, or open-ended. The PRPs had the following choices:
perform the remedy specified in the ROD voluntarily, or refuse to do work, in
which case the EPA would either issue another unilateral administrative order
or perform the work using its contractor procurement systems and sue the PRPs
for cost recovery. The PRPs agreed to perform the remedy specified in the ROD
and entered into a consent judgment.
Note: The law requires the EPA to review the ROD and remedy within five
years of its implementation by the PRPs. If the objectives of the ROD have not
been attained, the EPA may make additional demands on the PRPs. If one or
more PRPs believe they have paid a disproportionate share of the costs, they
may track down other PRPs and sue them in a contribution action. Although
requests for reimbursement from Superfund can also be made for allocations
attributed to unidentified or unknown parties (the orphan share) under certain
conditions, this is not usually allowed by terms and conditions of consent order
settlements with EPA.

Discussion of Case
FASB Statement No. 5, Accounting for Contingencies, requires accrual of a loss
contingency when it is probable that a liability has been incurred and the
amount of the loss can be reasonably estimated. Receipt in 1986 of an informa
tion request did not establish that a liability was probable because, notwith
standing the EPA’s interest in XYZ’s connection, if any, to the site, it had not
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been established that XYZ was in fact associated with the site. As noted in
chapter 5 of the SOP, however, “receipt of notification that an entity may be a
PRP compels the entity to action.”

When XYZ determined late in 1986 that it had, in fact, contributed hazardous
substances to the site, the liability became probable. The criteria for recognition
had not yet been met, however, because XYZ did not have sufficient information
to reasonably estimate a minimum amount in the range of its liability that
would be material to its financial statements. Disclosure of the nature of the
contingency and a statement that an estimate of the loss or range of loss cannot
be made was required under FASB Statement No. 5.
During 1987, little additional information that would aid XYZ in making an
estimate of the loss or range of loss became available. Therefore, the accounting
and disclosure for the contingent loss related to the remediation liability
remained the same.
In 1988, when XYZ agreed to perform an RI/FS in accordance with the EPA’s
unilateral administrative order and the PRP group was formed, XYZ should
have recorded a liability of $400,000, computed as follows:

XYZ’s estimated share of the minimum
amount in the range of the estimated
cost of the RI/FS [20 percent of
$1,000,000]
XYZ’s minimum estimate of its legal costs

$200,000
200,000
$400,000

Because other PRPs had agreed during 1988 to participate in the RI/FS effort,
they are considered to be participating PRPs. Neither the fact that the unilat
eral administrative order named only XYZ nor the fact that a preliminary
cost-sharing formula had not yet been determined by the arbitrator should have
required XYZ to accrue more than its estimated allocable share of the minimum
estimated liability.
Although no recognition benchmarks were achieved in 1989 or 1990, XYZ
should have refined its estimate of its liability as additional significant infor
mation became available. For example, in 1989, when the preliminary cost
sharing formula was developed by the arbitrator and the estimate of the cost
of the RI/FS was revised, XYZ should have refined its estimate of its share of
the cost of the RI/FS and adjusted its liability to $719,231, less any amounts
already expended. $719,231 is computed as follows:
XYZ’s allocable share of the minimum
amount in the range of the estimated
cost of the RI/FS [20 percent of $1.2
million]
XYZ’s pro rata share of amounts allocable
to other parties but that are not
expected to be paid by those other
parties [20/65 of 35 percent of $1.2
million]
XYZ’s estimated legal costs

$240,000

129,231
350,000
$719,231
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By the time the feasibility study was substantially completed in 1991, XYZ
should have adjusted its liability to reflect its estimated share of the minimum
amount of the overall remediation liability. Based on the facts presented, this
amount should be $9,350,000, less any amounts already expended. $9,350,000
is computed as follows:
20% of $25 million
20/65 of 35 percent of $25 million
20/50 of amount allocable to PRP No. 3
that is not expected to be paid by PRP
No. 3 [20/50 of 5 percent of $25
million plus 20/50 of 15/65 of 35
percent of $25 million]

Estimated legal costs

$5,000,000
2,692,308

1,307,692
350,000
$9,350,000

The estimate of the environmental remediation liability should be further
refined when the ROD is issued in 1992 and at various other points when
additional information becomes available.
The measurement of the remediation liability should not have been discounted
at any point during the period under discussion because the amount of the
obligation and the amount and timing of cash payments were not fixed or
reliably determinable.

§10,680.174

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

20,269

Environmental Remediation Liabilities

.175

Appendix C
Auditing Environmental Remediation Liabilities
This section presents the recommendations of the Environmental Issues Task
Force of the Auditing Standards Board regarding the application of generally
accepted auditing standards to the audit of an entity’s financial statements as
it relates to environmental remediation liabilities. Members of the AICPA’s
Auditing Standards Board have found this guidance to be consistent with
existing auditing standards. AICPA members should be prepared to justify
departures from this guidance.
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Introduction and Scope
C-l. The accounting and disclosure issues related to environmental reme
diation liabilities are complex. The exposure to such liabilities and the controls
implemented by entities to identify and evaluate these liabilities vary from
entity to entity. Estimates of environmental remediation liabilities usually are
predicated on subjective information and numerous judgments about how
matters will be resolved in the future. Such matters generally increase audit
risk in an audit of financial statements in accordance with generally accepted
auditing standards (GAAS).

C-2. Management is responsible for establishing and maintaining controls
that will enable it to identify, evaluate, and account for litigation, claims, and
assessments and to reflect them in the financial statements in conformity with
GAAP. FASB Statement No. 5, Accounting for Contingencies, requires accrual
of a liability when (a) information available prior to issuance of the financial
statements indicates that it is probable that an asset has been impaired or a
liability has been incurred at the date of the financial statements, and (b) the
amount of the loss can be reasonably estimated. FASB Statement No. 5 also
requires certain disclosures about contingencies. Chapters 5 to 7 of this SOP
provide guidance on applying FASB Statement No. 5 to matters involving
environmental remediation liabilities.
C-3. The guidance in this section focuses on planning, performing, and
reporting on an audit of financial statements in accordance with GAAS as it
relates to auditing environmental remediation liabilities arising from Super
fund laws, the corrective action provisions of the Resource Conservation and
Recovery Act of 1976 (RCRA), and other analogous federal, state, and nonUnited States laws and regulations. The guidance is not intended to apply to
other types of environmental engagements, such as engagements to report on
compliance with environmental laws and regulations as performed under
Statement on Standards for Attestation Engagements (SSAE) No. 3, Compli
ance Attestation. However, certain aspects of this guidance may be useful in
such engagements. This appendix does not provide guidance on auditing the
liabilities of insurance companies for unpaid claims or auditing asset impair
ment.

Audit Planning and Objectives
Understanding the Business

C-4. Statement on Auditing Standards (SAS) No. 22, Planning and Super
vision, presents guidance on planning the audit of an entity’s financial state
ments. Planning involves the development of an overall strategy for the
expected conduct of an audit. SAS No. 22 recognizes that the nature, timing,
and extent of the planning will vary with the size and complexity of the entity
whose financial statements are being audited and with the auditor’s experience
with the entity and knowledge of the entity’s business. As part of the planning
process, the auditor should obtain an understanding of the accounting and
disclosure requirements for environmental remediation liabilities, which are
set forth in chapters 5 to 7 of this SOP. As stated in paragraphs 6 to 8 of SAS
No. 22, the auditor should obtain a level of knowledge about matters related to
the nature of the entity’s business, its organization, and its operating charac
teristics that will enable the auditor to plan and perform the audit in accordance
with GAAS. Examples of such matters that pertain to environmental remedia
tion liabilities include the following:
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The industry or industries in which the entity operates

•

The types of products or services provided by the entity

•

The number and characteristics of the entity’s locations

•

Applicable governmental regulations

•

Production and distribution processes

Knowledge about such matters ordinarily is obtained through experience with
the entity or its industry and inquiry of entity personnel. Inquiries about
environmental remediation liabilities might be directed to accounting, finance,
operations, environmental, compliance, or legal personnel. Other useful
sources of information about environmental remediation liabilities may include
industry publications, financial statements, and other publicly available infor
mation from entities in the same industry, and information available from
regulatory agencies.

C-5. Questions that might be asked of entity personnel to obtain an
understanding of potential environmental remediation liabilities to which an
entity may be exposed include the following:
•

What controls are in place to identify potential environmental reme
diation liabilities or related contingencies affecting the entity?

•

Has the entity been designated as a PRP by the EPA under the Superfund
laws or by state regulatory agencies under analogous state laws?

•

If the entity has been designated as a PRP, are there any pending civil
or criminal investigations or actions?

•

Have regulatory authorities or environmental consultants issued any
reports about the entity, such as site assessments or environmental
impact studies?

•

Are landfills or underground storage tanks used to store or dispose of
environmentally hazardous substances?

•

Is the entity required to have environmental permits, such as hazard
ous waste transporter permits or hazardous waste treatment, storage,
and disposal permits?

•

For property sold, abandoned, purchased, or closed, are there any
requirements for site cleanup or for future removal and site restoration?

•

Have there been any violations of environmental laws, such as the
Superfund laws and the corrective action provisions of RCRA?

It also may be helpful when planning the audit of environmental remediation
liabilities to review minutes of meetings of the board of directors (or commit
tees) and reports related to such matters prepared by the entity’s internal
auditors, compliance officers, or other individuals responsible for such matters.

C-6. Depending on the extent of the entity’s exposure to environmental
remediation liabilities, the auditor may decide to involve personnel knowledge
able about such matters in the audit and to use the work of a specialist.
Audit Objectives

C-7. It is management’s responsibility to develop appropriate estimates of
environmental remediation liabilities for use in the preparation of the financial
AICPA Technical Practice Aids
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statements. It is the auditor’s responsibility to evaluate the reasonableness of
those estimates in forming his or her opinion on the financial statements taken
as a whole. Most of the auditor’s work in forming his or her opinion consists of
obtaining and evaluating evidential matter concerning assertions in the finan
cial statements. Assertions are representations by management that are em
bodied in the financial statement components. With respect to environmental
remediation liabilities, the relevant financial statement assertions and the
related objectives of the auditor are shown in the following table:

Assertions

Objective

Completeness and valuation

To determine whether all
environmental remediation
liabilities that should be presented
in the financial statements are
identified and reflected in the
financial statements in conformity
with GAAP

Presentation and disclosure

To determine whether
environmental remediation
liabilities and contingencies are
classified, described, and disclosed
in the financial statements in
conformity with GAAP

The auditor assesses inherent risk and control risk to determine the nature,
timing, and extent of the substantive procedures that will be performed to
achieve these objectives.

Assessing Audit Risk
C-8. Once the auditor has obtained an understanding of the potential
environmental remediation liabilities to which the entity may be exposed, he
or she should make preliminary judgments about materiality and should assess
audit risk. SAS No. 47, Audit Risk and Materiality in Conducting an Audit,
provides guidance to the auditor on assessing audit risk and materiality when
planning and performing an audit of an entity’s financial statements. Audit
risk is the risk that the auditor may unknowingly fail to appropriately modify
his or her opinion on financial statements that are materially misstated. Audit
risk is composed of inherent risk, control risk, and detection risk.

C-9. Inherent Risk. SAS No. 47 defines inherent risk as the susceptibility
of an assertion to a material misstatement, assuming there are no related
internal controls. In assessing inherent risk for assertions about environmental
remediation liabilities, the auditor should consider the knowledge he or she has
obtained about the industry in which the entity operates. Certain industries,
by nature, tend to have a significant risk of exposure to environmental reme
diation liabilities. Examples of such industries include chemicals, oil and gas,
pharmaceuticals, mining, and utilities. However, an entity need not operate in
one of these industries to be exposed to environmental remediation liabilities.
Examples of other industries with potential exposure to environmental reme
diation liabilities are real estate, banking, insurance, and health care. Certain
research and development activities (including those engaged in by some
not-for-profit entities) also may be subject to significant exposures.
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C-10. Certain transactions, such as past acquisitions involving real prop
erty (including acquisitions by a creditor pursuant to default by a debtor), may
expose an entity to environmental remediation liabilities. Under the Superfund
laws, current and former owners of land may be responsible for clean-up costs.
Situations such as the following may indicate the existence of potential envi
ronmental remediation liabilities:
•

Past or current ownership of property on which hazardous substances
are being or were disposed of

•

Recent purchases of property at prices that appear to be significantly
below market

•

Sales of contaminated land under arrangements whereby the seller
retains responsibility for clean-up pursuant to indemnification clauses

•

Aborted real estate sales transactions

•

Sales of businesses involving the retention of real property by the
seller

C-ll. When assessing inherent risk, the auditor should recognize that
estimates of environmental remediation liabilities are affected by factors that
management cannot control, such as the actions of regulators and the recom
mendations and opinions of technical and engineering experts. For this reason,
the evaluation of environmental remediation liabilities usually involves con
siderable analysis and subjective estimation by management and the assis
tance of third parties such as attorneys and environmental engineers.
C-12. Control Risk. SAS No. 47 defines control risk as the risk that a
material misstatement that could occur in an assertion will not be prevented
or detected on a timely basis by the entity’s internal control. SAS No. 55,
Consideration of Internal Control in a Financial Statement Audit, as amended
by SAS No. 78, identifies the components of internal control and explains how
an independent auditor should consider internal control in planning and
performing an audit. An entity’s internal control consists of five components:
control environment, risk assessment, control activities, information and com
munication, and monitoring. For an entity with potential exposure to environ
mental remediation liabilities, the auditor’s understanding of the entity’s
internal control generally should extend to controls designed to help manage
ment identify and evaluate environmental remediation liabilities and loss
contingencies. The level of sophistication of an entity’s internal control as it
relates to environmental remediation matters varies from entity to entity.
Relevant factors that an entity might consider when designing its internal
control include such matters as the extent of exposure to which the entity is
subject, the geographical diversity of the entity, and the remediation activities
undertaken or expected to be required. Some entities have specially designed
systems for data collection and quantification, and expert personnel involved
in the evaluation and oversight of remediation activities. Other entities have
less formal means of gathering information and may rely on outside parties to
assist management in its evaluation and oversight of remediation activities.

C-13. SAS No. 55 also provides guidance on assessing control risk. The
auditor may decide to perform tests of controls, to the extent deemed appropri
ate in the circumstances, to determine whether control risk may be assessed at
less than the maximum level. In other cases, the auditor may assess control
risk at the maximum level for all or a portion of the financial statement
assertions related to environmental remediation liabilities because the auditor
AICPA Technical Practice Aids
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believes that the controls are unlikely to be effective or because evaluating the
effectiveness of the controls would be inefficient. The auditor’s assessment of
inherent risk and control risk, as discussed above, forms the basis for his or her
decisions about the nature, timing, and extent of substantive audit procedures
to be performed.

Substantive Audit Procedures
C-14. Substantive audit procedures are designed to obtain sufficient com
petent evidential matter related to the audit objectives. The auditor’s substan
tive tests of environmental remediation liabilities generally consist of testing
the accounting estimates recorded by management, making inquiries of legal
counsel or identified specialists, and obtaining representations from management.

C-15. SAS No. 57, Auditing Accounting Estimates, provides guidance to the
auditor on obtaining and evaluating sufficient competent evidential matter to
support financial statement assertions that are based on significant accounting
estimates. When evaluating the reasonableness of the estimates of environ
mental remediation liabilities, the auditor should first understand how man
agement developed the estimates. Based on that understanding, the auditor
should use one or a combination of the following approaches set forth in SAS
No. 57 to audit the estimate.
a.

Review and test the process used by management to develop the
estimate.

b.

Develop an independent expectation of the estimate to corroborate
the reasonableness of management’s estimate.

c.

Review subsequent events or transactions occurring prior to the
completion of fieldwork.

When auditing environmental remediation liabilities, approaches a and b,
or a combination thereof, usually will be most effective. Approach c, taken
alone, normally will not be effective because remediation costs are expended
over a long period of time, usually extending well beyond the completion of
fieldwork.

C-16. The auditor should select the approach or approaches based on his
or her judgment as to the degree of evidential matter necessary in the circum
stances, including consideration of the approach or approaches expected to be
most efficient. Because of the complexity involved in developing estimates of
environmental remediation liabilities, including the possible need to use the
work of a specialist, approach a normally will be most efficient.

Reviewing and Testing the Process Used by Management to Develop
the Estimate
C-17. The auditor may evaluate the reasonableness of estimates of envi
ronmental remediation liabilities by reviewing the process used by manage
ment to develop the estimate and by performing procedures to test it. This
approach often is the most appropriate when the estimates are developed by or
based on the work of an environmental specialist.
C-18. SAS No. 57 identifies the following as procedures the auditor may
consider performing when using this approach:
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Identify whether there are controls over the preparation of account
ing estimates and supporting data that may be useful in the evalu
ation. Some of the more common controls over the preparation of
estimates of environmental remediation liabilities that might be
considered by the auditor include—

•

The nature and extent of monitoring by senior management or
the board of directors of the entity’s consideration of environ
mental remediation liabilities.

•

The nature and extent of procedures in place for assessing
compliance with applicable environmental laws and regulations
and for evaluating possible violations.

•

The nature and extent of procedures in place for involving
appropriate operating, financial, legal, and compliance person
nel in monitoring the entity’s environmental remediation liabili
ties, and in developing the estimates.

•

The information systems used by the entity to compile and
access data about the entity’s waste generation, emissions, and
other environmental impacts.

•

The entity’s use of environmental specialists, including its pro
cedures for determining whether the specialists have the requi
site skill or knowledge regarding environmental remediation
matters, knowledge of the entity’s business, and understanding
of the available methodologies for calculating environmental
remediation cost estimates.

•

The procedures in place for verifying that data about the nature,
destinations, and volumes of hazardous substances or wastes are
appropriately collected, classified, and summarized.

•

The procedures in place for assessing the appropriateness of
industry or other external sources of data used in developing
assumptions (for example, information provided by other PRPs,
regulatory authorities, and industry associations) and, where
applicable, for substantiating such information.

Identify the sources of data and factors that management used in
forming the assumptions, and consider whether such data and fac
tors are relevant, reliable, and sufficient for the purpose, based on
information gathered in other audit tests. Sources of data and factors
used may include—
•

Internal company records, such as payroll records for employees
who devote significant time directly to environmental remedia
tion efforts.

•

Information from published sources about socioeconomic trends
or other factors that might affect environmental remediation
liabilities, such as inflation rates, judicial decisions, and enacted
changes in legislation affecting remediation methods or defini
tions of hazardous substances.

Consider whether there are additional key factors or alternative
assumptions about the factors. Key factors that might be considered
include—
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d.

e.

•

Information about environmental remediation liabilities in
cluded in the response to the inquiry of the entity’s lawyer.

•

Studies or reports by environmental consultants.

•

Reports, notices, or correspondence issued by regulatory au
thorities.

Evaluate whether the assumptions are consistent with each other,
the supporting data, relevant historical data, and industry data.
Assumptions that might be evaluated include—

•

Allocations of remediation responsibilities (and consequently
the attendant liabilities) among PRPs.

•

Remediation technologies and expected time frames.

•

Postclosure monitoring requirements.

Analyze historical data used in developing the assumptions to assess
whether the data are comparable and consistent with data of the
period under audit, and consider whether the data are sufficiently
reliable for this purpose. Factors to consider include—

•

Whether the entity’s current process for estimating environ
mental remediation liabilities has resulted in reasonably accu
rate, appropriate estimates in prior periods, and the extent to
which current data indicate changes from prior experience.

•

Whether changes in the entity’s business have been factored into
the estimate.

•

Relationships between estimates of liabilities for one location
and estimates or actual costs incurred for similar locations.

f.

Consider whether changes in the business or industry may cause
other factors to become significant to the assumptions.

g.

Review available documentation of the assumptions used in devel
oping the accounting estimates and inquire about any other plans,
goals, and objectives of the entity, as well as consider their relation
ship to the assumptions. Consider the following, for example:
•

Practices concerning the resolution of environmental contingen
cies that may have a significant effect on the entity’s ultimate
environmental remediation liability (for example, a practice of
vigorously contesting remediation plans proposed by regulators
as opposed to a practice of tacitly accepting those plans)

•

Plans to sell, dispose of, or abandon specific facilities

•

Financial statements or other information used by management
to assess participating PRPs’ abilities to pay their allocable
shares of the estimated environmental remediation liability

h.

Consider using the work of a specialist regarding certain assumptions.

i.

Test the calculations used by management to translate the assump
tions and key factors into the accounting estimate.
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Developing an Independent Expectation of the Estimate

C-19. The auditor may decide to develop an independent expectation of the
estimate of environmental remediation liabilities generally by using the work
of an environmental specialist. For example, the auditor might use this ap
proach if management has not engaged or employed an environmental special
ist, or to assess the reasonableness of, or the effects of alternative key factors
and assumptions on, an estimate prepared by a specialist engaged or employed
by management.
Using the Work of a Specialist

C-20. Because of the complexity of environmental remediation activities
and the difficulties involved in developing estimates of environmental reme
diation liabilities, management often will engage or employ a specialist to
perform this work. Examples of such specialists are remediation technologies
specialists, responsibility allocation specialists, claims specialists, environ
mental engineers, and environmental attorneys.

C-21. Specialists might be involved in one or more stages of the process of
developing estimates of environmental remediation liabilities, including—
•

Identifying situations for which remediation is required.

•

Designing or recommending a remedial action plan for the entity.

•

Gathering and analyzing data on which to base the estimates of
remediation costs (for example, performing a baseline risk assess
ment).

•

Providing information to management that will enable management
to estimate the entity’s environmental remediation liability and de
velop the related financial statement disclosures.

C -22. As noted previously, the process of estimating environmental reme
diation liabilities usually is complex and involves many subjective judgments.
Consequently, the auditor may decide to use the work of a specialist to evaluate
financial statement assertions about environmental remediation liabilities.
SAS No. 73, Using the Work of a Specialist, provides guidance to the auditor
who uses the work of a specialist in performing an audit.
C -23. Qualifications and Work of a Specialist. SAS No. 73 also provides
guidance on matters the auditor should consider when evaluating the profes
sional qualifications of a specialist to determine whether the specialist pos
sesses the necessary skill or knowledge in a particular field. The specialist’s
level of skill or knowledge should be commensurate with the nature and
complexity of the entity’s environmental remediation liabilities that the spe
cialist has been asked to address. Matters that might be relevant in evaluating
the professional qualifications of a specialist include—;
•

Knowledge of various remediation technologies, including their ac
ceptability, strengths, weaknesses, and applicability.

•

Knowledge of environmental remediation issues that are likely to
affect the entity, including legal, regulatory, industry, and social
developments.

•

Technical or educational background related to environmental reme
diation matters.

AICPA Technical Practice Aids

§10,680.175

20,278
•

Statements of Position

Work experience related to environmental remediation matters.

C -24. The auditor should obtain an understanding of the nature of the work
performed or to be performed by the specialist. That understanding should
include—
•

The objectives and scope of the specialist’s work, for example, whether
the specialist is engaged to perform a baseline risk assessment or a
feasibility study.

•

The specialist’s relationship to the entity, if any.

•

The methods and assumptions used by the specialist, including, for
example, a comparison of the methods and assumptions used by the
specialist with those used by management or other specialists, or with
those used in the preceding period.

•

The appropriateness of using the specialist’s work for the intended
purpose. In some cases, the auditor may decide it is necessary to
contact the specialist to determine whether the specialist is aware that
his or her work will be used for evaluating assertions in the financial
statements.

•

The form and content of the specialist’s findings, for example, the
extent of detail included or to be included in the report.

Reports issued by environmental specialists are not standard in their form or
content and do not always clearly express the underlying assumptions or
methods used by the specialist. Communication with the specialist in these
circumstances may assist the auditor in obtaining the necessary under
standing.

C-25. The Specialist's Relationship to the Entity. If a specialist is em
ployed by an entity, or otherwise has a relationship that might directly or
indirectly influence the findings of the specialist, the auditor should assess the
risk that the specialist’s objectivity might be impaired. Factors that the auditor
might consider when determining whether the specialist’s objectivity might be
impaired include the auditor’s prior experience with the specialist, discussions
with the specialist and management, and additional information about the
specific nature and significance of the relationship. If the auditor concludes that
the specialist’s objectivity might be impaired, the auditor should perform
additional procedures with respect to the specialist’s work, for example, engag
ing another specialist to review some or all of the related specialist’s work.
C-26. Using the Findings of the Specialist. The specialist is responsible
for the appropriateness and reasonableness of the methods and assumptions
used and for their application. However, the auditor should (a) obtain an
understanding of the methods and assumptions used by the specialist, (b) make
appropriate tests of data provided to the specialist, taking into account the
auditor’s assessment of control risk, and (c) evaluate whether the specialist’s
findings support the related financial statement assertions.
C-27. If the auditor concludes that the specialist’s findings are unreason
able, the auditor should apply additional procedures that may include obtain
ing the opinion of another specialist.

Auditing Potential Recoveries
C-28. Potential claims for recovery from insurers, PRPs other than partici
pating PRPs, prior property owners, and governmental or third-party funds
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should be evaluated separately from the environmental remediation liability.
To evaluate whether the recovery of a potential claim is probable, correspon
dence or communication with others such as the insurer, PRPs other than
participating PRPs, or legal counsel generally is necessary. Requests for con
firmation of recoverable amounts from such parties should be carefully de
signed to ensure that the parties fully understand what is being requested.
Also, because confirmations do not necessarily provide sufficient evidence
regarding the realizability of such amounts, the auditor may need to obtain
other evidence to evaluate the realizability of recorded recoverable amounts.
As noted in paragraph .141 of this SOP, if a claim is the subject of litigation, a
rebuttable presumption exists that realization of the claim is not probable. SAS
No. 67, The Confirmation Process, provides guidance to the auditor about the
confirmation process in audits performed in accordance with GAAS.

Inquiries of a Client's Lawyer

C-29. The auditor should consider requesting information about environ
mental remediation liabilities and loss contingencies in the letter of inquiry
sent to the entity’s counsel because such matters frequently involve litigation.
The letter of inquiry of a client’s lawyer should include a list prepared by
management (or a request by management that the lawyer prepare a list) that
describes each of the matters the lawyer is currently handling and the expected
outcomes of those matters. SAS No. 12, Inquiry ofa Client’s Lawyer Concerning
Litigation, Claims, and Assessments, provides guidance on the procedures an
auditor should consider performing to identify litigation, claims, and assess
ments and to satisfy himself or herself as to the financial reporting and
disclosure of such matters.
Client Representations

C-30. The auditor should consider obtaining written representations from
management about estimates and disclosures of environmental remediation
liabilities and loss contingencies affecting the financial statements, including
specific representations as to the adequacy of such disclosures and the expected
outcomes of uncertainties. SAS No. 19, Client Representations, provides guid
ance to the auditor about representations to be obtained from management as
part of an audit.
Assessing Disclosures
C-31. Guidelines for disclosure related to environmental remediation li
abilities and loss contingencies are presented in chapter 7 of this SOP. SAS No.
32, Adequacy of Disclosure in Financial Statements, requires the auditor to
assess the adequacy of disclosures of material matters in the financial state
ments in connection with rendering an opinion on the presentation of financial
statements in conformity with GAAP. In the context of environmental reme
diation loss contingencies, the auditor should evaluate management’s assess
ment of the likelihood of loss and ability to reasonably estimate the potential
loss. If disclosure is required, the auditor should assess the adequacy of the
disclosures, including any conclusions expressed by management regarding the
expected outcome of such contingencies, based on evidence obtained, as appli
cable, from the following:
•

Operating, environmental, legal, and financial management per
sonnel

•

Specialists
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Other audit tests

Evaluating Audit Test Results
C-32. The auditor should evaluate the results of tests of the environmental
remediation liabilities and related disclosures in the context of the entity’s
financial statements taken as a whole. Other auditing literature that provides
guidance on evaluating the results of audit tests includes SAS No. 53, The
Auditor’s Responsibility to Detect and Report Errors and Irregularities, which
provides guidance on the evaluation of audit test results, and paragraph 29 of
SAS No. 47, which provides additional guidance on the auditor’s responsibility
for evaluating the reasonableness of estimates in relationship to the financial
statements taken as a whole.

Reporting
C-33. Departures from GAAP or scope limitations related to environ
mental remediation liabilities or loss contingencies may require modification
of the auditor’s standard report on an entity’s financial statements. SAS No.
58, Reports on Audited Financial Statements, provides guidance to the auditor
on reporting when there is a GAAP departure or a scope limitation.

Departures From GAAP

C-34. Departures from GAAP involving environmental remediation liabili
ties or loss contingencies generally involve (1) inadequate disclosures, (2) the
application of inappropriate accounting principles, or (3) unreasonable account
ing estimates. The auditor should determine whether the presentation and
disclosure of an environmental remediation liability or the disclosure of an
uncertainty involving an environmental remediation loss contingency complies
with the guidance in chapter 7 of this SOP. The auditor should also assess the
appropriateness of the accounting policies used and the reasonableness of the
estimates. Chapters 5 and 6 of this SOP present the accounting principles for
the recognition and measurement of environmental remediation liabilities. If
the auditor concludes that the financial statements are not fairly presented in
all material respects because the accounting principles followed are inappro
priate or misapplied, the disclosures are inadequate, or management’s esti
mates are unreasonable, the auditor should express a qualified or adverse
opinion.
Scope Limitations

C-35. The auditor should consider whether he or she has obtained suffi
cient competent evidential matter to support management’s assertions about
environmental remediation liabilities and loss contingencies and their presen
tation and disclosure in the financial statements. The auditor should distin
guish between situations involving uncertainties and those involving scope
limitations. An uncertainty exists if resolution of the environmental remedia
tion loss contingency is expected to occur at a future date at which time
conclusive evidential matter concerning the outcome of the uncertainty is
expected to become available. However, if sufficient evidential matter currently
exists or did exist but is not available to the auditor because of restrictions
imposed by management, inadequate recordkeeping, or other conditions that
prevent the auditor from gaining access to the information, a limitation on the
scope of the auditor’s work may exist sufficient to cause the auditor to qualify
or disclaim an opinion because of a scope limitation.
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Making Reference to a Specialist
C-36. Use of specialists is common in the determination and development
of financial statement estimates of environmental remediation liabilities and
disclosures related to environmental remediation loss contingencies. SAS No.
73 provides the auditor with guidance on considering the effect of the special
ist’s work on the auditor’s report. That guidance precludes the auditor from
referring to the work of a specialist in the auditor’s report, because such
reference might be interpreted as a qualification of the auditor’s opinion or a
division of responsibility, neither of which is intended. However, the guidance
permits the auditor to refer to the specialist in the auditor’s report if the auditor
believes such reference will facilitate an understanding of the reason for a
departure from an unqualified opinion.

Accounting Changes
C-37. As indicated in paragraph .102 of this SOP, the effect of initially
applying the provisions of this SOP may have elements of a change in account
ing principle that are inseparable from a change in accounting estimate;
accordingly, the effect shall be reported as a change in accounting estimate. If
the initial application of the accounting guidance in this SOP has a material
effect on the comparability of the financial statements, an explanatory para
graph should be added to the auditor’s report pursuant to paragraph 12 of SAS
No. 1, section 420, Consistency ofApplication of Generally Accepted Accounting
Principles.

Communication With Audit Committees

C-38. SAS No. 61, Communication With Audit Committees, provides the
auditor with guidance on the types of matters related to the scope and results
of the audit that should be reported to the audit committee or those of
equivalent authority and responsibility. Such matters include management
judgments and accounting estimates. The auditor should determine whether
the audit committee is informed about the process used by management in
formulating particularly sensitive accounting estimates, such as those for
environmental remediation liabilities, and the basis for the auditor’s conclu
sions regarding the reasonableness of the estimates.
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Appendix D
Response to Comments Received
D-1. An exposure draft of a proposed SOP, Environmental Remediation
Liabilities (Including Auditing Guidance), was issued for public comment on
June 30, 1995. More than seventy comment letters were received in response
to the exposure draft.
D-2. The majority of the comments related to the measurement of environ
mental remediation liabilities. A significant number of commentators also
expressed concerns about a lack of symmetry in the measurement of the
remediation liability and of any probable recoveries, about the proposed SOP’s
scope, and about the proposed transition provisions and effective date of the
SOP. Some commentators also suggested that, because environmental reme
diation liabilities is a broad topic, it should be addressed by the FASB rather
than the Accounting Standards Executive Committee (AcSEC).
D-3. These comments and AcSEC’s responses to them are discussed below.

Scope
D-4. The exposure draft excluded from its scope accounting for remediation
actions that are undertaken at the sole discretion of management and that are
not induced by the threat of litigation or assertion of a claim or an assessment.
A number of commentators recommended expanding the scope to include such
actions, with the majority of them recommending that the SOP specifically
permit or require the recording of a liability for voluntary remediation pro
grams when management intends to undertake such programs.

D-5. AcSEC continues to believe that such remediation actions should be
outside the scope of this SOP. AcSEC believes that addressing the issues would
require a far broader project than this SOP was intended to be. Such a broader
project would possibly need to be undertaken by the FASB rather than AcSEC
since it might require reconsideration of the liability-recognition model estab
lished by FASB Statement No. 5, Accounting for Contingencies. Moreover,
AcSEC believes this SOP, with its relatively narrow scope, will produce signifi
cant improvements in practice that should not be delayed unnecessarily.

Measurement of the Liability
D-6. The exposure draft provided that the measurement of the liability
should include the following:
a.

Incremental direct costs of the remediation effort

b.

Costs of compensation and benefits for employees to the extent an
employee is expected to devote time directly to the remediation effort

The exposure draft defined the remediation effort to include, among other
things, the costs of defending against assertions of liability for remediation.

D-7. Many commentators stated that payroll and payroll-related costs,
including the costs of in-house legal counsel, should be treated as period costs
rather than being included in the measurement of the environmental remedia
tion liability. Among the reasons cited were the following.
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•

Because environmental-affairs, technical, and legal personnel who
devote time to the remediation effort would be employed by an entity
even in the absence of an obligation to remediate a particular site,
devoting a portion of their time to a particular site does not represent
a sacrifice of economic benefits.

•

Salaries and related costs that are not inventoriable generally are
treated as period costs; such costs generally are not accrued as part of
other kinds of liabilities.

•

The cost of estimating and tracking this element of the accrual would
be burdensome.

•

Whether such costs should be included in the measurement of the
liability should be considered by the FASB because of its implications
to areas beyond environmental liabilities.

D-8. In addition, many commentators said that the cost of defending
against assertions of liability, regardless of whether the defense is to be
performed by in-house counsel or outside counsel, should be treated as a period
cost. Among the reasons cited were the following.
•

Costs of defending against assertions of liability are discretionary and,
therefore, do not have one of the essential characteristics of a liability
set forth in FASB Concepts Statement No. 6, Elements of Financial
Statements.

•

Such costs may be incurred before it can be determined whether a
remediation liability exists.

•

The guidance inevitably would be analogized to other kinds of liabili
ties. Accordingly, it would represent a de facto Interpretation of FASB
Statement No. 5 that should be exposed and debated as such.

D-9. AcSEC believes that devoting the time of employees to a particular
activity, by definition, represents a sacrifice of economic resources. AcSEC
acknowledges that, in most situations, compensation and benefits for employ
ees who are not involved with production of inventory are treated as a period
cost. AcSEC believes, however, that the measurement of an environmental
remediation liability should be based on the cost that will be incurred to
extinguish the liability and that the measurement should not vary significantly
merely because an entity chooses to satisfy elements of the liability using
employees rather than outside contractors. The need to include internal costs
in the measurement of a liability is addressed explicitly in various items of
authoritative literature. FASB Statement No. 106, Employers’ Accounting for
Postretirement Benefits Other Than Pensions, states in footnote 15, “If signifi
cant, the internal and external costs directly associated with administering the
postretirement benefit plan also should be accrued as a component of assumed
per capita claims costs.” FASB Statement No. 60, Accounting and Reporting by
Insurance Enterprises, states in paragraph 20, “A liability for all costs expected
to be incurred in connection with the settlement of unpaid claims (claim
adjustment expenses) shall be accrued when the related liability for unpaid
claims is accrued.... Claim adjustment expenses also include other costs that
cannot be associated with specific claims but are related to claims paid or in
the process of settlement, such as internal costs of the claims function.” SOP
81-1, Accounting for Performance ofConstruction-Type and Certain ProductionType Contracts [section 10,330], states in paragraph 87 [section 10,330.87] that
a provision for anticipated losses on contracts should include all costs of the type
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allocable to contracts under paragraph 72 of that SOP [section 10,330.72].
Paragraph 72 of SOP 81-1 [section 10,330.72] states that such costs include all
direct costs, such as material, labor, and subcontracting costs, and the following
indirect costs: the costs of indirect labor, contract supervision, tools and equip
ment, supplies, quality control and inspection, insurance, repairs and mainte
nance, depreciation and amortization, and, in some circumstances, support
costs, such as central preparation and processing of payrolls.

D-10. Finally, AcSEC considered accounting literature that provides that
certain internal cost be deferred or capitalized rather than treated as a period
expense. FASB Statement No. 91, Accounting forNonrefundable Fees and Costs
Associated with Originating or Acquiring Loans and Initial Direct Costs of
Leases, provides that direct loan-origination costs of a completed loan are to be
offset against loan-origination fees and any excess deferred. Direct loan-origi
nation costs include incremental direct costs incurred in transactions with
independent third parties and certain costs directly related to specified activi
ties performed by the lender. The costs directly related to those activities
include only that portion of the employees’ total compensation and payroll-re
lated fringe benefits directly related to time spent for the origination of the loan.

D-11. AcSEC was concerned, however, that the requirement to include in
the measurement of the environmental remediation liability the costs of com
pensation and benefits for all employees who are expected to devote time to the
remediation effort would create an unjustified record keeping burden on
reporting entities. Accordingly, the approach used in the SOP limited the
inclusion of nonincremental direct costs to the costs of compensation and
benefits for those employees who are expected to devote a significant amount
of time directly to the remediation effort. AcSEC believes this approach will
produce sound and useful reported information at a reasonable cost. As dis
cussed in the SOP, the remediation effort does not include routine environ
mental compliance matters and costs involved with potential recoveries. Also,
indirect internal costs such as administrative and occupancy costs are not
included in the measurement of the environmental remediation liability.
D-12. AcSEC believes the cost associated with including the appropriate
compensation and benefit costs in the measurement of the liability will not be
excessive. In this regard, AcSEC notes that in many cases periodic adjustment
of the liability could be performed by reestimating this component of the
liability and that this SOP does not impose an obligation to use formal
procedures such as time sheets for the development of the liability and to track
the actual expenditures.

D-13. AcSEC acknowledges that the treatment of costs to defend against
assertions of this and other kinds of liability is diverse: Some include such costs
in the measurement of a liability for a loss contingency under FASB Statement
No. 5, while the majority of practice treats litigation costs as period costs.
AcSEC believes that any authoritative guidance on the treatment of such costs
should be developed as a broad issue with appropriate due process. AcSEC,
therefore, concluded not to provide guidance on inclusion of the cost of defense
against assertions of liability in the measurement of the environmental reme
diation liability. Costs to defend against assertions of liability in the context of
environmental remediation liabilities involve determining whether an entity
is responsible for participating in a remediation process. Legal costs involved
with determining (a) the extent of remedial actions that are required, (b) the
type of remedial actions to be used, and (c) the allocation of costs among PRPs
are not part of the cost to defend against assertions of liability and are to be
included in the measurement of the environmental remediation liability.
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D-14. The exposure draft provided that current measurements of the
liability “... should be based on remediation technology that exists currently.”
Certain commentators agreed with this conclusion. In their opinions, the
nature of the remediation effort was sufficiently different from liabilities for
closure or removal of long-lived assets that a difference in anticipating changes
in technology was justified.

D-15. Some commentators concluded that differences between the guid
ance in the exposure draft concerning anticipation of advances in technology
and the FASB’s tentative conclusions concerning anticipation of advances in
technology in its project on accounting for certain liabilities related to closure
or removal of long-lived assets (formerly nuclear decommissioning) should be
resolved. These commentators did not always express a preference.
D-16. The majority of commentators suggested that to ignore advances in
technology is unrealistic and recommended that changes in technology that are
reasonable and that can be supported should be allowed to be considered in
determining the remediation liability. FASB Statement No. 106 was cited as
an example of authoritative literature that permits consideration of anticipated
changes in technology.

D-17. AcSEC acknowledges that, by restricting remediation technologies
to those currently available, realistic developments in technology that could
substantially reduce the ultimate obligation would be ignored. This approach
would be inconsistent with the objective of reporting, in the financial state
ments, a liability that represents the most likely amount to be paid. Further,
AcSEC agrees that the FASB’s approach in Statement No. 106 to estimating
postemployment health care costs demonstrates the acceptability of anticipat
ing realistic changes in technology when estimating future costs that are
affected significantly by technological advances.

D-18. AcSEC believes that information regarding expected advances in
remediation technologies is considered routinely by environmental engineers
and consultants as they evaluate the effectiveness and cost of alternative
remediation strategies. AcSEC acknowledges the inherent uncertainty in
volved in anticipating developments in technology but concluded that accept
able constraints would be placed on this uncertainty by requiring that advances
be considered only to the extent that the entity has a reasonable basis to expect
that a remediation technology will be approved. Further, this uncertainty
becomes resolved at such time as a record of decision is issued since, at that
stage in the process, the remediation technology to be used is defined. Accord
ingly, AcSEC modified its original position to require that the estimated
liability be measured based on the technology that is expected to be approved
to remediate the site.
D-19. Paragraph .131 of the SOP states: “In situations in which it is not
practicable to estimate inflation and such other factors [productivity improve
ments] because of uncertainty about the timing of expenditures, a current-cost
estimate would be the minimum in the range of the liability to be recorded until
such time as these cost effects can be reasonably estimated.” That guidance is
different from the guidance proposed in the FASB’s May 31, 1996, exposure
draft of a Proposed Statement of Financial Accounting Standards, Accounting
for Certain Liabilities Related to Closure or Removal of Long-Lived Assets,
which provides that, in determining the estimated future cash outflows that
will be required to satisfy closure or removal obligations, current-cost estimates
should be adjusted for inflation in all cases. AcSEC believes the difference is
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justified, because the degree of timing uncertainty that exists concerning some
environmental remediation liabilities is significantly greater than the degree
of timing uncertainty that typically exists concerning closure or removal
liabilities.

D-20. For example, an entity may know that a remedial action for which
it has a liability could begin within, say, one year of the reporting date. The
entity may also know that, for reasons such as disagreements among poten
tially responsible parties over their relative responsibility for the site and the
methodology to be used at the site, it is equally likely that remedial action will
not begin for five, or perhaps ten, years. In such circumstances, consideration
of the effects of inflation and of productivity improvements in the measurement
of the liability would require an arbitrary assumption about when the remedial
action will begin, which would diminish the reliability of the measurement and
the usefulness of the reported information.

D-21. Although timing uncertainties also often exist in closure situations
(concerning the end of the useful life of a long-lived asset, which is when cash
outflows for closure or removal of a long-lived asset would occur), those uncer
tainties tend to concern periods that are more distant from the measurement
date. This factor mitigates the effects of such uncertainties.
D-22. AcSEC believes that, in the context of environmental remediation
liabilities, using a current cost estimate until there is a basis for estimating
productivity improvements and the timing of the satisfaction of the liability
will result in reported information that has the characteristics of usefulness
and reliability.

D-23. Uncertainties are pervasive in the measurement of environmental
remediation liabilities, and the SOP’s approach to addressing those uncertain
ties is to require reporting entities to recognize their best estimate at the
particular point in time (or, if no best estimate can be made, the minimum
estimate) of their share of the liability and to refine their estimate as events in
the remediation process occur. The guidance provided in this SOP—that an
undiscounted current cost estimate would be the minimum in the range of the
liability to be recognized until such time as a better estimate can be made—is
consistent with that approach.

Measurement of Probable Recoveries
D-24. The exposure draft required discounting of recovery assets in all
circumstances. Many commentators expressed concerns that that guidance, in
combination with the SOP’s guidance concerning discounting of liabilities,
produced counterintuitive results when applied, for example, to fully insured
liabilities. AcSEC agreed with commentators that the measurement of some
recovery assets should be symmetrical with the measurement of the related
liability. AcSEC noted that, in FASB Statement No. 113, Accounting and
Reporting for Reinsurance ofShort-Duration and Long-Duration Contracts, the
FASB provided for the measurement of reinsurance receivables on a basis
symmetrical to that of the liability. Accordingly, AcSEC concluded that prob
able recoveries should be measured at their undiscounted amounts if (a) the
liability is not discounted and (6) the timing of the recovery is dependent on the
timing of the payment of the liability. This second criterion—dependency of the
timing of the recovery on the timing of the payment of the liability—would
usually be met, for example, if an insurance company agrees, in accordance with
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the terms of an insurance contract, to reimburse the reporting entity for all or
a percentage of the remediation costs incurred by the reporting entity as the
reporting entity expends money to satisfy its obligation, whereas the criterion
likely would not be met, for example, in a lump-sum buyout by an insurance
company of contested coverage.

Relationship of the Guidance in This SOP to FASB Statement
No. 121
D-25. This SOP addresses the recognition of environmental remediation
liabilities and explicitly does not address the recognition of asset impairment.
FASB Statement No. 121, Accounting for the Impairment ofLong-Lived Assets
and for Long-Lived Assets to Be Disposed Of, provides guidance on the recogni
tion and measurement of impairment of long-lived assets. Under FASB State
ment No. 121, an entity determines whether a long-lived asset is impaired by
comparing the expected future cash flows (undiscounted and without interest
charges) from the use and eventual disposition of the asset to the asset’s
carrying amount. If the asset is determined to be impaired, the impairment loss
is measured as the amount by which the carrying amount of the asset exceeds
the fair value of the asset.

D-26. FASB Statement No. 121 does not address explicitly cash flows
related to environmental remediation that may be associated with a long-lived
asset. The EITF reached a consensus in Issue No. 95-23, The Treatment of
Certain Site Restoration/Environmental Exit Costs When Testing a Long-Lived
Asset for Impairment, that future cash flows for environmental exit costs that
are associated with a long-lived asset and that have been recognized as a
liability should be excluded from the undiscounted expected future cash flows
used to test the asset for recoverability under Statement No. 121. However,
EITF Issue No. 95-23 relates only to environmental exit costs that may be
incurred if a long-lived asset is sold, is abandoned, or ceases operations. It does
not address the appropriate treatment of cash outflows to satisfy the environ
mental remediation liabilities that are the subject of this SOP when an asset
would continue operating. AcSEC believes guidance should be developed to
address the recognition test under FASB Statement No. 121 and the measure
ment of impairment under the Statement when an environmental remediation
liability associated with a long-lived asset has been recognized pursuant to this
SOP. The guidance should avoid consideration of the effect of the environ
mental remediation obligation twice.

Disclosures
D-27. A number of commentators said the disclosures that are encouraged,
but riot required, by the SOP should be mandatory. Those commentators believe
that the encouraged disclosures provide valuable, or even essential, informa
tion to users of the financial statements.
D-28. AcSEC believes the encouraged disclosures will enhance the useful
ness of financial statements as tools for decision making. AcSEC recognizes,
however, that the FASB is undertaking a project on disclosure effectiveness
and decided that it would be inappropriate to impose new disclosure require
ments concerning environmental remediation liabilities at this time. Accord
ingly, the SOP imposes no disclosure requirements that go beyond the
requirements of existing authoritative literature.
AICPA Technical Practice Aids
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Transition
D-29. A number of commentators said that the effect of initially applying
the SOP should be reported in a manner similar to the cumulative effect of a
change in accounting principle. A number of those commentators believe the
SOP’s guidance on what elements should be included in the accrual; on
estimation of the liability in the strict, joint and several, and retroactive legal
scheme of environmental remediation liabilities; and on accrual of estimates of
components of the overall liability before the overall liability can be reasonably
estimated constitute significant new guidance that would result in a change in
the application of an accounting principle and should be accounted for as such.
Some of those commentators believe that, although in individual cases the
effect of applying the SOP would have elements of a change in the application
of an accounting principle and of a change in an accounting estimate, the entire
change should be reported as a change in accounting principle because that is
the predominant characteristic of the change. AcSEC rejected those arguments
because treating the effect of initially applying the SOP as a change in
accounting principle would directly contradict APB Opinion No. 20, Accounting
Changes, paragraph 32, which states in part:
A change in accounting estimate that is recognized in whole or in part by a
change in accounting principle should be reported as a change in an estimate
because the cumulative effect attributable to the change in accounting principle
cannot be separated from the current or future effects of the change in estimate.

Coordination With the FASB
D-30. A number of commentators expressed the view that, because the
accounting and reporting issues embraced by the scope of this SOP are of such
a broad nature, the FASB rather than AcSEC should address them. AcSEC
notes that it coordinates its efforts with the FASB throughout the process of
developing an SOP. This coordination begins when AcSEC sends a prospectus
that describes a possible project to the FASB. That prospectus is discussed at
a public board meeting and, if no more than two FASB members object to having
AcSEC take on the project, the project can proceed.
D-31. The criteria considered by the FASB in clearing AcSEC’s prospec
tuses include the following:
•

The project does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance that is adequately
justified.

•

The project will result in an improvement in practice.

•

The AICPA has demonstrated a need for the project.

•

The benefits of any SOP are expected to outweigh the costs of applying
it.

D-32. All AcSEC meetings are open to the public, and an FASB repre
sentative generally attends all AcSEC meetings. The FASB also clears AcSEC
exposure drafts and final SOPs at public board meetings before their promul
gation. In connection with clearing the final SOP, the FASB is provided with
copies of all comment letters received by AcSEC.

§10,680.176

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

20,289

Environmental Remediation Liabilities

.177

Appendix E

Acronyms
ARAR

Applicable or relevant and appropriate requirement

BACT

Best available control technology

CERCLA Comprehensive Environmental Response, Compensation and
Liability Act (Also referred to as Superfund, together with
SARA)

CERCLIS Comprehensive Environmental Response, Compensation and
Liability Information System
DMR

Discharge monitoring report

EPCRA

Emergency Planning and Community Right-to-Know Act (also
referred to as SARA title III)

LAER

Lowest achievable emission rate

MSDS

Material safety data sheet

NAAQS

National ambient air quality standards

NPDES

Nation Pollutant Discharge Elimination System

NPL

National Priorities List

NSPS

New source performance standards

POTW

Publicly owned treatment works

PRAP

Proposed remedial action plan

PRP

Potentially responsible party

PSD

Prevention of significant deterioration

RCRA

Resource Conservation and Recovery Act

RFA

RCRA facility assessment

RFI

RCRA facility investigation

RI/FS

Remedial investigation/feasibility study

ROD

Record of Decision

SARA

Superfund Amendments and Reauthorization Act of 1986 (to
gether with CERCLA, also referred to as Superfund)

SWMU

Solid waste management unit

TSCA

Toxic Substances Control Act

TSDF

Treatment, storage, or disposal facility

UST

Underground storage tank
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Glossary
Administrative record. Related to Superfund and EPCRA: all documents
containing information the government uses to select response actions and
impose administrative sanctions relating to CERCLA and Title III of
SARA, the Emergency Planning and Community Right-to-Know Act. This
paper trail includes correspondence, the RI/FS, the Record of Decision, and
public comments. SARA appears to limit judicial review of the adequacy of
a response action to the administrative record.

Applicable or Relevant and Appropriate Requirements (ARARs). ARARs
include the federal standards and more stringent state standards that are
legally applicable or relevant and appropriate under the circumstances.
ARARs include cleanup standards, standards of control, and other envi
ronmental protection requirements, criteria, or limitations. RCRA has
frequently been used as an ARAR for remediation of Superfund sites.

Baseline risk assessment. Related to Superfund and RCRA: the qualitative
and quantitative evaluation performed in an effort to define the risk posed
to human health, the environment, or both by the presence or potential
presence, use, or both of specific pollutants. Baseline risk assessments are
performed as part of the RI/FS process under Superfund and as part of the
RCRA facility investigation in RCRA corrective actions.

Closure. Related to RCRA: the process in which the owner-operator of a
hazardous waste management unit discontinues active operation of the
unit by treating, removing from the site, or disposing of on site all hazard
ous wastes in accordance with an EPA- or state-approved plan. Included,
for example, are the process of emptying, cleaning, and removing or filling
underground storage tanks (USTs) and the capping of a landfill. Closure
entails specific financial guarantees and technical tasks that are included
in a closure plan and must be implemented.

Comprehensive Environmental Response, Compensation, and Liability
Information System (CERCLIS) or CERCLA Information System. A
database maintained by the U.S. EPA and the states that lists sites where
releases have either been addressed or need to be addressed. CERCLIS
consists of three inventories: CERCLIS Removal Inventory, CERCLIS
Remedial Inventory, and CERCLIS Enforcement Inventory. Within the
three inventories are inactive and active release sites. Inactive release sites
are those sites where no further action is needed. Active release sites are
those sites that may have an ongoing response action; that may not yet
have been addressed by the EPA, but are scheduled for future action; or
that may have been addressed and are targeted for further investigation
of environmental impacts.

Consent decree. A legal document, approved by a judge, that formalizes an
agreement reached between the EPA and potentially responsible parties
(PRPs) through which PRPs will conduct all or part of a remedial action at
a Superfund site; cease or correct actions or processes that are polluting
the environment; or otherwise comply with regulations where PRPs’ fail
ure to comply caused the EPA to initiate regulatory enforcement actions.
The consent decree describes the actions PRPs will take and may be subject
to a public comment period.

§10,680.178

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

20,291

Environmental Remediation Liabilities

Containment. Measures taken to prevent the migration of, or exposure of
humans or the environment to, hazardous substances. Containment in
cludes, for example, the construction of dikes, trenches, ditches, fences,
underground barrier walls, surface caps, and groundwater pumping facili
ties as well as monitoring to ensure the integrity of the containment
system.

Corrective action. Related to RCRA: action to remedy releases from hazard
ous waste management units, or any other sources of releases at or from a
TSDF.

Disposal. Related to CERCLA and RCRA: under RCRA, the discharge, de
posit, injection, dumping, spilling, leaking, or placing of any solid waste or
hazardous waste into or on any land or water so that such solid waste or
hazardous waste or any constituent thereof may enter the environment or
be emitted into the air or discharged into any waters, including ground
waters. Similarly under CERCLA with regard to hazardous substances.

Hazardous substance. Related to Superfund: the definition of hazardous sub
stance in CERCLA is broader than the definition of hazardous wastes under
RCRA. Under CERCLA, a hazardous substance is any element, compound,
mixture, solution, or substance that, when released to the environment,
may present substantial danger to the public health or welfare or to the
environment. It also includes (1) specifically designated substances; (2)
toxic pollutants under the Federal Water Pollution Control Act; (3) haz
ardous wastes having the characteristics identified under or listed pursu
ant to RCRA (excluding any waste suspended from regulation under the
Solid Waste Disposal Act by Congress); (4) hazardous air pollutants under
the Clean Air Act; and (5) any imminently hazardous chemical substance
or mixture for which the government has taken action under section 7 of
the Toxic Substances Control Act. Petroleum (including crude oil not
otherwise specifically listed or designated as a hazardous substance under
any of the above laws), natural gas, natural gas liquids, liquefied natural
gas, or synthetic gas useable for fuel (or mixtures of natural gas and such
synthetic gas) are excluded.

Hazardous waste. Related to RCRA: a waste, or combination of wastes, that
because of its quantity, concentration, toxicity, corrosiveness, mutagenic
ity or inflammability, or physical, chemical, or infectious characteristics
may (1) cause, or significantly contribute to, an increase in mortality or an
increase in serious irreversible, or incapacitating reversible illness; or (2)
pose a substantial present or potential hazard to human health or the
environment when improperly treated, stored, transported, or disposed of,
or otherwise managed. Technically, those wastes that are regulated under
RCRA 40 CFR Part 261.

Hazardous waste constituent. A constituent that caused the waste to be
listed as a hazardous waste under 40 CFR Part 261 Subpart D.

National Priorities List (NPL). The EPA’s list of the most serious uncon
trolled or abandoned hazardous waste sites identified for possible long
term remedial action under Superfund. The list is based primarily on the
score a site receives from the Hazard Ranking System. The EPA is required
to update the NPL at least once a year.
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Orphan share. Equitable share of liability for response or remediation costs
attributed to orphan-share PRPs, or the amount by which the equitable
share of liability for response or remediation costs attributable to other
parties exceeds the amount for which those parties have settled their
liability.

Orphan-share PRP. An identified PRP that cannot be located or that is
insolvent.

Orphan site. A Superfund site where all identified potentially responsible
parties no longer exist or are insolvent.

Participating PRP. A party to a Superfund site that has acknowledged poten
tial involvement with respect to the site. Also referred to as a player.

Potentially responsible party (PRP). Any individual, legal entity, or govern
ment—including owners, operators, transporters, or generators—poten
tially responsible for, or contributing to, the environmental impacts at a
Superfund site. The EPA has the authority to require PRPs, through
administrative and legal actions, to remediate such sites.

Recalcitrant PRP. A party whose liability with respect to a Superfund site is
substantiated by evidence, but that refuses to acknowledge potential
involvement with respect to the site. Also referred to as a nonparticipating
PRP.

Release. Related to Superfund: any spilling, leaking, pumping, pouring, emit
ting, emptying, discharging, injecting, escaping, leaching, dumping, or
disposing into the environment. Includes the abandonment or discarding
of barrels, containers, and other closed receptacles containing any hazard
ous substance, pollutant, or contaminant. The law provides for several
exclusions. Release also means the substantial threat of release.

Remedial action, remediation. Related to Superfund: generally long-term
actions taken to (a) investigate, alleviate, or eliminate the effects of a
release of a hazardous substance into the environment; (6) investigate,
alleviate, or eliminate a threat of the release of an existing hazardous
substance that could potentially harm human health or the environment;
or (c) restore natural resources. Also used in this SOP to refer to corrective
action under RCRA.

Remedial investigation/feasibility study (RI/FS). Extensive technical stud
ies conducted by the government or by the PRPs to investigate the scope
of site impacts (RI) and determine the remedial alternatives (FS) that,
consistent with the National Contingency Plan, may be implemented at a
Superfund site. Government-funded RI/FSs do not recommend a specific
alternative for implementation. RI/FSs conducted by PRPs usually do
recommend and technically support a remedial alternative. An RI/FS may
include a variety of on- and off-site activities, such as monitoring, sampling,
and analysis.

Removal, removal action. Under CERCLA, generally short-term actions
taken to respond promptly to an urgent need. The cleanup or removal of
released hazardous substances from the environment; actions in response
to the threat of release; actions that may be necessary to monitor, assess,
and evaluate the release or threat; disposal of removed material; or other
actions needed to prevent, minimize, or mitigate damage to public health
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or welfare or to the environment. Removal also includes, without being
limited to, security fencing or other measures to limit access; provision of
alternative water supplies; temporary evacuation and housing of threat
ened individuals not otherwise provided for; and any emergency assistance
provided under the Disaster Relief Act.

Response action. Related to Superfund: a broad term encompassing removal,
remediation, and containment actions, as well as precleanup and enforce
ment-related activities.

Solid waste management unit (SWMU). Related to RCRA: any discernible
waste management unit from which hazardous constituents may migrate,
irrespective of whether the unit was intended for the management of solid
or hazardous wastes. The types of units considered SWMUs are landfills,
surface impoundments, waste piles, land treatment units, incinerators,
injection wells, tanks, container storage areas, waste-water treatment
systems, and transfer stations. In addition, areas associated with produc
tion processes at facilities that have been affected by routine, systematic,
and deliberate releases of wastes (which may include abandoned or dis
carded products), or hazardous constituents from wastes, are considered
SWMUs.

Treatment, storage, or disposal facility (TSDF). Related to RCRA: with
some exceptions, any facility that treats hazardous wastes; any facility that
stores hazardous wastes, except generators who store their own wastes for
less than 90 days for subsequent transport off-site; or any facility that
serves to receive hazardous waste and disposes of it.

Unilateral administrative order. Order issued unilaterally by the EPA un
der section 106(a) of CERCLA to PRPs, or to non-PRPs such as adjacent
landowners, requiring them to take a response action. Unilateral admin
istrative orders contain findings of fact and conclusions of law, and they
specify the work to be performed and the EPA’s right to take over the work
in the event of noncompliance, inadequate performance, or an emergency.
A unilateral administrative order does not allocate conduct required by the
order between individual PRPs; however, the EPA may issue carve-out
orders requiring individual PRPs to perform specific actions. Also referred
to as a “section 106 order.”

Unknown PRP. A party that has liability with respect to a Superfund site, but
that has not yet been identified as a potentially responsible party by the
U.S. EPA or by an analogous state agency.

Unproven PRP. A party that has been identified as a potentially responsible
party for a Superfund site by the U.S. Environmental Protection Agency
or by an analogous state agency, but that does not acknowledge potential
involvement with respect to the site because no evidence has been pre
sented linking the party to the site. Also referred to as a hiding-in-theweeds PRP.
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Section 10,690
Statement of Position 97-1
Accounting by Participating Mortgage
Loan Borrowers
May 9,1997

NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas
of financial accounting and reporting. Statement on Auditing Standards No. 69,
The Meaning ofPresent Fairly in Conformity With Generally Accepted Accounting
Principles, identifies AICPA Statements of Position that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category b of the hierarchy of generally accepted accounting
principles that it establishes. AICPA members should consider the accounting
principles in this Statement of Position if a different accounting treatment of a
transaction or event is not specified by a pronouncement covered by Rule 203 of
the AICPA Code of Professional Conduct. In such circumstances, the accounting
treatment specified by the Statement of Position should be used, or the member
should be prepared to justify a conclusion that another treatment better presents
the substance of the transaction in the circumstances.

Scope
.01 This Statement of Position (SOP) establishes the borrower’s account
ing for a participating mortgage loan if the lender is entitled to participate in
appreciation in the market value of the mortgaged real estate project, the
results of operations of the mortgaged real estate project, or in both. This SOP
applies to all borrowers in participating mortgage loan arrangements.

.02 This SOP does not apply to participating leases, debt convertible at
the option of the lender into equity ownership of the property, or participating
loans resulting from troubled debt restructurings.1 It also does not apply to
creditors in participating mortgage loan arrangements.

Background
.03 Through the 1960s, most loans collateralized by real estate projects
had fixed interest rates and long-term payment periods with full amortization
1 Accounting for leases is addressed in Financial Accounting Standards Board (FASB) Statement
of Financial Accounting Standards No. 13, Accounting for Leases. Accounting for debt convertible at
the option of the lender into equity ownership of the property is addressed in Accounting Principles
Board (APB) Opinion No. 14, Accounting for Convertible Debt and Debt Issued with Stock Purchase
Warrants. Participating loans originating from troubled debt restructurings should be accounted for
in conformity with FASB Statement No. 15, Accounting by Debtors and Creditors for Troubled Debt
Restructurings.
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of principal. Thereafter, loans with variable features, such as adjustable inter
est rates and variable payments, began to emerge. The desire for instruments
in which the return to the lenders was tied more closely to the performance of
the property led to the introduction of participating mortgage loans.
.04 Participating mortgage loans and nonparticipating mortgage loans
share the following characteristics:

•

Debtor-creditor relationships between those who provide initial cash
outlays and hold the mortgages, and those who are obligated to make
subsequent payments to the mortgage holders

•

Real estate collateral

•

Periodic fixed-rate or floating-rate interest payments

•

Fixed maturity dates for stated principal amounts

.05 However, unlike a nonparticipating mortgage loan arrangement, in a
participating mortgage loan, the lender participates in appreciation in the
market value of the mortgaged real estate project or the results of operations
of the mortgaged real estate project, or in both. The terms and economics of
participating mortgage loan agreements vary by agreement. The terms and
economics of one agreement may create a circumstance in which any partici
pation payment is remote. In another agreement, the terms and economics may
transfer many of the risks and rewards of property ownership.

.06 A lender may be entitled to participate in appreciation in the market
value of a project either upon the sale of the project, at a deemed sale date, or
at the maturity or refinancing of the loan. In agreements in which lenders
participate in results of operations, the definition of the results of operations
may vary among agreements. Examples of these definitions include but are not
limited to revenue, income, or cash flows before or after debt service.
.07 The participation terms of a participating mortgage loan agreement
usually are negotiated concurrently with the other terms of the underlying
mortgage loan. A borrower agrees to participation rights generally because of
market conditions, or in exchange for concessions granted by the lender on
some other term(s) of the loan, such as a lower interest rate or a higher
loan-to-value ratio.
.08 The lender’s participation reduces the borrower’s potential realization
of operating results or gain on the sale of the real estate. However, the
participation also may reduce the following:

•

The contract interest the borrower is required to pay

•

The risk that the borrower will be unable to pay interest at the stated
or floating rate in the loan agreement and, consequently, the risk that
the borrower will default on the loan and need to sell the property

•

The amount of capital the borrower has at risk, because the loan-tovalue ratio normally is higher

Further, the obligation to pay the lender a share of the property appreciation
does not increase the current exposure of the borrower to loss in its investment,
because the participation payments are made only if the market value of the
property appreciates.

.09 In FASB Emerging Issues Task Force (EITF) Issue No. 86-28, Ac
counting Implications of Indexed Debt Instruments, the EITF considered in
dexed debt instruments, including participating mortgage obligations. The
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consensus indicates that the borrower’s obligation under a participating mort
gage to pay the lender a share of unrealized property appreciation should be
recognized as a liability immediately when the property appreciates. A consen
sus was not reached, however, on how to account for the corresponding charge.
In order to enhance consistency in practice, this SOP provides additional
guidance that specifically addresses the borrower’s accounting for participat
ing mortgage loans.

Conclusions

At Origination
.10 If the lender is entitled to participate in appreciation in the market
value of the mortgaged real estate project, the borrower should determine the
fair value of the participation feature at the inception of the loan. The borrower
should recognize a participation liability for that amount, with a corresponding
debit to a debt discount account. The debt discount should be amortized by the
interest method, using the effective interest rate.

Interest Expense
.11 Interest expense on participating mortgage loans consists of the fol
lowing three components:

a.

Amounts designated in the mortgage agreement as interest

b.

Amounts related to the lender’s participation in results of operations

c.

Amortization of debt discount related to the lender’s participation in
the market value appreciation of the mortgaged real estate project

Amounts Designated in the Mortgage Agreement as Interest
.1 2 Amounts designated in the mortgage agreement as interest should be
charged to income in the period that the interest is incurred. If the loan’s stated
interest rate varies based on changes in an independent factor, such as an
index or rate (for example, the prime rate, the London Interbank Offered Rate,
or the United States Treasury bill weekly average rate), the calculation of the
interest should be based on the factor (the index or the rate) as it changes over
the life of the loan.

Amounts Related to the Lender's Participation in the Results of the
Operations of the Mortgaged Real Estate Project
.1 3 Amounts due to a lender pursuant to the lender’s participation in the
real estate project’s results of operations (as defined in the participating
mortgage loan agreement) should be charged to interest expense in the bor
rower’s corresponding financial reporting period, with a corresponding credit
to the participation liability.

Amounts Related to the Lender's Participation in the Market Value
Appreciation of the Mortgaged Real Estate Project
.1 4 As discussed in paragraph .10 of this SOP, if the lender is entitled to
participate in appreciation in the market value of the mortgaged real estate
AICPA Technical Practice Aids
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project, at the inception of the loan the borrower should establish a participa
tion liability equal to the fair value of the participation feature. The corre
sponding debit should be to a debt-discount account and should be amortized
by the interest method over the life of the loan, using the effective interest rate.
This amortization should be included in interest expense.2

Accounting for a Participation in Appreciation Subsequent to
Inception of the Loan
.15 At the end of each reporting period, the balance of the participation
liability should be adjusted to equal the current fair value of the participation
feature. The corresponding debit or credit should be to the related debt-discount account. The revised debt discount should be amortized prospectively,
using the effective interest rate.

Extinguishment of Participating Mortgage Loans
.16 If the participating mortgage loan is extinguished prior to its due
date, the difference between the recorded amount of the debt (including the
unamortized debt discount and the participation liability) and the amount
exchanged to extinguish the debt is a debt extinguishment gain or loss that
should be reported as required by FASB Statement No. 4, Reporting Gains and
Losses from Extinguishment of Debt.

Disclosures
.17 The borrower’s financial statements should disclose the following:
•

The aggregate amount of participating mortgage obligations at the
balance-sheet date, with separate disclosure of the aggregate partici
pation liabilities and related debt discounts

•

Terms of the participations by the lender in either the appreciation in
the market value of the mortgaged real estate project or the results of
operations of the mortgaged real estate project, or both

Effective Date and Transition
. 18 This SOP is effective for financial statements issued for fiscal years
beginning after June 30,1997, and for financial statements for interim periods
in such years. The effect of the initial application of the provisions of this SOP
should be reported as a cumulative effect of a change in accounting principle.
Presentation of pro forma effects of retroactive application is not required.
Restatement of previously issued annual financial statements is not permitted.
. 19 Early adoption is encouraged but not required. If a decision is made
to adopt the provisions of this SOP in a fiscal year beginning on or before June
30,1997, and the decision is made in other than the first interim period of the
fiscal year, financial statements for previous interim periods of that year
should be restated.
.20 For participating loans with variable interest rates, the cumulative
effect of adoption should be calculated using the interest rate in effect at incep
2 Interest recognized pursuant to this SOP is subject to the requirements of FASB Statement No.
34, Capitalization of Interest Costs. Once capitalized, amounts should not be adjusted for the effects
of reversals of appreciation.
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tion of the participating mortgage loan. The initial interest rate should be
treated as a fixed rate for purposes of this calculation.

The provisions of this Statement of Position need not be applied
to immaterial items.

Basis for Conclusions
At Origination
.21 In a participating mortgage loan arrangement, the lender generally
grants certain concessions to the borrower in return for the right to participate
in either the appreciation in the market value of the mortgaged real estate
project or the operations of the mortgaged real estate project, or in both. A
common concession is granting an interest rate lower than that which would
have been included in a comparable nonparticipating mortgage loan. Another
common concession is a higher loan-to-value ratio than would be allowed at the
same interest rate in a loan that does not include the participation in apprecia
tion. AcSEC believes that in participating loan arrangements, the borrower
has received something of value (the lower interest rate) in exchange for
something of value (the participation feature) and that such exchanges should
be given accounting recognition.
.22 Paragraph 11 of Accounting Principles Board (APB) Opinion No. 21,
Interest on Receivables and Payables, states that “If cash and some other rights
or privileges are exchanged for a note, the value of the rights or privileges
should be given accounting recognition as described in paragraph 7.” The
participation feature included in the loan represents such a right. The partici
pation feature has a market value separate from the loan agreement itself. In
order to eliminate the participation feature while retaining the other terms of
the mortgage loan, the borrower would be required to make a payment to the
lender equal to the market value of the participation feature.
.23 The proposed accounting in the exposure draft that preceded this SOP
would have required that borrowers record the loan at inception without
allocating any of the proceeds to a liability related to the participation feature.
AcSEC had been concerned about the ability to separately price the rights to
participate in appreciation in value. AcSEC was informed by several respon
dents, however, that borrowers do have the ability to price these participation
features separately. AcSEC, therefore, modified its original position to require
that a separate liability for the participation in appreciation be recognized at
inception and that liability should be measured at the fair value of the partici
pation feature.
.24 Also, because of the participation feature, the stated rate of interest
on the loan is less than the market rate of interest. AcSEC believes that, in
accordance with paragraph 7 of APB Opinion 21, a discount, equal in amount
to the fair value of the participation feature, should be established for this
difference. That discount should be amortized over the life of the loan.

.25 Although AcSEC notes that a participation in the operations of a
mortgaged property can be valued similarly, AcSEC believes that the cost of
monitoring and updating the information needed to record and review the
ongoing estimate of such a liability would exceed the benefits to be gained by
reporting the liability. Consequently, AcSEC concluded that amounts due to a
AICPA Technical Practice Aids
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lender pursuant to a participation in operations of the mortgaged real estate
should be included in interest expense in the borrower’s corresponding financial
reporting period.

Interest Expense
.26 Paragraph 15 of APB Opinion 21 requires that the difference between
the present value and the face amount of a note be treated as a discount or
premium and be amortized over the life of the note in such a way as to result
in a constant rate of interest when applied to the carrying amount at the
beginning of any given period. Consequently, AcSEC concluded that requiring
amortization of the debt discount using the interest method is consistent with
paragraph 15 of APB Opinion 21.
.27 Additionally, as discussed in paragraph .25 of this SOP, AcSEC
believes that the cost of monitoring and updating the information needed to
record and review the fair value of a lender’s participation in operations would
exceed the benefits to be gained by adjusting the liability. Consequently,
AcSEC concluded that amounts due to a lender pursuant to a participation in
operations of the mortgaged real estate should be treated as interest expense
in the borrower’s corresponding financial reporting period and that they should
be accounted for in a manner consistent with the accounting for amounts
designated in the mortgage loan agreement as interest.

Accounting for a Participation in Appreciation Subsequent to
Inception of the Loan
.28 This SOP requires adjustment of the participation liability at each
reporting date to its fair value. The exposure draft would have required the
borrower to estimate at each balance sheet date the value on which the
participation payment would have been based. For example, if the borrower
would have been required to make a payment to the lender pursuant to the
participation feature if the property were sold at the balance sheet date, the
borrower would have been required to recognize a participation liability at the
financial statement date equal to the estimated amount of the payment.
.29 Each period, the participation liability would have been debited or
credited, if necessary, to adjust the balance in the account to the amount that
would have been paid to the lender if the property were sold at its then-esti
mated market value or if the mortgage loan matured or was refinanced at that
date. The corresponding debit or credit would have been made to the related
debt-discount account. When applying the interest method, the borrower
would have been required to recalculate the effective interest rate to reflect the
changes in expected future payments (exclusive of payments related to partici
pations in operations) assuming that (a) the expected future payment pursuant
to the participation feature was to be paid on the due date of the loan and (b)
the recalculated expected future payment amount was known at the inception
of the loan. The debt discount related to the participation liability would have
been adjusted to the amount that would have existed had the new effective
interest rate been applied since the origination of the participating mortgage
loan. In addition, a corresponding charge or credit to interest expense for this
cumulative interest adjustment would have been required.
,30 Several respondents to the exposure draft commented that the pro
posed accounting in the exposure draft was unnecessarily complex and would
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have been costly and burdensome to apply. These respondents also commented
that the proposed annual cumulative catch-up adjustment would lead to
volatility of earnings. These respondents stated that changes in residual-value
estimates and their effect on interest rates were more analogous to modifica
tions of interest rates of debt instruments, which are accounted for prospec
tively. AcSEC considered these comments and agreed that the accounting
should be simplified.

.31 This SOP does not require that the borrower’s entire debt obligation
(including the participation feature) be recorded at fair value. The underlying
debt obligation should be recorded at amortized cost, while the participation
feature should be recorded at fair value. AcSEC notes that recording debt
obligations at fair value is not common practice. Therefore, AcSEC concluded
that the underlying debt obligation should continue to be recorded on an
amortized cost basis.
.32 However, AcSEC believes that the amortized cost basis is not mean
ingful with respect to the participation feature. AcSEC believes that because
the fair value of the participation feature represents the best estimate of the
amount at which it could be settled, the participation feature should be
recorded at its fair value.

.33 AcSEC believes that requiring recognition in the current period of the
entire amount of the change in the fair value of the participation feature would
result in unnecessary volatility. AcSEC notes that the impact of factors that
affect effective yields (for example, changes in interest rates) is commonly
recognized prospectively. Therefore, AcSEC concluded that changes in the fair
value of the participation feature should be amortized into income prospec
tively as adjustments to the effective yield.
.34 AcSEC believes that this approach results in relevant and reliable
reported information about the obligation, that it is broadly consistent with
existing practices in accounting for liabilities, and that it alleviates respon
dents’ concerns about complexity and costliness.
.35 Other methods considered and rejected by AcSEC included (a) offset
ting changes in the participation liability by changing the reported amount of
the related asset, (b) requiring disclosure, but not recognition, of the lender’s
share in the appreciation, and (c) requiring adjustment of the participation
liability balance to the amount that would have been paid to the lender if the
property were sold at its estimated market value at the reporting date.

Increasing the Reported Amount of the Asset
.36 AcSEC considered a method under which any change to the participa
tion liability would have been offset by changes in the reported amount of the
related asset. This method was proposed by several respondents to the expo
sure draft. These respondents noted that the change in value of the asset was
the underlying and directly offsetting source of the change in the participation
liability. They commented that it was troubling that the determination of the
property’s value is considered reliable enough to recognize and measure a
potential obligation and a charge to operations in accordance with FASB
Statement No. 5, Accounting for Contingencies, but is not reliable enough to
recognize an increase in the value of the asset. AcSEC concluded that to use an
asset to account for changes in the value of the property would be inconsistent
with the historical cost model of accounting. Furthermore, AcSEC believes that
amounts due pursuant to participation features represent additional interest
AICPA Technical Practice Aids
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on the participating mortgages. Therefore, AcSEC believes that the amount
should be recognized as interest expense over the life of the loan. If the change
in the participation liability had been offset by changing the reported amount
of the related asset, that change would have been recognized through deprecia
tion over the remaining depreciable life of the asset, which only coincidentally
would match the remaining life of the loan.

Disclosure
.37 Several respondents to the exposure draft recommended that AcSEC
require only disclosure of the lender’s share of the appreciation in value of the
property or properties. This position appeared to be linked to disagreement
with the accounting proposed in the exposure draft. These respondents op
posed recording a lender’s share of the appreciation in value without recogniz
ing a corresponding increase in the value of the asset. AcSEC considered these
comments but notes that disclosure is not a substitute for recognition in
financial statements for items that meet recognition criteria.

Disclosures
.38 AcSEC believes that the disclosures required by this SOP are neces
sary to provide users with adequate information related to the financial
position of borrowers in participating mortgage loan arrangements. AcSEC
believes that, given the susceptibility of real estate to fluctuations in value,
requiring disclosure of the terms of the participations provides users of finan
cial statements with information that is helpful in assessing the risks facing
participating mortgage loan borrowers.

Transition
.39 AcSEC believes that the adoption of this SOP constitutes a change in
accounting principle for which the advantages of retroactive treatment in
prior-period financial statements do not outweigh the disadvantages, as dis
cussed in paragraphs 27 to 30 of APB Opinion 20, Accounting Changes.
Accordingly, AcSEC concluded that the effect of initial application of this SOP
should be reported as a cumulative effect of a change in accounting principle.
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Appendix
Illustration of a Participation in Appreciation
A-l. Assume that on January 1,19X1, Borrower Co. purchased a property
for $10 million. On that date, Borrower paid $1 million cash and entered into
a participating mortgage loan agreement with Lender Co. in the amount of $9
million.

A-2. The loan agreement has the following terms:
•

Fifteen-year term

•

Interest-only periodic payments, principal to be repaid at end of term

•

Five-percent stated interest rate

•

Twenty-percent participation in appreciation in the value of the prop
erty above $10 million, payable at maturity (or earlier if the asset is
sold or the loan is refinanced)

A-3. Assumptions related to the fair value of the participation feature are
as follows:
Estimated
Years in
Date
Payment
Fair Value
Future
1/1/X1
12/31/X1
12/31/X2

$25,055
40,063
54,122

$300,000
320,000
333,000

15
14
13

A-4. Based on the preceding assumptions, Borrower Co. should make the
following journal entries for this participating mortgage loan.
a.

On January 1,19X1, the following journal entries should be recorded:

Cash
Loan discount
Mortgage loan payable
Participation liability

$ 9,000,000
25,055
9,000,000
25,055

To record participating debt and estimate of participation liability
(based on fair value of participation feature).
Property
Cash

$10,000,000

10,000,000

To record purchase of property.
b.

By the end of 19X1, entries to record interest expense and amortiza
tion of discount throughout the year would have taken the following
form:
Interest expense
Interest payable
Loan discount

$ 451,159
450,000
1,159

To record interest expense and amortization of debt discount using
the interest method and an effective rate of 5.03 percent (rounded).
AICPA Technical Practice Aids
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Loan discount
Participation liability

$ 15,008
15,008

To adjust balance of participation liability to fair value at end of
period. The adjustment is calculated as follows:
Fair value at 12/31/X1
$ 40,063
Fair value at 1/1/X1
25,055
Adjustment
$ 15,008
Note: For purposes of this illustration, the fair value of the partici
pation feature at 12/31/X1 is based on a revised estimate of the equity
participation that would be payable in fourteen years of $320,000.

c.

At the end of 19X2, entries to record interest expense and amortiza
tion of discount throughout the year would have taken the following
form:
Interest expense
Interest payable
Loan discount

$451,979
450,000
1,979

To record interest expense and amortization of debt discount,
using the interest method and an effective rate of 5.04 percent
(rounded).

Loan discount
Participation liability

$ 14,059
14,059

To adjust recorded participation liability of $40,063 to fair value
at 12/31/X2 of $54,122.
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Statement of Position 97-2
Software Revenue Recognition
October 27,1997
NOTE
Statements of Position (SOPs) on accounting issues present the conclusions of
at least two-thirds of the Accounting Standards Executive Committee, which is
the senior technical body of the Institute authorized to speak for the Institute in
the areas of financial accounting and reporting. Statement on Auditing Standards
No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted
Accounting Principles, identifies AICPA SOPs that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category b of the hierarchy of generally accepted accounting
principles that it establishes. AICPA members should consider the accounting
principles in this SOP if a different accounting treatment of a transaction or event
is not specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by the SOP should be used, or the member should be prepared to justify a
conclusion that another treatment better presents the substance of the transaction
in the circumstances.

An effective date provision of this SOP has been deferred by SOP 98-4, Deferral
of the Effective Date of a Provision of SOP 97-2, Software Revenue Recognition.
This SOP is effective March 31,1998. If an enterprise had applied SOP 97-2 in an
earlier period for financial statements or information already issued prior to the
promulgation of this SOP, amounts reported in those financial statements or as
part of that information may be restated to reflect the deferral of the effective date
of the second sentence of paragraphs 10,37,41, and 57 of SOP 97-2 and the related
examples noted in paragraph .03 of this SOP.

SOP 97-2 is amended by SOP 98-9, Modification of SOP-97-2, Software
Revenue Recognition, With Respect to Certain Transactions. The provisions of this
SOP that extend the deferral of the application of certain passages of SOP 97-2
are effective December 15,1998. All other provisions of this SOP are effective for
transactions entered into in fiscal years beginning after March 15,1999. Earlier
adoption is permitted as of the beginning of fiscal years or interior periods for
which financial statements or information has not been issued. Retroactive
application of the provisions of this SOP is prohibited.

Introduction
.01 Statement of Position (SOP) 91-1, Software Revenue Recognition, was
issued in 1991 to provide guidance on applying generally accepted accounting
principles to software transactions and to narrow the range of revenue recog
nition practices that were in use before its issuance. Since the issuance of SOP
91-1, practice issues have been identified that the AICPA’s Accounting Stand
ards Executive Committee (AcSEC) believes are not addressed adequately in
SOP 91-1. In addition, AcSEC believes some of the guidance in SOP 91-1
should be reconsidered. This SOP supersedes SOP 91-1.
AICPA Technical Practice Aids
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Scope
.02 This SOP provides guidance on when revenue should be recognized and
in what amounts for licensing, selling, leasing, or otherwise marketing computer
software.1 It should be applied to those activities by all entities that earn such
revenue. It does not apply, however, to revenue earned on products or services
containing software that is incidental2 to the products or services as a whole.
.03 In connection with the licensing of an existing product, a vendor might
offer a small discount (for example, a coupon or other form of offer for five
percent off) on additional licenses of the licensed product or other products that
exist at the time of the offer but are not part of the arrangement. Such
marketing and promotional activities are not unique to software and are not
included in the scope of this SOP.3

Relationship to Other Pronouncements
.04 If a lease of software includes property, plant, or equipment, the revenue
attributable to the property, plant, or equipment should be accounted for in
accordance with Financial Accounting Standards Board (FASB) Statement of
Financial Accounting Standards No. 13, Accounting for Leases, and any revenue
attributable to the software, including postcontract customer support (PCS),
should be accounted for separately in conformity with the guidance set forth in this
SOP. However, in conformity with paragraph .02, if the property, plant, or
equipment contains software that is incidental to the property, plant, or equip
ment as a whole, the software should not be accounted for separately.
.05 A number of the requirements of this SOP are similar to or overlap
those in certain pronouncements of the Accounting Principles Board (APB) or
the FASB, such as FASB Statement No. 48, Revenue Recognition When Right
ofReturn Exists. This SOP does not alter the requirements of any APB Opinion
or FASB pronouncement.

Conclusions
.06 The following conclusions should be read in conjunction with the
Basis for Conclusions section, beginning with paragraph .93 of this SOP, and
the examples in appendix A, Examples of the Application of Certain Provisions
of this SOP [paragraph .1461.

Basic Principles
.07 Software arrangements range from those that provide a license for a
single software product to those that, in addition to the delivery of software
or a software system, require significant production, modification, or cus
tomization of software. If an arrangement to deliver software or a software
system, either alone or together with other products or services, requires
significant production, modification, or customization of software, the
entire arrangement should be accounted for in conformity with Accounting
1 Terms defined in the glossary are set in boldface type the first time they appear in this SOP.
2 Indicators of whether software is incidental to a product as a whole include (but are not limited to)
(a) whether the software is a significant focus of the marketing effort or is sold separately, (b) whether the
vendor is providing postcontract customer support, and (c) whether the vendor incurs significant costs
that are within the scope of FASB Statement No. 86, Accounting for the Costs of Computer Software to Be
Sold, Leased, or Otherwise Marketed. An example of the applicability of this SOP to revenue earned on
products containing software is included in appendix A [paragraph .146].
3 As discussed in paragraph .09, arrangements may include multiple elements. If the discount or
other concessions in an arrangement are more than insignificant, a presumption is created that an
additional element(s) (as defined in paragraph .09) is being offered in the arrangement.
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Research Bulletin (ARB) No. 45, Long-Term Construction-Type Contracts,
using the relevant guidance herein, and in SOP 81-1, Accounting for Perform
ance of Construction-Type and Certain Production-Type Contracts [section
10,330].4

.08 If the arrangement does not require significant production, modifica
tion, or customization of software, revenue should be recognized when all of the
following criteria are met.
•

Persuasive evidence of an arrangement exists.

•

Delivery has occurred.

•

The vendor’s fee is fixed or determinable.

•

Collectibility is probable.5

. 09 Software arrangements may provide licenses for multiple software
deliverables (for example, software products, upgrades/enhancements,
PCS, or services), which are termed multiple elements. A number of the
elements may be described in the arrangement as being deliverable only on a
when-and-if-available basis. When-and-if-available deliverables should be
considered in determining whether an arrangement includes multiple ele
ments. Accordingly, the requirements of this SOP with respect to arrange
ments that consist of multiple elements should be applied to all additional
products and services specified in the arrangement, including those described
as being deliverable only on a when-and-if-available basis.

. 10 If an arrangement includes multiple elements, the fee should be allocated
to the various elements based on vendor-specific objective evidence of fair value,
regardless of any separate prices stated within the contract for each element.
Vendor-specific objective evidence of fair value is limited to the following:
•

The price charged when the same element is sold separately

•

For an element not yet being sold separately, the price established by
management having the relevant authority; it must be probable that
the price, once established, will not change before the separate intro
duction of the element into the marketplace

The amount allocated to undelivered elements is not subject to later adjust
ment.6 However, if it becomes probable that the amount allocated to an undeliv
ered element will result in a loss on that element of the arrangement, the loss
should be recognized pursuant to FASB Statement No. 5, Accounting for
Contingencies. When a vendor’s pricing is based on multiple factors such as
the number of products and the number of users, the amount allocated to the
same element when sold separately must consider all the factors of the
vendor’s pricing structure.
. 11 If a discount is offered in a multiple-element arrangement, a propor
tionate amount of that discount should be applied to each element included in
the arrangement based on each element’s fair value without regard to the
discount. However, as discussed in paragraph .37, no portion of the discount
should be allocated to any upgrade rights. Moreover, to the extent that a
discount exists, the residual method described in paragraph.12 attributes that
4 If a software arrangement includes services that meet the criteria discussed in paragraph .65
of this SOP, those services should be accounted for separately.
5 The term probable is used in this SOP with the same definition as used in FASB Statement No.
5, Accounting for Contingencies.
6 This does not apply to changes in the estimated percentage of customers not expected to
exercise an upgrade right. See paragraph .37.
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discount entirely to the delivered elements. [As amended, effective for transac
tions entered into in fiscal years beginning after March 15,1999, by Statement
of Position 98-9.]
. 12 If sufficient vendor-specific objective evidence does not exist for the
allocation of revenue to the various elements of the arrangement, all revenue
from the arrangement should be deferred until the earlier of the point at which
(a) such sufficient vendor-specific objective evidence does exist or (b) all ele
ments of the arrangement have been delivered. The following exceptions to this
guidance are provided.

•

If the only undelivered element is PCS, the entire fee should be
recognized ratably (see paragraphs .56 through .62).

•

If the only undelivered element is services that do not involve signifi
cant production, modification, or customization of software (for exam
ple, training or installation), the entire fee should be recognized over
the period during which the services are expected to be performed (see
paragraphs .63 through .71).

•

If the arrangement is in substance a subscription, the entire fee should
be recognized ratably (see paragraphs .48 and .49).

•

If the fee is based on the number of copies, the arrangement should be
accounted for in conformity with paragraphs .43 through .47.

There may be instances in which there is vendor-specific objective
evidence of the fair values of all undelivered elements in an arrange
ment but vendor-specific objective evidence of fair value does not exist
for one or more of the delivered elements in the arrangement. In such
instances, the fee should be recognized using the residual method,
provided that (a) all other applicable revenue recognition criteria in
this SOP are met and (b) the fair value of all of the undelivered
elements is less than the arrangement fee. Under the residual method,
the arrangement fee is recognized as follows: (a) the total fair value of
the undelivered elements, as indicated by vendor-specific objective
evidence, is deferred and (6) the difference between the total arrange
ment fee and the amount deferred for the undelivered elements is
recognized as revenue related to the delivered elements.
[As amended, effective for transactions entered into in fiscal years beginning
after March 15,1999, by Statement of Position 98-9.]
. 13 The portion of the fee allocated to an element should be recognized as
revenue when the criteria in paragraph .08 of this SOP are met with respect to
the element. In applying those criteria, the delivery of an element is considered
not to have occurred if there are undelivered elements that are essential to the
functionality of the delivered element, because the customer would not have
the full use of the delivered element.
. 14 No portion of the fee (including amounts otherwise allocated to
delivered elements) meets the criterion of collectibility if the portion of the fee
allocable to delivered elements is subject to forfeiture, refund, or other conces
sion if any of the undelivered elements are not delivered. In order for the
revenue related to an arrangement to be considered not subject to forfeiture,
refund, or other concession, management must intend not to provide refunds
or concessions that are not required under the provisions of the arrangement.
All available evidence should be considered to determine whether the evidence
persuasively indicates that the revenue is not subject to forfeiture, refund, or
other concession. Although no single item of evidence may be persuasive, the
following additional items should be considered:
•
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•

Acknowledgment in the arrangement of products not currently avail
able or not to be delivered currently

•

Separate prices stipulated in the arrangement for each deliverable element

•

Default and damage provisions as defined in the arrangement

•

Enforceable payment obligations and due dates for the delivered elements
that are not dependent on the delivery of the future deliverable elements,
coupled with the intent of the vendor to enforce rights of payment

•

Installation and use of the delivered software

•

Support services, such as telephone support, related to the delivered
software being provided currently by the vendor

Regardless of the preceding, the vendor’s historical pattern of making refunds or
other concessions that were not required under the original provisions (contractual
or other) of other arrangements should be considered more persuasive than terms
included in the arrangement that indicate that no concessions are required.

Evidence of an Arrangement
. 15 Practice varies with respect to the use of written contracts. Although
a number of sectors of the industry rely upon signed contracts to document
arrangements, other sectors of the industry that license software (notably the
packaged software sector) do not.
. 16 If the vendor operates in a manner that does not rely on signed
contracts to document the elements and obligations of an arrangement, the
vendor should have other forms of evidence to document the transaction (for
example, a purchase order from a third party or on-line authorization). If the
vendor has a customary business practice of utilizing written contracts, evi
dence of the arrangement is provided only by a contract signed by both parties.

. 17 Even if all other requirements set forth in this SOP for the recognition of
revenue are met (including delivery), revenue should not be recognized on any
element of the arrangement unless persuasive evidence of an arrangement exists.

Delivery
. 18 The second criterion in paragraph .08 for revenue recognition is
delivery. The principle of not recognizing revenue before delivery applies
whether the customer is a user or a reseller. Except for arrangements in
which the fee is a function of the number of copies, delivery is considered to
have occurred upon the transfer of the product master or, if the product master
is not to be delivered, upon the transfer of the first copy. For software that is
delivered electronically, the delivery criterion of paragraph .08 is considered to
have been met when the customer either (a) takes possession of the software
via a download (that is, when the customer takes possession of the electronic
data on its hardware), or (b) has been provided with access codes that allow the
customer to take immediate possession of the software on its hardware pursu
ant to an agreement or purchase order for the software. In such cases, revenue
should be recognized if the other criteria of paragraph .08 have been satisfied.

. 19 Paragraphs .20 through .25 provide guidance on determining whether
delivery is considered to have occurred in certain kinds of software transactions.

Customer Acceptance
. 20 After delivery, if uncertainty exists about customer acceptance of the
software, license revenue should not be recognized until acceptance occurs.
AICPA Technical Practice Aids
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Determining Delivery—Multiple Copies of Software Products Versus
Multiple Licenses
. 21 Arrangements to use multiple copies of a software product under site
licenses with users and to market multiple copies of a software product under
similar arrangements with resellers should be distinguished from arrange
ments to use or market multiple single licenses of the same software.
•

In the former kind of arrangement, duplication is incidental to the
arrangement and the delivery criterion is met upon the delivery of the
first copy or product master. The vendor may be obligated to furnish
up to a specified number of copies of the software, but only if the copies
are requested by the user. The licensing fee is payable even if no
additional copies are requested by the user or reseller. If the other
criteria in this SOP for revenue recognition are met, revenue should
be recognized upon delivery of the first copy or product master. The
estimated costs of duplication should be accrued at that time.

•

In the latter kind of arrangement, the licensing fee is a function of the
number of copies delivered to, made by, or deployed by the user or
reseller. Delivery occurs and revenue should be recognized as the
copies are made by the user or sold by the reseller if the other criteria
in this SOP for revenue recognition are met.

Delivery Other Than to the Customer
. 22 Delivery should not be considered complete unless the destination to
which the software is shipped is the customer’s place of business or another site
specified by the customer. In addition, if a customer specifies an intermediate
site but a substantial portion of the fee is not payable until the delivery by the
vendor to another site specified by the customer, revenue should not be
recognized until the delivery is made to that other site.

Delivery Agents
. 23 Vendors may engage agents, often referred to as fulfillment houses,
to either duplicate and deliver or only deliver software products to customers.
Revenue from transactions involving delivery agents should be recognized
when the software is delivered to the customer. Transferring the fulfillment
obligation to an agent of the vendor does not relieve the vendor of the respon
sibility for delivery. This is the case even if the vendor has no direct involve
ment in the actual delivery of the software product to the customer.

Authorization Codes
. 24 In a number of software arrangements, vendors use authorization
codes, commonly referred to as keys, to permit customer access to software
that otherwise would be restricted. Keys are used in a variety of ways and may
serve different purposes. For example, permanent keys may be used to control
access to the software, or additional permanent keys may be necessary for the
duplication of the software. Temporary keys may be used for the same purposes
and also may be used to enhance the vendor’s ability to collect payment or to
control the use of software for demonstration purposes.

. 25 In software arrangements involving the use of keys, delivery of a key
is not necessarily required to satisfy the vendor’s delivery responsibility. The
software vendor should recognize revenue on delivery of the software if all
other requirements for revenue recognition under this SOP and all of the
following conditions are met.
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•

The customer has licensed the software and the vendor has delivered
a version of the software that is fully functional except for the perma
nent key or the additional keys (if additional keys are used to control
the reproduction of the software).

•

The customer’s obligation to pay for the software and the terms of
payment, including the timing of payment, are not contingent on
delivery of the permanent key or additional keys (if additional keys
are used to control the reproduction of the software).

•

The vendor will enforce and does not have a history of failing to enforce
its right to collect payment under the terms of the original arrangement.

In addition, if a temporary key is used to enhance the vendor’s ability to collect
payment, the delivery of additional keys, whether temporary or permanent, is
not required to satisfy the vendor’s delivery responsibility if (a) the above
conditions are met and (b) the use of a temporary key in such circumstances is
a customary practice of the vendor. Selective issuance of temporary keys might
indicate that collectibility is not probable or that the software is being used only
for demonstration purposes.

Fixed or Determinable Fees and Collectibility
.26 The other prerequisites in paragraph .08 for revenue recognition are
that (a) the vendor’s fee is fixed or determinable and (b) collectibility is
probable. A software licensing fee is not fixed or determinable if the amount is
based on the number of units distributed or copied, or the expected number of
users of the product. Revenue recognition for variable-pricing arrangements is
discussed in paragraphs .43 through .47 of this SOP. Additionally, if an
arrangement includes (a) rights of return or (b) rights to refunds without
return of the software, FASB Statement No. 48 requires that conditions that
must be met in order for the vendor to recognize revenue include that the
amount of future returns or refunds can be reasonably estimated.

Factors That Affect the Determination of Whether a Fee is Fixed or
Determinable and Collectible
.27 A number of arrangements that call for fixed or determinable pay
ments, including minimum royalties or license fees from resellers, specify a
payment period that is short in relation to the period during which the
customer is expected to use or market the related products. Other arrange
ments have payment terms that extend over a substantial portion of the period
during which the customer is expected to use or market the related products.
Because a product’s continuing value may be reduced due to the subsequent
introduction of enhanced products by the vendor or its competitors, the possi
bility that the vendor still may provide a refund or concession to a creditworthy
customer to liquidate outstanding amounts due under the original terms of the
arrangement increases as payment terms become longer.

.28 For the reason cited in paragraph .27 any extended payment terms in
a software licensing arrangement may indicate that the fee is not fixed or
determinable. Further, if payment of a significant portion of the software
licensing fee is not due until after expiration of the license or more than twelve
months after delivery, the licensing fee should be presumed not to be fixed or
determinable. However, this presumption may be overcome by evidence that
the vendor has a standard business practice of using long-term or installment
contracts and a history of successfully collecting under the original payment terms
without making concessions. In such a situation, a vendor should consider
AICPA Technical Practice Aids
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such fees fixed or determinable and should recognize revenue upon delivery of
the software, provided all other conditions for revenue recognition in this SOP
have been satisfied.

.29 If it cannot be concluded that a fee is fixed or determinable at the
outset of an arrangement, revenue should be recognized as payments from
customers become due (assuming all other conditions for revenue recognition
in this SOP have been satisfied).
.30 For reseller arrangements, the following factors also should be consid
ered in evaluating whether the fixed or determinable fee and collectibility
criteria for revenue recognition are met.
•

Business practices, the reseller’s operating history, competitive pres
sures, informal communications, or other factors indicate that pay
ment is substantially contingent on the reseller’s success in
distributing individual units of the product.7

•

Resellers are new, undercapitalized, or in financial difficulty and may
not demonstrate an ability to honor a commitment to make fixed or
determinable payments until they collect cash from their customers.

•

Uncertainties about the potential number of copies to be sold by the
reseller may indicate that the amount of future returns cannot be
reasonably estimated on delivery; examples of such factors include the
newness of the product or marketing channel, competitive products,
or dependence on the market potential of another product offered (or
anticipated to be offered) by the reseller.

•

Distribution arrangements with resellers require the vendor to rebate or
credit a portion of the original fee if the vendor subsequently reduces its
price for a product and the reseller still has rights with respect to that
product (sometimes referred to as price protection). If a vendor is unable
to reasonably estimate future price changes in light of competitive condi
tions, or if significant uncertainties exist about the vendor’s ability to
maintain its price, the arrangement fee is not fixed or determinable. In
such circumstances, revenue from the arrangement should be deferred
until the vendor is able to reasonably estimate the effects of future price
changes and the other conditions of this SOP have been satisfied.
.31 Customer Cancellation Privileges. Fees from licenses cancelable by
customers are neither fixed nor determinable until the cancellation privileges
lapse. Fees from licenses with cancellation privileges expiring ratably over the
license period are considered to become determinable ratably over the license
period as the cancellation privileges lapse. In applying the provisions of this
paragraph, obligations related to warranties for defective software, including
warranties that are routine, short-term, and relatively minor, should be ac
counted for in conformity with FASB Statement No. 5. Additionally, short-term
rights of return, such as thirty-day money-back guarantees, should not be
considered cancellation privileges; the related returns should be accounted for
in conformity with FASB Statement No. 48.
.32 Fiscal Funding Clauses. Fiscal funding clauses sometimes are found
in software license arrangements in which the licensees are governmental units.
Such clauses generally provide that the license is cancelable if the legislature
or funding authority does not appropriate the funds necessary for the govern
mental unit to fulfill its obligations under the licensing arrangement.
7 Contractual arrangements under which the reseller is obligated to pay only as and if sales are
made to users should be accounted for as consignments.
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.33 Consistent with FASB Technical Bulletin No. 79-10, Fiscal Funding
Clauses in Lease Agreements, a software licensing arrangement with a governmen
tal unit containing a fiscal funding clause should be evaluated to determine
whether the uncertainty of a possible license arrangement cancellation is a remote
contingency.8 If the likelihood is assessed as remote, the software licensing
arrangement should be considered noncancelable. Such an assessment should
include the factors discussed in paragraphs .27 and .28 of this SOP. If the
likelihood is assessed as other than remote, the license should be considered
cancelable, thus precluding revenue recognition. A fiscal funding clause with a
customer other than a governmental unit that is required to include such a clause
creates a contingency that precludes revenue recognition until the requirements
of the clause and all other provisions of this SOP have been satisfied.

Multiple-Element Arrangements
.34 As discussed in paragraph .09, multiple-element arrangements to
which contract accounting does not apply may include customer rights to any
combination of additional software deliverables, services, or PCS. If contract
accounting does not apply, individual elements in such arrangements should
be accounted for in accordance with paragraphs .08 through .14. Paragraphs
.35 through .73 provide guidance on the application of those paragraphs to
multiple-element arrangements.
Additional Software Deliverables and Rights to Exchange or
Return Software

.35 As part of a multiple-element arrangement, a vendor may agree to
deliver software currently and to deliver additional software in the future. The
additional deliverables may include upgrades/enhancements or additional
software products. Additionally, a vendor may provide the customer with the
right to exchange or return software, including the right to transfer software
from one hardware platform or operating system to one or more other plat
forms or operating systems (a platform-transfer right).
.36 Upgrades/enhancements. As part of a multiple-element arrange
ment, a vendor may agree to deliver software currently and provide the
customer with an upgrade right for a specified upgrade/enhancement. The
upgrade right may be evidenced by a specific agreement, commitment, or the
vendor’s established practice. (Rights to receive unspecified upgrades/enhance
ments on a when-and-if-available basis are PCS, as it has been redefined in
this SOP.) The upgrade right should be accounted for as a separate element in
accordance with paragraphs .08 through .14. Guidance on the application of
those paragraphs to multiple-element software arrangements that include
upgrade rights is given in paragraphs .37 and .38.
.37 If a multiple-element arrangement includes an upgrade right, the fee
should be allocated between the elements based on vendor-specific objective
evidence of fair value. The fee allocated to the upgrade right is the price for the
upgrade/enhancement that would be charged to existing users of the software
product being updated. If the upgrade right is included in a multiple-element
arrangement on which a discount has been offered (see paragraph .11), no
portion of the discount should be allocated to the upgrade right. If sufficient
vendor-specific evidence exists to reasonably estimate the percentage of cus
tomers that are not expected to exercise the upgrade right, the fee allocated to
8 The evaluation of whether the level of uncertainty of possible cancellation is remote should be
consistent with FASB Statement No. 5, which defines remote as relating to conditions in which “the
chance of the future event or events occurring is slight.”
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the upgrade right should be reduced to reflect that percentage. This estimated
percentage should be reviewed periodically. The effect of any change in that
percentage should be accounted for as a change in accounting estimate.
.38 The amount of the fee allocated to the upgrade right should be recognized
as revenue when the conditions in paragraphs .08 through .14 are met. If sufficient
vendor-specific objective evidence does not exist for the allocation of the fee to the
upgrade right, revenue from the arrangement should be deferred until the earlier
of the point at which (a) such sufficient vendor-specific objective evidence does
exist or (b) all elements of the arrangement have been delivered.
.39 Additional Software Products. As part of a multiple-element ar
rangement, a vendor may agree to deliver software currently and deliver
specified additional software products in the future. The rights to these addi
tional products may be included either in the terms of a PCS arrangement or
in a separate agreement. Even if the rights to the additional software products
are included in a PCS arrangement, the revenue allocable to the additional
software products should be accounted for separately from the PCS arrange
ment as an element of a multiple-element arrangement.
.40 Multiple-element arrangements that include rights to undelivered
additional software products that are not subscriptions (see paragraphs .48
and .49) should be accounted for in accordance with paragraphs .08 through.14
of this SOP. Guidance on the application of those paragraphs to such arrange
ments is provided in paragraphs .41 through .47 below.
.41 The fee from the arrangement should be allocated among the products
based on vendor-specific objective evidence of fair value. The allocation should
be based on the relative sales prices (determined pursuant to paragraphs .10
and .11 of this SOP) of the products. If vendor-specific objective evidence of fair
value does not exist, paragraph .12 of this SOP requires that all revenue from
the arrangement be deferred until the earlier of the point at which (a) such
sufficient vendor-specific objective evidence does exist or (b) all elements of the
arrangement have been delivered. The fee allocated to the additional software
products should not be reduced by the percentage of any customers that are not
expected to exercise the right to receive additional software products.
.42 If the arrangement is based on a price per product (not a price per
copy), the portion of the fee allocated to a product should be recognized as
revenue when the product is delivered, assuming all other provisions of para
graphs .08 through .14 of this SOP are met.
.43 Some fixed fee license or reseller arrangements provide customers
with the right to reproduce or obtain copies at a specified price per copy (rather
than per product) of two or more software products up to the total amount of
the fixed fee. A number of the products covered by the arrangement may not
be deliverable or specified at the inception of the arrangement. Although the price
per copy is fixed at the inception of the arrangement, an allocation of the arrange
ment fee to the individual products generally cannot be made, because the total
revenue allocable to each software product is unknown and depends on the choices
to be made by the customer and, sometimes, future development activity while the
arrangement is in effect. Nevertheless, as discussed in paragraph .46 of this SOP,
in certain situations, revenue can be allocated to the products that are undeliver
able or not specified at the inception of the arrangement.
.44 In arrangements in which no allocation can be made, until the first
copy or product master of each product covered by the arrangement has been
delivered to the customer assuming the provisions of paragraphs .08 through
.14 of this SOP are met, revenue should be recognized as copies of delivered
products either (a) are reproduced by the customer or (b) are furnished to
the customer if the vendor is duplicating the software. Once the vendor has
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delivered the product master or the first copy of all products covered by the
arrangement, any licensing fees not previously recognized should be recognized.
(At that point, only duplication of the software is required to satisfy the
vendor’s delivery requirement. As discussed in paragraph .21 of this SOP,
duplication of the software is incidental to the arrangement, and delivery is
deemed to have occurred upon delivery of the product master or first copy.)
When the arrangement terminates, the vendor should recognize any licensing
fees not previously recognized.

.45 The revenue from the kind of arrangements discussed in paragraph
.44 should not be recognized fully until at least one of the following conditions
is met.

•

Delivery is complete for all products covered by the arrangement.

•

The aggregate revenue attributable to all copies of the software prod
ucts delivered is equal to the fixed fee, provided that the vendor is
not obligated to deliver additional software products under the ar
rangement.

.46 Nevertheless, certain arrangements that include products that are
not deliverable at the inception impose a maximum number of copies of the
undeliverable product(s) to which the customer is entitled. In such arrange
ments, a portion of the arrangement fee should be allocated to the undeliver
able product(s). This allocation should be made assuming that the customer
will elect to receive the maximum number of copies of the undeliverable
product(s).
.47 The revenue allocated to the delivered products should be recog
nized when the product master or first copy is delivered. If, during the term of
the arrangement, the customer reproduces or receives enough copies of these
delivered products so that revenue allocable to the delivered products exceeds
the revenue previously recognized, such additional revenue should be recog
nized as the copies are reproduced or delivered. The revenue allocated to the
undeliverable product(s) should be reduced by a corresponding amount.
.48 As part of a multiple-element arrangement with a user, a vendor may
agree to deliver software currently and to deliver unspecified additional soft
ware products in the future (including unspecified platform transfer rights
that do not qualify for exchange accounting as described in paragraphs .50
through .55). For example, the vendor may agree to deliver all new products to
be introduced in a family of products over the next two years. These arrange
ments are similar to arrangements that include PCS in that future deliverables
are unspecified. Nevertheless, they are distinguished from arrangements that
include PCS because the future deliverables are products, not unspecified
upgrades/enhancements.
.49 The software elements of the kinds of arrangements discussed in
paragraph .48 should be accounted for as subscriptions. No allocation of
revenue should be made among any of the software products, and all software
product-related revenue from the arrangement should be recognized ratably
over the term of the arrangement beginning with delivery of the first product.
If the term of the arrangement is not stated, the revenue should be recognized
ratably over the estimated economic life of the products covered by the arrange
ment, beginning with delivery of the first product. An intent on the part of the
vendor not to develop new products during the term of the arrangement does
not relieve the vendor of the requirement to recognize revenue ratably over the
term of the arrangement, beginning with the delivery of the first product.
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.50 Rights to Exchange or Return Software. As part of an arrangement,
a software vendor may provide the customer with the right to return software
or to exchange software for products with no more than minimal differences in
price, functionality, or features. The accounting for returns is significantly
different from the accounting for exchanges. Although it is sometimes difficult
to determine whether a transaction is a return or exchange of software, the fact
that the software is not returned physically does not preclude accounting for
the transaction as either an exchange or as a return. If the software is not
returned physically and the customer contractually is entitled to continue to
use the previously delivered software, the arrangement should be accounted
for in the manner prescribed in the section herein entitled “Additional Soft
ware Products” (see paragraphs .39 through .49). If the software is not returned
physically and the customer contractually is not entitled to continue to use the
previously delivered software, the transaction should be accounted for either
as a return or as an exchange, as discussed in the following paragraphs.

.51 If the rights discussed in the previous paragraph are offered to users
(but not resellers), the exchanges are analogous to “exchanges by ultimate
customers of one item for another of the same kind, quality, and price ... [that]
are not considered returns” described in footnote 3 of FASB Statement No. 48.
Conversely, exchanges by users of software products for dissimilar software
products or for similar software products with more than minimal differences
in price, functionality, or features are considered returns, and revenue related
to arrangements that provide users with the rights to make such exchanges
should be accounted for in conformity with FASB Statement No. 48. If the other
product(s) is not available at the time the initial product is delivered, there
should be persuasive evidence that demonstrates there will be no more than
minimal differences in price, features, or functionality among the products in
order for the right to qualify as a right to exchange. Additionally, if the vendor
expects to incur a significant amount of development costs related to the other
product, the other product should be considered to have more than a minimal
difference in functionality.
.52 As part of a multiple-element arrangement, a vendor may grant a
user a platform-transfer right. Depending on the circumstances, the exercise
of a platform-transfer right may represent an exchange, a return, or additional
software products for accounting purposes. If the customer contractually is
entitled to continue to use the software that was delivered originally (in
addition to the software that is to be delivered for the new platform), the
platform transfer right should be accounted for in the manner prescribed in the
section herein entitled “Additional Software Products” (see paragraphs .39
through .49).

.53 If, as part of a multiple-element arrangement, a vendor offers a user
(not a reseller) a platform-transfer right, and the provisions of paragraphs .08
through .14 of this SOP are met, the revenue from the software license should
be recognized upon the initial delivery of the software, and the exercise of the
platform-transfer right should be treated as an exchange, if the platform-trans
fer right—
•

Is for the same product (see paragraph .54)

•

Does not increase the number of copies or concurrent users of the
software product available under the license arrangement.

. 54 Products are considered to be the same product if there are no more
than minimal differences among them in price, features, and functions, and if
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they are marketed as the same product, even though there may be differences
arising from environmental variables such as operating systems, databases,
user interfaces, and platform scales. Indicators of “marketed as the same
product” include (a) the same product name (although version numbers may
differ) and (b) a focus on the same features and functions.

.55 As part of their standard sales terms or as a matter of practice,
vendors may grant resellers the rights to exchange unsold software for other
software (including software that runs on a different hardware platform or
operating system). Because the reseller is not the ultimate customer (see
paragraph .51), such exchanges, including those referred to as stock balancing
arrangements, should be accounted for as returns. Arrangements that grant
rights to make such exchanges should be accounted for in conformity with
FASB Statement No. 48, even if the vendors require the resellers to purchase
additional software to exercise the exchange rights.

Postcontract Customer Support
.56 Software arrangements may include the right to PCS. PCS includes
the right to receive PCS services or unspecified upgrades/enhancements, or
both, offered to users or resellers. A vendor may develop historical patterns of
regularly providing all customers or certain kinds of customers with the
services or unspecified upgrades/enhancements normally associated with PCS,
or may anticipate doing so, even though there is no written contractual
obligation or the stipulated PCS term commences at some date after delivery.
In those situations, an implied PCS arrangement exists that commences upon
product delivery. For purposes of applying the guidance in this SOP, PCS
includes a vendor’s expected performance based on such patterns, even if
performance is entirely at the vendor’s discretion and not pursuant to a formal
agreement.

.57 If a multiple-element software arrangement includes explicit or im
plicit rights to PCS, the total fees from the arrangement should be allocated
among the elements based on vendor-specific objective evidence of fair value,
in conformity with paragraph .10. The fair value of the PCS should be deter
mined by reference to the price the customer will be required to pay when it is
sold separately (that is, the renewal rate). The portion of the fee allocated to
PCS should be recognized as revenue ratably over the term of the PCS
arrangement, because the PCS services are assumed to be provided ratably.
However, revenue should be recognized over the period of the PCS arrange
ment in proportion to the amounts expected to be charged to expense for the
PCS services rendered during the period if—

•

Sufficient vendor-specific historical evidence exists demonstrating
that costs to provide PCS are incurred on other than a straight-line
basis. In making this determination, the vendor should take into
consideration allocated portions of cost accounted for as research and
development (R&D) costs and the amortization of costs related to the
upgrade-enhancement capitalized in conformity with FASB State
ment No. 86, Accounting for the Costs of Computer Software to Be Sold,
Leased, or Otherwise Marketed. Such costs should be considered as
part of the costs to provide PCS.

•

The vendor believes that it is probable that the costs incurred in perform
ing under the current arrangement will follow a similar pattern.

Because the timing, frequency, and significance of unspecified upgrades/en
hancements can vary considerably, the point at which unspecified upgrades/en
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hancements are expected to be delivered should not be used to support income
recognition on other than a straight-line basis.
.58 If sufficient vendor-specific objective evidence does not exist to allo
cate the fee to the separate elements and the only undelivered element is PCS,
the entire arrangement fee should be recognized ratably over (a) the contrac
tual PCS period (for those arrangements with explicit rights to PCS) or (b) the
period during which PCS is expected to be provided (for those arrangements
with implicit rights to PCS).
.59 PCS revenue may be recognized together with the initial licensing fee
on delivery of the software if all of the following conditions are met.
a.

The PCS fee is included with the initial licensing fee.

b.

The PCS included with the initial license is for one year or less.

c.

The estimated cost of providing PCS during the arrangement is
insignificant.

d.

Unspecified upgrades/enhancements offered during PCS arrange
ments historically have been and are expected to continue to be
minimal and infrequent.

If PCS revenue is recognized upon the delivery of the software, the vendor must
accrue all estimated costs of providing the services, including upgrades/en
hancements. Upgrades/enhancements are not developed solely for distribution
to PCS customers; revenues are expected to be earned from providing the
enhancements to other customers as well. Therefore, costs should be allocated
between PCS arrangements and other licenses.

.60 A determination that unspecified upgrades/enhancements offered
during the PCS arrangement are expected to be minimal and infrequent should
be evidenced by the patterns of minimal and infrequent unspecified up
grades/enhancements offered in previous PCS arrangements. A conclusion
that unspecified upgrades/enhancements are expected to be minimal and
infrequent should not be reached simply because unspecified upgrades/en
hancements have been or are expected to be offered less frequently than on an
annual basis. Regardless of the vendor’s history of offering unspecified up
grades/enhancements to initial licensees, PCS should be accounted for sepa
rately from the initial licensing fee if the vendor expects to offer upgrades/
enhancements that are greater than minimal or more than infrequent to the
users or resellers of the licensed software during the PCS arrangement.
.61 Postdelivery Telephone Support at No Additional Charge. Postdelivery
telephone support provided to users by the vendor at no additional charge
should be accounted for as PCS, in conformity with this SOP, regardless of
whether the support is provided explicitly under the licensing arrangement.
Although such telephone support may be offered or available for periods
exceeding one year, if the vendor has established a history of providing sub
stantially all the telephone support within one year of the licensing or sale of
the software, the PCS may be considered to have a term of one year or less in
applying paragraph .59, item (b) of this SOP. Accordingly, revenue allocable to
telephone support may be recognized together with the initial licensing fee on
delivery of the software if all the conditions in paragraph .59 of this SOP are
met. This provision applies only to telephone support provided at no additional
charge. If revenue allocable to telephone support is recognized together with
the licensing fee on delivery, the vendor should accrue the estimated cost of
providing that support.
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.62 PCS Granted by Resellers. An arrangement in which a vendor
grants a reseller the right to provide unspecified upgrades/enhancements to
the reseller’s customers is an implied PCS arrangement between the vendor
and the reseller, even if the vendor does not provide direct telephone support
to the reseller’s customers. If sufficient vendor-specific objective evidence does
not exist to allocate the fee to the software and the PCS, revenue from both the
licensing arrangement and the PCS should be recognized ratably over the
period during which PCS is expected to be provided.
Services

.63 Certain arrangements include both software and service elements
(other than PCS-related services). The services may include training, installa
tion, or consulting. Consulting services often include implementation support,
software design or development, or the customization or modification of the
licensed software.
.64 If an arrangement includes such services, a determination must be
made as to whether the service element can be accounted for separately as the
services are performed. Paragraph .65 discusses the criteria that must be
considered in making such a determination. If the nature of the services is such
that the service element does not qualify for separate accounting as a service,
contract accounting must be applied to both the software and service elements
included in the arrangement. Paragraphs .74 through .91 of this SOP address
the application of contract accounting to software arrangements.
.65 In order to account separately for the service element of an arrange
ment that includes both software and services, sufficient vendor-specific objec
tive evidence of fair value must exist to permit allocation of the revenue to the
various elements of the arrangement (as discussed in paragraphs .10 and .12).
Additionally, the services (a) must not be essential to the functionality of any
other element of the transaction and (b) must be described in the contract such
that the total price of the arrangement would be expected to vary as the result
of the inclusion or exclusion of the services.
.66 If an arrangement includes services that meet the criteria of para
graph .65 for separate accounting, revenue should be allocated among the
service and software elements of the contract. This allocation should be based
on vendor-specific objective evidence of fair values. (Fair values are not neces
sarily the same as any separate prices stated for the separate elements of the
arrangement.) Revenue allocated to the service element should be recognized
as the services are performed or, if no pattern of performance is discernible, on
a straight-line basis over the period during which the services are performed.

.67 If vendor-specific objective evidence of the fair value does not exist to
allocate a portion of the fee to the service element, and the only undelivered
element is services that do not involve significant production, modification, or
customization of the software (for example, training or installation), the entire
arrangement fee should be recognized as the services are performed. If no
pattern of performance is discernible, the entire arrangement fee should be
recognized on a straight-line basis over the period during which the services
are performed.
.68 An important factor to consider in determining whether the services
are essential to the functionality of any other element is whether the software
included in the arrangement is considered core or off-the-shelf software.
Core software is software that a vendor uses in creating other software. It is
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not sold as is because customers cannot use it unless it is customized to meet
system objectives or customer specifications. Off-the-shelf software is software
that is marketed as a stock item that can be used by customers with little or
no customization.

.69 Software should be considered off-the-shelf software if it can be
added to an arrangement with insignificant changes in the underlying code
and it could be used by the customer for the customer’s purposes upon
installation. Actual use by the customer and performance of other elements
of the arrangement is not required to demonstrate that the customer could
use the software off-the-shelf. If significant modifications or additions to
the off-the-shelf software are necessary to meet the customer’s purpose (for
example, changing or making additions to the software, or because it would
not be usable in its off-the-shelf form in the customer’s environment), the
software should be considered core software for purposes of that arrange
ment. If the software that is included in the arrangement is not considered
to be off-the-shelf software, or if significant modifications or additions to the
off-the-shelf software are necessary to meet the customer’s functionality, no
element of the arrangement would qualify for accounting as a service, and
contract accounting should be applied to both the software and service
elements of the arrangement.

.70 Factors indicating that the service element is essential to the func
tionality of the other elements of the arrangement, and consequently should
not be accounted for separately, include the following.
•

The software is not off-the-shelf software.

•

The services include significant alterations to the features and func
tionality of the off-the-shelf software.

•

Building complex interfaces is necessary for the vendor’s software to
be functional in the customer’s environment.

•

The timing of payments for the software is coincident with perform
ance of the services.

•

Milestones or customer-specific acceptance criteria affect the re
alizability of the software-license fee.

.71 Judgment is required in determining whether the obligation to pro
vide services in addition to the delivery of software should be accounted for
separately as a service element. Services that qualify for accounting as a
service element of a software arrangement always are stated separately and
have one or more of the following characteristics.
•

The services are available from other vendors.

•

The services do not carry a significant degree of risk or unique
acceptance criteria.

•

The software vendor is an experienced provider of the services.

•

The vendor is providing primarily implementation services, such as
implementation planning, loading of software, training of customer per
sonnel, data conversion, building simple interfaces, running test data,
and assisting in the development and documentation of procedures.

•

Customer personnel are dedicated to participate in the services being
performed.
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.72 Funded Software-Development Arrangements. Software-development
arrangements that are fully or partially funded by a party other than the
vendor that is developing the software typically provide the funding party with
some or all of the following benefits:
•

Royalties payable to the funding party based solely on future sales of
the product by the software vendor (that is, reverse royalties)

•

Discounts on future purchases by the funding party of products pro
duced under the arrangement

•

A nonexclusive sublicense to the funding party, at no additional
charge, for the use of any product developed (a prepaid or paid-up
nonexclusive sublicense)

.73 A funded software-development arrangement within the scope of
FASB Statement No. 68, Research and Development Arrangements, should be
accounted for in conformity with that Statement. If the technological feasibility
of the computer software product pursuant to the provisions of FASB State
ment No. 86 has been established before the arrangement has been entered
into, FASB Statement No. 68 does not apply because the arrangement is not a
research and development arrangement. Accounting for costs related to funded
software-development arrangements is beyond the scope of this SOP. However,
if capitalization of the software-development costs commences pursuant to
FASB Statement No. 86, any income from the funding party under a funded
software-development arrangement should be credited first to the amount of
the development costs capitalized. If the income from the funding party ex
ceeds the amount of development costs capitalized, the excess should be
deferred and credited against future amounts that subsequently qualify for
capitalization. Any deferred amount remaining after the project is completed
(that is, when the software is available for general release to customers and
capitalization has ceased) should be credited to income.

Contract Accounting
.74 If an arrangement to deliver software or a software system, either
alone or together with other products or services, requires significant produc
tion, modification, or customization of software, the service element does not
meet the criteria for separate accounting set forth in paragraph .65. The entire
arrangement should be accounted for in conformity with ARB No. 45, using the
relevant guidance in SOP 81-1 [section 10,330]. Nevertheless, transactions
that normally are accounted for as product sales should not be accounted for
as long-term contracts merely to avoid the delivery requirements normally
associated with product sales for revenue recognition.
.75 In applying contract accounting, the vendor must use either the
percentage-of-completion method or the completed-contract method. The de
termination of the appropriate method should be made according to the recom
mendations in paragraphs 21 through 33 of SOP 81-1 [section 10,330.21
through .33].

.76 Segmentation. Software contracts may have discrete elements that
meet the criteria for segmenting in paragraphs 39 through 42 of SOP 81-1
[section 10,330.39 through .42]. If a contract is segmented, each segment is
treated as a separate profit center. Progress-to-completion for each segment
should be measured in conformity with paragraphs .78 through .80 of this
SOP.
AICPA Technical Practice Aids

§10,700.76

20,338

Statements of Position

.77 Some vendors of arrangements that include software combined with
services or hardware or both do not identify the elements separately and do not
sell them separately because of agreements with their suppliers. Other ven
dors who are not restricted by such agreements nevertheless bid or negotiate
software and other products and services together. Arrangements that do not
meet the segmentation criteria in paragraph 40 of SOP 81-1 [section 10,330.40]
are prohibited from being segmented, unless the vendor has a history of
providing the software and other products and services to customers under
separate arrangements and the arrangement meets the criteria in paragraph
41 of SOP 81-1 [section 10,330.41],
.78 Measuring Progress-to-Completion Under the Percentage-of-Completion Method. Paragraph 46 of SOP 81-1 [section 10,330.46] describes the
approaches to measuring progress on contracts (or segments thereof) under the
percentage-of-completion method. Those approaches are grouped into input
and output measures, as follows.
Input measures are made in terms of efforts devoted to a contract. They include
the methods based on costs and on efforts expended. Output measures are made
in terms of results achieved. They include methods based on units produced,
units delivered, contract milestones, and value added. For contracts under
which separate units of output are produced, progress can be measured on the
basis of units of work completed.

For software contracts, an example of an input measure is labor hours; an
example of an output measure is arrangement milestones, such as the comple
tion of specific program modules.

.79 If, as discussed in paragraph .76 of this SOP, a software contract
includes a discrete element that meets the segmentation criteria of SOP 81-1
[section 10,330], the method chosen to measure progress-to-completion on the
element should be the method that best approximates progress-to-completion.
Progress-to-completion on separate elements of the same software arrange
ment may be measured by different methods. The software vendor should
choose measurement methods consistently, however, so that it uses similar
methods to measure progress-to-completion on similar elements.

.80 Output measures, such as value-added or arrangement milestones,
may be used to measure progress-to-completion on software arrangements, but
many companies use input measures because they are established more easily.
As noted in paragraph 47 of SOP 81-1 [section 10,330.47], “The use of either
type of measure requires the exercise of judgment and the careful tailoring of
the measure to the circumstances.” Further, paragraph 51 of SOP 81-1 [section
10,330.51] states that
The acceptability of the results of input or output measures deemed to be
appropriate to the circumstances should be periodically reviewed and con
firmed by alternative measures that involve observation and inspection. For
example, the results provided by the measure used to determine the extent of
progress may be compared to the results of calculations based on physical
observations by engineers, architects, or similarly qualified personnel. That
type of review provides assurance somewhat similar to that provided for
perpetual inventory records by periodic physical inventory counts.

.81 Input Measures. Input measures of progress-to-completion on ar
rangements are made in terms of efforts devoted to the arrangement and, for
software arrangements, include methods based on costs, such as cost-to-cost
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measures, and on efforts expended, such as labor hours or labor dollars.
Progress-to-completion is measured indirectly, based on an established or
assumed relationship between units of input and productivity. A major advan
tage of input measures is that inputs expended are easily verifiable. A major
disadvantage is that their relationship to progress-to-completion may not hold
if inefficiencies exist or if the incurrence of the input at a particular point does
not indicate progress-to-completion.
.82 Costs incurred should be included in measuring progress-to-comple
tion only to the extent that they relate to contract performance. Items not
specifically produced for the arrangement, such as hardware purchased from
third parties or off-the-shelf software, should not be included in the measure
ment of progress-to-completion.
.83 Labor hours often are chosen as the basis for measuring progress-tocompletion, because they closely approximate the output of labor-intensive
processes and often are established more easily than output measures. Core
software requires labor-intensive customization. Therefore, labor hours pro
vide a good measure of progress-to-completion on elements of software ar
rangements that involve the customization of core software.
.84 If the measurement of progress-to-completion is based primarily on
costs, the contribution to that progress of hardware and software that were
produced specifically for the arrangement may be measurable and recognizable
before delivery to the user’s site. For example, efforts to install, configure, and
customize the software may occur at the vendor’s site. The costs of such
activities are measurable and recognizable at the time the activities are
performed.

.85 Output Measures. Progress on arrangements that call for the pro
duction of identifiable units of output can be measured in terms of the value
added or milestones reached. Although progress-to-completion based on output
measures is measured directly from results achieved, thus providing a better
approximation of progress than is provided by input measures, output meas
ures may be somewhat unreliable because of the difficulties associated with
establishing them.
.86 In order for the value added to be verifiable, the vendor must identify
elements or subcomponents of those elements. If output measures are neither
known nor reasonably estimable, they should not be used to measure progressto-completion.

.87 If value added by off-the-shelf software is to be included in the
measurement of progress-to-completion, such software cannot require more
than minor modifications and must be usable by the customer for the cus
tomer’s purpose in the customer’s environment. If more than minor modifica
tions or additions to the off-the-shelf software are necessary to meet the
functionality required under the arrangement terms, either by changing or
making additions to the software, or because the software would not be usable
by the customer in its off-the-shelf form for the customer’s purpose in the
customer’s environment, it should be accounted for as core software.
.88 Value added by the customization of core software should be included
in the measurement of progress-to-completion of the customization and instal
lation at the user’s site. However, if the installation and customization proc
esses are divided into separate output modules, the value of core software
associated with the customization of a module should be included in the
measurement of progress-to-completion when that module is completed.
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.89 Contract milestones may be based on contractual project plans. Con
tractual provisions generally require the performance of specific tasks with the
approval or acceptance by the customer; project plans generally schedule
inspections in which the project’s status is reviewed and approved by manage
ment. The completion of tasks that trigger such inspections are natural mile
stones because they are subject to relatively independent review as an intrinsic
part of the project management process.
.90 Considerations other than progress-to-completion affect the amounts
that become billable at particular times under many arrangements. Accord
ingly, although the achievement of contract milestones may cause arrange
ment revenues to become billable under the arrangement, the amounts billable
should be used to measure progress-to-completion only if such amounts indeed
indicate such progress.

.91 The milestones that are selected to measure progress-to-completion
should be part of the management review process. The percentage-of-completion designated for each milestone should be determined considering the
experience of the vendor on similar projects.

Effective Date and Transition
.92 This SOP is effective for transactions entered into in fiscal years
beginning after December 15,1997. Earlier application is encouraged as of the
beginning of fiscal years or interim periods for which financial statements or
information have not been issued. Retroactive application of the provisions of
this SOP is prohibited. [Note: An effective date provision of this SOP has been
deferred by SOP 98-4. See section 10,740.]

The provisions of this Statement need
not be applied to immaterial items.

Basis for Conclusions
Background
.93 SOP 91-1 was issued in December 1991. AcSEC understands that
certain provisions of that Statement are being applied inconsistently in prac
tice and that various practice issues have arisen that were not addressed in
SOP 91-1. As a result, AcSEC added a project to its agenda in March 1993 to
interpret those provisions and provide additional guidance. The key issues
identified at the outset of the project related to accounting for arrangements
that provided for multiple deliverables (including PCS). The project began as
an amendment to SOP 91-1. However, as deliberations progressed, AcSEC
determined that it would be more appropriate to supersede SOP 91-1 to (a)
amend the provisions in question and (b) incorporate AcSEC’s conclusions on
practice issues that had not been addressed in SOP 91-1.

Basic Principles
.94 Transfers of rights to software by licenses rather than by outright
sales protect vendors from the unauthorized duplication of their products.
Nevertheless, the rights transferred under software licenses are substantially
the same as those expected to be transferred in sales of other kinds of products.
AcSEC believes the legal distinction between a license and a sale should not
cause revenue recognition on software products to differ from revenue recogni
tion on the sale of other kinds of products.
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.95 Arrangements to deliver software or a software system, either alone
or together with other products, may include services. AcSEC believes that if
those services entail significant production, modification, or customization of
the software, such software before those alterations (even if already delivered)
is not the product that has been purchased by the customer. Instead, the
product purchased by the customer is the software that will result from the
alterations. Accordingly, AcSEC concluded that arrangements that include
services that entail significant production, modification, or customization of
software are construction-type or production-type contracts, and should be
accounted for in conformity with ARB No. 45 and SOP 81-1 [section 10,330].
AcSEC concluded that if the services do not entail significant production,
modification, or customization of software, the service element should be
accounted for as a separate element.
.96 AcSEC believes that revenue generally should not be recognized until
the element has been delivered. The recognition of revenue from product sales
on delivery is consistent with paragraphs 83(b) and 84 of FASB Concepts
Statement No. 5, Recognition and Measurement in Financial Statements of
Business Enterprises. Paragraph 83(b) provides the following guidance for
recognition of revenues.
Revenues are not recognized until earned. An entity’s revenue-earning activi
ties involve delivering or producing goods, rendering services, or other activities
that constitute its ongoing major or central operations, and revenues are
considered to have been earned when the entity has substantially accomplished
what it must do to be entitled to the benefits represented by the revenues.
[Footnote omitted] [Emphasis added]

Paragraph 84 states that in recognizing revenues and gains
[t]he two conditions [for revenue recognition] (being realized or realizable and
being earned) are usually met by the time the product or merchandise is
delivered...to customers, and revenues...are commonly recognized at time of
sale (usually meaning delivery). [Emphasis added]

.97 SOP 91-1 did not address arrangements that included software that
was deliverable only when-and-if-available. Implementation questions arose
as to whether when-and-if-available terms created contingencies that could be
disregarded in determining whether an arrangement consists of multiple
elements. AcSEC believes that because the when-and-if-available deliverables
are bargained for in arrangements, they are of value to the customer. Accord
ingly, AcSEC concluded that when-and-if-available deliverables should be
considered in determining whether an arrangement consists of multiple ele
ments. Thus, the requirements of this SOP with respect to arrangements that
consist of multiple elements should be applied to all additional products and
services specified in the arrangement, including those described as being
deliverable only when-and-if-available.
.98 In SOP 91-1, the accounting for vendor obligations remaining after
delivery of the software was dependent upon whether the obligation was
significant or insignificant. However, these determinations were not being
made in a consistent manner, leading to a diversity in practice. AcSEC believes
that all obligations should be accounted for and that revenue from an arrange
ment should be allocated to each element of the arrangement, based on
vendor-specific objective evidence of the fair values of the elements. Further,
AcSEC concluded that revenue related to a particular element should not be
recognized until the revenue-recognition conditions in paragraphs .08 through
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.14 of this SOP are met, because the earnings process related to that particular
element is not considered complete until that time.

.99 In paragraph.10 of this SOP, AcSEC concluded that the revenue from
an arrangement should be allocated to the separate elements based on vendorspecific objective evidence of fair value, regardless of any separate prices stated
in the contract for each element. AcSEC believes that separate prices stated in
a contract may not represent fair value and, accordingly, might result in an
unreasonable allocation of revenue. AcSEC believes that basing the allocation
on fair values is consistent with the accounting for commingled revenue. An
example is the following discussion in paragraph 12 of FASB Statement No.
45, Accounting for Franchise Fee Revenue.
The franchise agreement ordinarily establishes a single initial franchise fee as
consideration for the franchise rights and the initial services to be performed
by the franchisor. Sometimes, however, the fee also may cover tangible prop
erty, such as signs, equipment, inventory, and land and building. In those
circumstances, the portion of the fee applicable to the tangible assets shall be
based on the fair value of the assets.

.100 AcSEC considered allowing the use of surrogate prices such as
competitor prices for similar products or industry averages to determine fair
value. However, AcSEC believes that inherent differences exist between ele
ments offered by different vendors. These inherent differences led AcSEC to
conclude that only vendor-specific evidence of fair value can be considered
sufficiently objective to allow the allocation of the revenue to the various
elements of the arrangement.

.101 AcSEC believes that the best evidence of the fair value of an element
is the price charged if that element is sold separately. Still, an arrangement
may include elements that are not yet being sold separately. As discussed in
the previous paragraph, because of inherent differences between the elements
offered by different vendors, AcSEC concluded that companies should not use
surrogate prices, such as competitor prices for similar products or industry
averages, as evidence of the fair value for an element. AcSEC believes, how
ever, that if a price for the element has been established by management
having the relevant authority, such a price represents evidence of the fair value
for that element. To meet the criterion of objectivity, it must be probable that
the established price will not change before the introduction of the element to
the marketplace. Thus, the internally established prices should be factual and
not estimates. For this reason, AcSEC concluded that the allocations may not
be adjusted subsequently.
.102 AcSEC is aware that the pricing structure of certain arrangements
is not limited to the prices charged for the separate elements. Pricing may be
based on many different factors or combinations thereof. For example, certain
arrangements are priced based on a combination of (a) the prices of products
to be licensed and (b) the number of users that will be granted access to the
licensed products. In some of these arrangements, the vendor requires a
minimum number of users.

.103 The products contained in such arrangements are not available to
the customer at the prices charged in the arrangement unless the customer
also pays for the minimum number of users. Therefore, the prices contained in
the arrangement do not represent the prices charged for the product when sold
separately. AcSEC believes that it would be inappropriate to determine the fair
values of the products (as discussed in paragraph .10) without giving consider
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ation to the impact of the user-based portion of the fee. For this reason, AcSEC
concluded in paragraph .10 that when a vendor’s pricing is based on multiple
factors such as the number of products and the number of users, the price
charged for the same element when sold separately must consider all factors of
the vendor’s pricing structure.
. 104 Often, multiple element arrangements are sold at a discount rather
than at the sum of the list prices for each element. If the amounts deferred for
undelivered elements were based on list prices, the amount of revenue recog
nized for delivered elements would be understated. Accordingly, AcSEC con
cluded that relative sales prices should be used in determining the amount of
revenue to be allocated to the elements of an arrangement.

. 105 AcSEC believes that if an undelivered element is essential to the
functionality of a delivered element, the customer does not have full use of the
delivered element. Consequently, AcSEC concluded that delivery is considered
not to have occurred in such situations.
. 106 AcSEC believes that the earnings process with respect to delivered
products is not complete if fees allocated to those products are subject to
forfeiture, refund, or other concession if the vendor does not fulfill its delivery
responsibilities. AcSEC believes that the potential concessions indicate the
customer would not have licensed the delivered products without also licensing
the undelivered products. Accordingly, AcSEC concluded that in order to
recognize revenue, persuasive evidence should exist that fees allocated to
delivered products are not subject to forfeiture, refund, or other concession. In
determining the persuasiveness of the evidence, AcSEC believes that a ven
dor’s history of making concessions that were not required by the provisions of
an arrangement is more persuasive than terms included in the arrangement
that indicate that no concessions are required.

Delivery
. 107 In paragraph .18 of this SOP, AcSEC concluded that for software
that is delivered electronically, the delivery criterion of paragraph .08 is
deemed to have been met when the customer either (a) takes possession of the
software via a download or (b) has been provided with access codes that allow
the customer to take immediate possession of the software on its hardware
pursuant to an agreement or purchase order for the software. AcSEC believes
that the delivery criterion is met by use of access codes only when software is
being delivered electronically.
. 108 AcSEC believes that if the fee is not based on the number of copies
to be delivered to or made or deployed by the customer, duplication of the
software may be incidental to the arrangement. Paragraph .21 of this SOP
describes circumstances (arrangements in which duplication is required only
if additional copies are requested by the customer; arrangements in which the
licensing fee is payable even if no additional copies are requested) that would
lead to a conclusion that duplication is incidental to the arrangement. In other
arrangements, vendors insist on duplicating the software to maintain quality
control or to protect software transmitted by telecommunications. Others agree
to duplicate the software as a matter of convenience to the customer.

. 109 In arrangements in which duplication is considered incidental, Ac
SEC believes the vendor has fulfilled its delivery obligation as soon as the first
copy or product master of the software has been delivered. Therefore, AcSEC
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concluded that in such instances, the vendor should not be precluded from
recognizing revenue if the customer has not requested additional copies (par
ticularly since the fee is payable regardless of whether such additional copies
are requested by the customer). However, the estimated costs of duplicating
the software should be accrued when the revenue is recognized.

Fixed or Determinable Fees and Collectibility
. 110 In paragraphs .27 through .30, in the discussion of factors that affect
the determination of whether a fee is fixed or determinable, AcSEC sought to
clarify—but not change—similar provisions in SOP 91-1. In practice, some had
interpreted those provisions to mean the following.
•

Extended payment considerations could be overcome if customers
were creditworthy.

•

A fee could never be considered fixed or determinable if payment terms
extended for more than twelve months after delivery.

.111 Others had interpreted these provisions to mean the following.
•

If payment terms extended beyond customary terms but were twelve
months or less, they were fixed or determinable.

•

If payment terms exceeded twelve months, a vendor could recognize
amounts due in the first twelve months as revenue at the time of the
license. Additional revenue would be recognized based on the passage
of time such that, at any point, any amounts due within one year would
have been recognized as revenue (the rolling twelve months approach).

Paragraphs .112 through .114 of this SOP—
•

Explain that the concern with extended payment terms is technologi
cal obsolescence and similar factors, not customer creditworthiness.

•

Describe circumstances in which the presumption that a fee is not
fixed or determinable because of extended payment terms may be
overcome.

•

Confirm that any extended payment terms, even if for less than twelve
months, must be assessed for their effects on the fixed or determinable
aspects of the fee.

•

Clarify that the rolling twelve months approach should not be used.

. 112 AcSEC believes that, given the susceptibility of software to signifi
cant external factors (in particular, technological obsolescence), the likelihood
of vendor refunds or concessions is greater in an arrangement with extended
payment terms than in an arrangement without extended payment terms. This
is true regardless of the creditworthiness of the customer. Because of this
greater likelihood of refunds or concessions, AcSEC believes that any extended
payment terms outside of a vendor’s normal business practices may indicate
that the fee is not fixed or determinable.
. 113 In paragraph .28 of this SOP, AcSEC concluded that if payment of a
significant portion of a licensing fee is not due until after the expiration of the
license or more than twelve months after delivery, the fee should be presumed
not to be fixed or determinable. This conclusion is based on AcSEC’s belief that
payment terms of such extended duration indicate that vendor refunds or
concessions are more likely than not. AcSEC acknowledges that the one-year
provision is arbitrary. However, AcSEC concluded that such a limitation is
needed to provide greater comparability within the industry.
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. 114 In considering the “rolling twelve months” approach found in prac
tice, AcSEC considered the guidance in Chapter 1A of ARB No. 43, Restatement
and Revision ofAccounting Research Bulletins, paragraph 1, which states that
“Profit is deemed to be realized when a sale in the ordinary course of business
is effected, unless the circumstances are such that the collection of the sale
price is not reasonably assured.” Accordingly, if a fee is considered fixed or
determinable, it should be recognized as revenue when the sale is effected. If
not, AcSEC believes that it should be recognized as revenue as payments from
customers become due.

. 115 In paragraph .08 of this SOP, AcSEC concluded that collectibility
must be probable before revenue may be recognized. This conclusion is based
on paragraph 84g of FASB Concepts Statement No. 5, which reads
If collectibility of assets received for product, services, or other assets is
doubtful, revenues and gains may be recognized on the basis of cash received.

. 116 AcSEC notes that requiring collectibility enhances the verifiability
of the other revenue recognition criteria of paragraph .08, as discussed below.

•

Persuasive evidence ofan arrangement—AcSEC included this criterion
in order to prevent revenue recognition on delivery of elements which,
in fact, had not been ordered by a customer. AcSEC believes it is
unlikely that a customer would pay for an element that had not been
ordered. Therefore, AcSEC believes that requiring collectibility of a
receivable related to the sale or license acts to verify that an arrange
ment does exist.

•

Delivery—AcSEC believes that until delivery of an element has oc
curred (including delivery of all other items essential to the function
ality of the element in question), the customer has not received full
use of the element ordered. A customer that has not received full use
of the element ordered is likely to withhold payment or require a
refund. Therefore, AcSEC believes that requiring collectibility of a
receivable related to the sale or license acts to verify that the element
has been delivered.

•

Fixed or determinable fee—Much of AcSEC’s concern related to fixed
or determinable fees relates to arrangements with extended payment
terms. In the software industry, requiring collectibility of a receivable
prior to revenue recognition is important because of the frequency with
which upgrades, enhancements, or new versions are released. As
discussed elsewhere in this SOP, in certain instances it may be difficult
to determine which version of an element induced a customer to enter
into an arrangement. By requiring collectibility, AcSEC sought to
prevent revenue recognition on sales or licenses of an element in
situations in which circumstances may prompt the vendor to make
subsequent adjustments to the price of a customer’s purchase or
license of a subsequent version of that element.

The likelihood that subsequent versions will be released is greater over
the long term than over the short term. Therefore, concerns related to
concessions increase in arrangements with extended payment terms.
AcSEC notes that prohibiting revenue recognition in circumstances in
which the price adjustments discussed above could occur serves to
ensure that the portion of the fee allocated to each element is fixed or
determinable. That is, if the price on a subsequent element cannot be
adjusted for concessions, and the amount allocated to the initial ele
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ment must be collected in full, neither amount is subject to adjustment.
Therefore, AcSEC believes that requiring collectibility of a receivable
related to the sale or license acts to verify that the fees are fixed or
determinable.

Multiple-Element Arrangements
Additional Software Deliverables and Right to Exchange or
Return Software
.117 Upgrades/enhancements. In paragraph .37 of this SOP, AcSEC
concluded that the portion of the arrangement fee allocated to an upgrade right
should be based on the price for the upgrade/enhancement that would be
charged to existing users of the software product being updated. AcSEC
believes that in arrangements that include upgrade rights, it may be difficult
to determine which version of the software induced the customer to enter into
the arrangement. For example, a customer licensing an existing version of the
software may have done so to facilitate obtaining the updated version upon its
introduction. To eliminate the possibility of allocating too much revenue to the
delivered software (and thereby accelerating recognition), AcSEC concluded
that the upgrade price (without the allocation of any discount on the arrange
ment) should be used to determine the amount to be deferred. The residual
amount, if any, is considered to be the fair value of the original product.
.118 AcSEC believes that upgrades/enhancements do not necessarily con
tain improvements that all customers would desire. A customer may not
exercise an upgrade right for various reasons, including any of the following.
a.

The benefits to be gained from the related upgrade/enhancement
may not be important to that customer.

b.

The customer may not wish to learn new commands for what may be
perceived by that customer as marginal improvements.

c.

The upgrade/enhancement would require more hardware function
ality than the customer currently has.

Consequently, AcSEC concluded that amounts allocated to upgrade rights
should be reduced to reflect the percentage of customers not expected to exercise
the upgrade right, based on vendor-specific evidence.

.119 Additional Software Products. As stated in paragraph.118, AcSEC
believes that not all customers entitled to an upgrade/enhancement will exer
cise their upgrade rights. AcSEC believes, however, that it is probable that all
customers will choose to receive additional software products. Consequently,
AcSEC concluded that the fee allocated to additional software products should
not be reduced by the percentage of any customers not expected to exercise the
right to receive the additional products.
.120 Paragraphs .48 and .49 of this SOP discuss accounting for software
arrangements in which vendors agree to deliver unspecified additional soft
ware products in the future. AcSEC concluded that such arrangements should.
be accounted for as subscriptions, and that the fee from the arrangement
should be recognized ratably as revenue over the term of the arrangement.
AcSEC notes that, because the vendor is obligated to deliver these items only
if they become available during the term of the arrangement, in some situ
ations, the delivery of additional products will not be required. AcSEC believes
that because these items are unspecified, vendor-specific objective evidence of
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fair value of each unspecified additional product cannot exist. However, AcSEC
believes that requiring the deferral of all revenue until the end of the arrange
ment is too onerous because of the following.
a.

All other revenue-recognition conditions in paragraphs .08 through
.14 of this SOP have been met.

b.

The additional software products in fact may never be delivered.

However, AcSEC also was concerned that if revenue recognition were permitted
to begin at the inception of the arrangement, revenue may be recognized too
early, particularly in arrangements in which the first product was not delivered
for some time after inception. Accordingly, AcSEC concluded that revenue from
the arrangement should be recognized ratably over the term of the arrange
ment beginning with the delivery of the first product.

.121 Rights to Exchange or Return Software. AcSEC believes that the
rights to exchange or return software (including platform transfer rights) are
subject to the provisions of FASB Statement No. 48, even if the software is not
returned physically. Accordingly, AcSEC concluded that the accounting for
exchanges of software for products with no more than minimal differences in
price, functionality, and features by users qualify for exchange accounting
because, as discussed in footnote 3 to FASB Statement No. 48, (a) users are
“ultimate customers” and (ft) exchanges of software with no more than minimal
differences in price, functionality, and features represent “exchanges ... of one
item for another of the same kind, quality, and price.” AcSEC concluded that
because resellers are not “ultimate customers,” such exchanges by resellers
should be considered returns.
.122 AcSEC reached similar conclusions related to certain platform
transfer rights. Additionally, AcSEC concluded that in situations in which
customers are entitled to continue using the software that was originally
delivered (in addition to the software that is to be delivered for the new
platform), the customer has received additional software products, and the
platform-transfer right should be accounted for as such. Other platform-trans
fer rights do not allow customers to continue to use the software on the original
platform. Those platform-transfer rights should be accounted for as exchange
rights or rights of return.

.123 It is possible that exchange rights may be granted for software that
has not been developed for other platforms at the time revenue from the
arrangement is recorded. AcSEC did not address the issue of whether such
future development costs related to deliverable software, for which no further
revenue will be received, should be capitalized pursuant to FASB Statement
No. 86 because it was believed that such costs would not be significant.
Accordingly, AcSEC concluded that in the event of significant development
costs, the vendor would not be likely to be able to demonstrate persuasively
that the future software would have similar pricing, features, and functional
ity, and would be marketed as the same product (that is, qualify as an exchange
for accounting purposes). In that event, the vendor has granted a return right
that must be accounted for pursuant to FASB Statement No. 48.

Postcontract Customer Support
.124 An obligation to perform PCS is incurred at the inception of a PCS
arrangement and is discharged by delivering unspecified upgrades/enhance
ments, performing services, or both over the period of the PCS arrangement.
The obligation also may be discharged by the passage of time. AcSEC concluded
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that because estimating the timing of expenditures under a PCS arrangement
usually is not practicable, revenue from PCS generally should be recognized on
a straight-line basis over the period of the PCS arrangement. However, AcSEC
also concluded that if there is sufficient vendor-specific historical evidence that
costs to provide the support are incurred on other than a straight-line basis,
the vendor should recognize revenue in proportion to the amounts expected to
be charged to the PCS services rendered during the period.

.125 SOP 91-1 required that revenue from both the PCS and the initial
licensing fee be recognized ratably over the period of the PCS arrangement if
no basis existed to derive separate prices for the PCS and the initial licensing
fee. Diversity in practice arose as to what constituted a sufficient basis in
arrangements involving vendors that did not have a basis to derive a separate
price for the PCS. In this SOP, AcSEC has concluded that arrangement fees
must be allocated to elements of the arrangement based on vendor-specific
objective evidence of fair value. Because AcSEC determined that the evidence
should be limited to that which is specific to the vendor, AcSEC believes that
vendors that do not sell PCS separately have no basis on which to allocate fair
values. AcSEC concluded that the total arrangement fee should be recognized
in accordance With the provisions on recognition of PCS revenues. AcSEC also
believes that, because a substantial portion of the arrangement fee typically is
represented by the delivered software (rather than the performance of sup
port), requiring the deferral of all revenues until the PCS obligation is fully
satisfied would be too onerous. Accordingly, AcSEC concluded that, as dis
cussed in the previous paragraph, the total arrangement fee generally should
be recognized ratably over the period of the PCS arrangement.

Services
.126 Certain software arrangements include both a software element and
an obligation to perform non-PCS services. SOP 91-1 provided guidance on the
conditions that must be met in order to account for the obligation to provide
services separately from the software component. AcSEC is aware that this
guidance has been interpreted in varying ways, leading to a diversity in
practice. During its deliberations on this SOP, AcSEC reached conclusions
intended to clarify this issue, but did not redeliberate the other conclusions
related to services that were included in SOP 91-1.
.127 AcSEC believes the service element should be accounted for sepa
rately if the following occur.
a.

All other revenue allocation provisions of this SOP are met.

b.

The services are not essential to the functionality of any other
element in the arrangement.

c.

The service and product elements are stated separately such that the
total price of the arrangement would vary as a result of inclusion or
exclusion of the services.

Accordingly, AcSEC concluded that a service element need not be priced
separately in an agreement in order to account for the services separately.
AcSEC believes that this conclusion represents the original intent of SOP 91-1,
and wishes to clarify the language at this time.

.1 28 Paragraphs .129 through .132 of this SOP are carried forward from
SOP 91-1 with certain editorial changes.
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.129 Service Elements. Footnote 1 to paragraph 11 of SOP 81-1 [section
10,330.11, footnote 1] excludes service transactions from the scope of the SOP,
as follows.
This statement is not intended to apply to “service transactions” as defined in
the FASB’s October 23, 1978 Invitation to Comment, Accounting for Certain
Service Transactions. However, it applies to separate contracts to provide
services essential to the construction or production of tangible property, such
as design .. . [and] engineering ....

.130 The previously mentioned Invitation to Comment, which was based
on an AICPA-proposed SOP, was issued in 1978. The FASB later included
service transactions as part of its project to develop general concepts for
revenue recognition and measurement. The resulting FASB Concepts State
ment No. 5, however, does not address service transactions in detail. Neverthe
less, some of the concepts on service transactions developed in the Invitation
to Comment are useful in accounting for certain software transactions.

.131 A service transaction is defined in paragraphs 7 and 8 of the Invita
tion to Comment as follows.
A transaction between a seller and a purchaser in which, for a mutually agreed
price, the seller performs ... an act or acts . . . that do not alone produce a
tangible commodity or product as the principal intended result. . . A service
transaction may involve a tangible product that is sold or consumed as an
incidental part of the transaction or is clearly identifiable as secondary or
subordinate to the rendering of the service.

The term service transaction is used in the same sense in this SOP but, as used
in this SOP, does not apply to PCS. Items classified as tangible products in
software service transactions generally should be limited to off-the-shelf soft
ware or hardware.

.132 This SOP, like the Invitation to Comment, recommends the separa
tion of such arrangements with discrete elements into their product and
service elements. Paragraph 8(b) of the Invitation to Comment states the
following.
If the seller of a product offers a related service to purchasers of the product
but separately states the service and product elements in such a manner that
the total transaction price would vary as a result of the inclusion or exclusion
of the service, the transaction consists of two components: a product transaction
that should be accounted for separately as such and a service transaction ....

Contract Accounting
.133 SOP 91-1 included guidance on the application of contract account
ing to software transactions. Questions arose as to whether output measures
could be used to measure progress-to-completion if the amounts recorded
would differ from those that would have been reported had input measures
been used. During its deliberations of this SOP, AcSEC reached conclusions
intended to clarify this issue, but did not redeliberate the other conclusions
related to services that were included in SOP 91-1.
.134 AcSEC believes that the method chosen to measure progress-to-completion on an individual element of a contract should be the method that best
approximates progress-to-completion on that element. Accordingly, AcSEC
concluded that output measures may be used to measure progress-to-completion,
provided that the use of output measures results in “the method that best
approximates progress-to-completion.”
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.135 Paragraphs .136 through .142 of this SOP are carried forward from
SOP 91-1 with certain editorial changes.
.136 ARB No. 45 established the basic principles for measuring perform
ance on contracts for the construction of facilities or the production of goods or
the provision of related services with specifications provided by the customer.
Those principles are supplemented by the guidance in SOP 81-1 [section
10,330].

Distinguishing Transactions Accounted for Using Contract Accounting
From Product Sales
.137 SOP 81-1 [section 10,330] suggests that transactions that normally
are accounted for as product sales should not be accounted for using contract
accounting merely to avoid the delivery requirements for revenue recognition
normally associated with product sales. Paragraph 14 of SOP 81-1 [section
10,330.14] states the following:
Contracts not covered... include... [s]ales by a manufacturer of goods produced
in a standard manufacturing operation, even if produced to buyers’ specifica
tions, and sold in the ordinary course of business through the manufacturer’s
regular marketing channels if such sales are normally recognized as revenue
in accordance with the realization principle for sales of products and if their
costs are accounted for in accordance with generally accepted principles of
inventory costing.

Application of ARB No. 45 and SOP 81-1
.138 SOP 81-1 [section 10,330] provides guidance on the application of
ARB No. 45 that applies to a broad range of contractual arrangements. Para
graph 1 of SOP 81-1 [section 10,330.01] describes contracts that are similar in
nature to software arrangements, and paragraph 13 [section 10,330.13] in
cludes the following kinds of contracts within the scope of that SOP:
•

Contracts to design, develop, manufacture, or modify complex . . .
electronic equipment to a buyer’s specification or to provide services
related to the performance of such contracts

•

Contracts for services performed by . .. engineers ... or engineering
design firms

. 139 ARB No. 45 presumes that percentage-of-completion accounting
should be used when the contractor is capable of making reasonable estimates.
Paragraph 15 of ARB No. 45 states the following:
[I]n general when estimates of costs to complete and extent of progress toward
completion of long-term contracts are reasonably dependable, the percentageof-completion method is preferable. When lack of dependable estimates or
inherent hazards cause forecasts to be doubtful, the completed-contract method
is preferable.

Evidence to consider in assessing the presumption that the percentage-of-completion method of accounting should be used includes the technological risks
and the reliability of cost estimates, as described in paragraphs 25, 26, 27, 32,
and 33 of SOP 81-1 [section 10,330.25, .26, .27, .32, and .33].
. 140 Paragraph 24 of SOP 81-1 [section 10,330.24] specifies a further
presumption that a contractor is capable of making reasonable estimates and
states the following:
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[T]he presumption is that [entities]... have the ability to make estimates that
are sufficiently dependable to justify the use of the percentage-of-completion
method of accounting. Persuasive evidence to the contrary is necessary to
overcome that presumption. [Footnote omitted]

.141 Although cost-to-cost measures may be verified easily, they tend to
attribute excessive profit to the hardware elements of arrangements with
combined software and hardware elements for contracts under which segmen
tation is not permitted. Although the hardware elements of such arrangements
have high cost bases, they generally yield relatively low profit margins to
vendors. Furthermore, if excessive revenue is attributed to the hardware element,
revenue recognition on the arrangement becomes overly dependent on when that
element is included in the measurement of progress-to-completion.
.142 For off-the-shelf software elements, the application of the cost-tocost method produces the opposite effect. The book basis of the software tends
to be low, because most of the costs associated with software development
frequently are charged to expense when incurred in conformity with FASB
Statement No. 86. Although the profit margins associated with software are
generally higher than those for other elements of the arrangement, the appli
cation of cost-to-cost measures with a single profit margin for the entire
arrangement would attribute little or no profit to the off-the-shelf software.
Similarly, the application of the cost-to-cost method to arrangements that
include core software, which also has a relatively low cost basis, would attrib
ute a disproportionately small amount of profit to the software.

Effective Date and Transition
.143 AcSEC concluded that the provisions of this SOP should be applied
prospectively and that retroactive application should be prohibited. AcSEC
recognizes the benefits of comparable financial statements but is concerned
that the application of the provisions of this SOP to contracts existing in prior
periods would require a significant amount of judgment. The application of
that judgment likely would be impacted by the hindsight a company would
have, resulting in judgments based on information that did not exist at the
time of the initial judgment but that would be called for if the SOP were to be
applied retroactively.
.144 Additionally, AcSEC concluded that some entities would be required
to incur large expenditures in determining restated amounts or the cumulative
effect of adoption. AcSEC concluded that the cost of calculating such amounts
likely would exceed the related benefit of that information. This SOP does not
preclude an entity from disclosing in the notes to the financial statements the
effect of initially applying this SOP if an entity believes it is practicable to do so.

Items Not Retained From SOP 91-1
.145 AcSEC believes that the guidance included in SOP 91-1 related to
discounting receivables and the collectibility of receivables (discussed in para
graphs 56 and 78, respectively, of SOP 91-1) is not specific to the software
industry and thus does not need to be retained in this SOP.
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.146

Appendix A

Examples of the Application of Certain Provisions of
This Statement of Position

Scope—Example 1
Facts
An automobile manufacturer installs software into an automobile model. This
software is used solely in connection with operating the automobile and is not
sold or marketed separately. Once installed, the software is not updated for
new versions that the manufacturer subsequently develops. The automobile
manufacturer’s costs for the development of the software that are within the
scope of FASB Statement No. 86, Accounting for the Costs of Computer Software
to Be Sold, Leased, or Otherwise Marketed and the production costs of such
software are insignificant relative to the other development and production
costs of the automobile.

Applicability
The Statement of Position (SOP) is not applicable to such software because the
software is deemed incidental to the product as a whole.

Discussion
Although the software may be critical to the operations of the automobile, the
software itself is not the focus of the marketing effort, nor is it what the
customer perceives he or she is obtaining. The development and production
costs of the software as a component of the cost of the automobile is incidental.

Scope—Example 2
Facts
An entity develops interactive training courses for sale or licensing to custom
ers. These courses are delivered on a compact disc, which is loaded onto a
customer’s computer. The courses are developed such that, based on the
responses received to a particular question, different questions are generated
and content of the course material that is displayed is determined in a manner
that directs the user’s learning experience in a more focused way. The course
developer’s costs for the development of the software content are within the
scope of FASB Statement No. 86 and are significant. The interactive nature of
the courses is mentioned prominently in the marketing efforts.

Applicability
The SOP is applicable because the software is not incidental to the product.

Discussion
Although some might say that the product is educational services, the market
ing of the product focuses on the software-reliant interactive features. In addi
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tion, the course developer incurs significant costs that are within the scope of
FASB Statement No. 86. The nature of the relationship between the vendor
and the customer is not one in which the customer would have a need for
postcontract services. Consequently, the absence of PCS is not presumptive
that software is incidental to the product. Accordingly, a conclusion is reached
that the software is not incidental to the product as a whole. Therefore, the
provisions of this SOP apply.

Additional Software Products—Price per
Copy—Example 1
Facts
A vendor enters into an arrangement under which a customer has the right to
make copies of Product A at $100 a copy, copies of Product B at $200 a copy, or
copies of Product C at $50 a copy until such time as the customer has made
copies aggregating $100,000 based on the per copy prices. The customer is
obligated to pay the $100,000 whether or not the customer makes all the copies
to which it is entitled under the arrangement. In all other respects, the $100,000
is considered to meet the criteria of a fixed fee, as described in this Statement
of Position.
Master copies of products A and B are available currently and have been
delivered. Product C is not available yet; therefore, no master copy has been
delivered. The contract is clear that no portion of the fee allocable to copies
made of products A and B is refundable if Product C is not delivered, nor is
there any further obligation to deliver product C if copies of products A and B
aggregating $100,000 have been made. The per copy prices included in the
arrangement for Products A and B are the per copy prices included in the
company’s price list, and the company has already approved the per copy price
list for Product C to be $50 per copy. Product C is not essential to the
functionality of Products A or B.
The maximum number of copies of Product C that can be made is 500.

Revenue Recognition
The vendor should allocate $25,000 of the arrangement fee to Product C. The
remaining $75,000 of revenue should be recognized when the master copies of
Products A and B are delivered to the customer. The $25,000 allocated to
Product C would be recognized when the master copy of Product C is delivered
to the customer. If the customer duplicates enough copies of Products A and B
so that the revenue allocable to those products exceeds $75,000, the additional
revenue should be recognized as the additional copies are made.

Discussion
As discussed in paragraph .43 of this SOP, in an arrangement in which a
number of products are not deliverable or specified at the inception of the
arrangement, an allocation of the arrangement fee generally cannot be made,
because the total revenue allocable to each software product is unknown and
depends on choices to be made by the customer and, sometimes, future devel
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opment activity. As discussed in paragraph .46 of this SOP however, if such an
arrangement specifies a maximum number of copies of the undeliverable or
unspecified product, a portion of the arrangement fee should be allocated to the
undeliverable product(s). This allocation should be made assuming the cus
tomer elects to receive the maximum number of copies of the undeliverable
product(s).
Because the arrangement states a maximum number of copies of Product C
that can be made, a basis for allocating the fair value to each product of the
arrangement exists. The amount allocated to the undelivered product is the
maximum amount that can be allocable to that product, based on the maximum
number of copies of Product C that can be made (500) and the fee per copy ($50).
Accordingly, $25,000 should be allocated to Product C and deferred until
delivery of the product master. Because all other conditions for revenue recog
nition in this SOP have been met, revenue related to Products A and B may be
recognized upon delivery of the masters of those products as discussed in
paragraph .44 of this SOP.

Additional Software Products—Price per
Copy—Example 2
Facts
Assume the same facts as in the preceding example, except the arrangement
does not state a maximum number of copies of Product C that can be made.

Revenue Recognition
Revenue should be recognized as copies of Products A ($100 of revenue per copy)
and B ($200 of revenue per copy) are made, until the master of Product C is
delivered to the customer. Any remaining revenue should be recognized upon
delivery of the master of Product C.

Discussion
As discussed in paragraph .43 of this SOP, although the fee per copy is fixed at
the inception of the arrangement and the cost of duplication is incidental, the
total fee allocated to the undelivered software (Product C) is unknown and will
depend on the choices made by the customers as to how many copies of each
product will be utilized.

Authorization Codes—Example 1
Facts
A vendor includes ten optional functions on a compact disc (CD-ROM) on which
its software product is licensed. Access to those optional functions is not
available without a permanent key. Users can order the optional functions and
receive permanent keys to enable the full use of those functions.

Revenue Recognition
Revenue for each individual optional function should be recognized by the
vendor when the user purchases it by placing an order, evidence of such order
exists, and the key is delivered to the user.
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Discussion
Although the user has received a fully functional version (except for the keys)
of the optional functions on the CD-ROM, the user has not agreed to license
them. Because no evidence of an arrangement exists (as discussed in para
graphs .15 through .17 of this SOP), revenue for the optional functions may not
be recognized when the CD-ROM is delivered.

Authorization Codes—Example 2
Facts
A software vendor’s products run on two different levels of central processing
units (CPU) of the same manufacturer—Model X and Model Y (both of which
are on the same platform). The vendor enters into a license arrangement with
a user whereby the user licenses the vendor’s products to run on Model X but
allows the user to move to Model Y at no additional charge. The vendor delivers
the product in the form of a disc pack along with a CPU authorization code. At
the time the user chooses to move to Model Y, the user does not receive a new
disc pack; rather the vendor gives the user a new CPU authorization code.

Revenue Recognition
Revenue should be recognized on the delivery of the disc pack.

Discussion
Delivery of the authorization code to move to another CPU is not considered to
be an additional software deliverable.

Multiple Element Arrangements, Products—Example 1
Facts
A vendor licenses a user one license covering a single copy of products A, B, C,
and D for a nonrefundable fixed fee of $80, with no stated price per product.
Products A, B, and C are deliverable. Product D is not deliverable and is not
essential to the functionality of products A, B, or C. Persuasive evidence exists
that indicates that the revenue related to products A, B, or C is not subject to
refund, forfeiture, other concessions if product D is not delivered. The vendor
has a history of sales prices for products A, B, and C of $25 each. The vendor’s
pricing committee has established a price for product D of $25. It is probable
that the price established by the pricing committee for product D will not
change before introduction. Therefore, the vendor is able to derive its specific
price for the undelivered software.

Revenue Recognition
Revenue allocated to each product based on the existing prices for products A,
B, and C and the probable price for product D should be recognized when each
individual product is delivered. The revenue allocated to each of the products
would be $20.

Discussion
Revenue allocated to each product should be recognized upon the delivery of that
product if the criteria in paragraphs .08 through .14 of this SOP have been met.
AICPA Technical Practice Aids
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The allocation of revenue to each product is based on the relative fair value of
each product. As discussed in paragraph .12 of this SOP, sufficient vendor-spe
cific objective evidence must exist to determine allocation. In this example,
sufficient vendor-specific objective evidence exists to determine that the fair
value of each product on a stand-alone basis is $25. Therefore, in accordance
with paragraph .41 of this SOP, the discount should be allocated evenly to each
product, and revenue of $20 per product should be recognized when each
product is delivered.

Multiple Element Arrangements—Products—Example 2
Facts
The transaction is the same as that outlined in the prior example. The contract
is silent about penalties for the nondelivery of product D, but the proposal and
other communications indicate that it is a required capability of the offering
and that the user does not want any of the vendor’s products unless product D
is delivered.

Revenue Recognition
All revenue must be deferred until delivery of product D.

Discussion
Because revenue allocable to the delivered software is subject to forfeiture,
refund, or other concession if product D is not delivered, all revenue under the
agreement should be deferred until product D is delivered, in accordance with
paragraph .13 of this SOP.

Multiple Element Arrangements—Products—Example 3
Facts
A vendor licenses version 1.0 of a software product to 100 customers for $300
per copy with a right to receive version 2.0 at no additional cost when it becomes
available. The pricing committee has not yet decided whether version 2.0 will
be offered to users of version 1.0 for $100 or for $200.

Revenue Recognition
All revenue should be deferred until the pricing committee makes its decision
and it is probable that the price established will be the price charged upon
introduction.

Discussion
Because the pricing committee has not yet decided whether version 2.0 will be
offered at $100 or at $200, sufficient vendor-specific objective evidence does not
yet exist supporting the price of the undelivered software. As discussed in
paragraph .12 of this SOP, if sufficient vendor-specific objective evidence does
not exist to determine the allocation of revenue, all revenue should be deferred
until sufficient vendor-specific objective evidence exists.
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Multiple Element Arrangements—Products—Example 4
Facts
In the preceding example, assume that the pricing committee determines that
version 2.0 will be offered to users of version 1.0 as a specified upgrade/enhancement at a price of $100. It is probable that such price will not change prior to
introduction. Persuasive evidence exists indicating that the amount allocated
to version 1.0 will not be subject to forfeiture, refund, or other concession. Also,
the vendor’s experience indicates that 40 percent of customers do not exercise
upgrade rights.

Revenue Recognition
The vendor should defer $6,000 (upgrade price of $100 multiplied by 100 copies,
reduced by 40 percent to account for the customers expected not to exercise the
upgrade right) until delivery of the upgrade/enhancement, and recognize the
remaining $24,000 on delivery of version 1.0.

Discussion
The portion of the arrangement fee allocated to the upgrade right is equal to
the price for the upgrade/enhancement determined pursuant to paragraph .37
of this SOP. This amount should be deferred and recognized on the delivery of
version 2.0. The amount deferred for the specific upgrade/enhancement should
be reduced to reflect the percentage of customers that, based on experience, are
not expected to exercise the upgrade right (see paragraph .37 of this SOP).
Accordingly, the $10,000 revenue allocated to the upgrade right should be
reduced by $4,000 (40 percent of the allocated revenue).

If the vendor did not have information based on experience that indicates the
percentage of customers that do not exercise the upgrade right, the vendor
should defer the entire $10,000 of revenue allocated to the upgrade right, under
the assumption that, in the absence of vendor-specific objective evidence to the
contrary, 100 percent of customers will exercise the upgrade right.

Multiple Element Arrangements—Products and
Services—Example 1
Facts
A vendor has entered into an arrangement to provide a customer with its
off-the-shelf software product and related implementation services. The soft
ware and service elements of the contract are stated separately and the
company has a history of selling these services separately such that the revenue
allocation criteria of paragraphs .08 through .14 of this SOP can be satisfied.
The software license fees are due under the company’s normal trade terms,
which are net 30 days. The services are expected to be provided over the next
90 days and are of the type performed routinely by the vendor. The features
and functionality of the software are not altered to more than a minor degree
as a result of these services.
AICPA Technical Practice Aids
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Revenue Recognition
The vendor should recognize the license revenue allocated to the software
element upon its delivery and the revenue allocated to the service element as
such services are performed.

Discussion
When license arrangements have multiple elements, revenue should be allo
cated to each of the elements and recognized when the related element is
delivered and the following occur.

1.

The undelivered elements are not essential to the functionality of the
delivered elements.

2.

The revenue allocated to the delivered elements is not subject to
forfeiture, refund, or other concession if the undelivered elements are
not delivered.

3.

Sufficient company-specific objective evidence exists to allocate sepa
rate prices to each of the elements.

The service element in this arrangement is not deemed to be essential to the
functionality of the software element because the features and functionality of
the software are not altered to more than a minor degree as a result of the
services.

Multiple Element Arrangements—Products and
Services—Example 2
Facts
Assume the same transaction as described above except that the vendor agrees
to make more than minor modifications to the functionality of the product to
meet needs as defined by the user. Payment terms are 10 percent upon
installation of the software, with the remainder according to a time line, and
the final 25 percent withheld until acceptance. The desired modifications are
not unusual; the vendor has made similar modifications to the product many
times and is certain that the planned modifications will meet the user’s needs.

Revenue Recognition
This arrangement should be accounted for pursuant to the guidance on contract
accounting (using either the percentage-of-completion or completed-contract
method, depending on the facts and circumstances) included in paragraphs .74
through .91 of this SOP.

Discussion
The new conditions would preclude service transaction accounting because the
functionality of the software product is being altered in more than a minor way,
the payment of the fees is coincident with the services being performed, and
the software is subject to the user’s unique acceptance criteria.
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Multiple Element Arrangements—Products and
Services—Example 3

Facts
Assume the same transaction as described in “Multiple-Element Arrangements-Products and Services-Example 1,” except that the vendor never sells
implementation services separately. The implementation services do not in
volve significant customization of the software.

Revenue Recognition
The vendor should recognize all revenue from the arrangement over the 90 day
period during which the services are expected to be performed, commencing
with delivery of the software product.

Discussion
The criteria for vendor-specific objective evidence of the fair value require that
the element be sold separately or be planned to be sold separately. Because
implementation services are neither sold separately nor planned to be sold
separately, and upon delivery of the software product such services are the only
undelivered elements, paragraph .67 of this SOP requires that all revenue be
recognized over the period during which the implementation services are
expected to be provided.

Multiple Element Arrangements—Products and
Services—Example 4

Facts
A vendor sells software product A for $950. The license arrangement for product
A always includes one year of “free” PCS. The annual renewal price of PCS is $150.

Revenue Recognition
Assuming that, apart from the lack of vendor-specific objective evidence of the fair
value of the delivered software element, all applicable revenue recognition criteria
in this SOP are met, revenue in the amount of $150 should be deferred and
recognized in income over the one-year PCS service period. Revenue of $800 should
be allocated to the software element and recognized upon delivery of the software.

Discussion
Vendor-specific objective evidence of the fair value of the software does not exist
because the software is never sold separately. Consequently, sufficient vendor
specific objective evidence of fair value does not exist for the allocation of revenue
to the various elements based on their relative fair values. Paragraph .12 of this
SOP states, however, that the residual method should be used when there is
vendor-specific objective evidence of the fair values of all undelivered elements; all
other applicable revenue recognition criteria in this SOP are met; and the fair value
of all of the undelivered elements is less than the total arrangement fee.
If there had been vendor-specific objective evidence of the fair value of the
delivered software but not of the undelivered PCS, the entire arrangement fee
would be deferred and recognized ratably over the contractual PCS period in
accordance with paragraphs .12 and .58 of this SOP.
AICPA Technical Practice Aids

§10,700.146

20,360

Statements of Position

Multiple Element Arrangements—Products and
Discounted PCS—Example 1
Facts
A software vendor has entered into an arrangement under which it has licensed
software that has a list price of $1 million to a customer for $600,000 (which is
the price being charged for the software when sold separately under other
arrangements). The arrangement also includes annual PCS, priced for the first
year at 15 percent of the discounted license fee, or $90,000 (rather than 15
percent of the list price of the licensed software). After the first year, the
customer will have the right to renew annual maintenance on the licensed
software at 15 percent of the list price of the software (or $150,000).
There are no other undelivered elements. All revenue recognition conditions of
this SOP have been satisfied.

The vendor does not have sufficient vendor-specific historical evidence that
costs of providing PCS are incurred on other than a straight-line basis.

Revenue Recognition
In Year 1, the total arrangement fee is $690,000. Of this amount, $552,000
should be allocated to the software element and recognized upon delivery of the
software element. The remaining $138,000 should be allocated to the PCS
element and recognized ratably over the period during which the PCS services
are expected to be performed. The allocation of the $690,000 arrangement fee
is determined as shown in the following table.

Fair value when sold separately:

Software element
PCS element

$600,000
150,000

80%
20

$750,000

100%

Allocation:
PCS element
Software element

$690,000 x .20 = $138,000
$690,000 x .80 = $552,000

Discussion
In allocating the arrangement fee to the PCS element, the vendor should look
first to the price the customer will pay for the PCS when it is sold separately
as a renewal under the arrangement. In this example, that price is $150,000.
This price is considered the vendor-specific objective evidence of the fair value
for the PCS element, as discussed in paragraph .10.

If the customer were entitled to the PCS in subsequent years at the same price at
which it had been included in the initial year of the arrangement (that is, $90,000),
and the vendor’s pricing practices were such that renewals of PCS were based on
the discounted value of license fees, no additional fees would have been allocated
from the software element to the PCS element. Therefore, the vendor would have
allocated $600,000 to the software element and $90,000 to the PCS element.
[As amended, effective for transactions entered into in fiscal years beginning
after March 15,1999, by Statement of Position 98-9.]
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Appendix B
Response to Comments Received
B. 1. An exposure draft of a proposed Statement of Position (SOP), Software
Revenue Recognition, was issued for public comment on June 14,1996.

B.2. The majority of the comments received related to the basic principles
of the exposure draft, particularly the provisions requiring the allocation of the
arrangement fee to individual elements in a multiple-element arrangement
based on vendor-specific objective evidence of the fair value. Several commen
tators requested clarification of the wording in the exposure draft related to
extended payment terms and the effect of such terms on the determination of
whether a fee is fixed and determinable or collectible. Some commentators
requested guidance on the application of the provisions of the SOP to marketing
arrangements in which coupons or other price incentives are offered. Other
commentators requested the reconsideration of the transition provisions of the
exposure draft, which required a cumulative-effect adjustment.
B.3. These comments and the Accounting Standards Executive Commit
tee’s (AcSEC’s) response to them are discussed below.

Multiple-Element Arrangements
B.4. Several commentators responded that the limitations on what consti
tutes vendor-specific objective evidence of the fair value were too onerous.
These commentators stated that many instances exist in which elements are
not priced separately, and that because of these limitations, revenue related to
delivered elements would be deferred even though the customer received the
element. Additionally, several commentators expressed concern that the re
quirement to allocate revenue to all elements, particularly those deliverable
“when and if available” was not meaningful. (Obligations to deliver “when and
if available” elements were considered by the commentators to be either
insignificant vendor obligations or not vendor obligations at all.)
B.5. AcSEC considered these comments but continues to support the pro
visions of the exposure draft. AcSEC noted that these comments had been
considered in the process leading to the exposure draft. Although AcSEC agrees
that the provisions of the SOP may be troublesome to some companies, AcSEC
notes that commentators did not suggest alternatives that AcSEC considered
adequate to meet the criteria of objective evidence of fair value.

B.6. AcSEC continues to believe that the allocation of the arrangement fee
to all elements, including those deliverable on a when-and-if-available basis, is
meaningful. AcSEC believes that these elements are bargained for by the
customer and should be accounted for. Furthermore, AcSEC believes that the
concept of significant versus insignificant obligations should not be used to
determine whether revenue should be allocated to an element. This concept
had been inducted in SOP 91-1 and had resulted in varying interpretations in
practice. AcSEC further notes that these comments had been considered
previously by AcSEC during the process leading to the exposure draft.
AICPA Technical Practice Aids
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B.7. Several commentators stated that the limitations on vendor-specific
objective evidence of fair value should be expanded to permit the use of prices
in published price lists. AcSEC believes that the price for an element as
included in a price list does not necessarily represent the fair value of that
element.

Extended Payment Terms
B.8. The exposure draft stated that a software licensing fee should not be
considered fixed or determinable if the payment of a significant portion of the
licensing fee is not due until after the expiration of the license or more than
twelve months after delivery. Exceptions were permitted for vendors that have
a business practice of using installment contracts and an extended history of
entering into contracts with terms in excess of twelve months and successfully
enforcing payment terms without making concessions. Several commentators
requested clarification of these provisions.

B.9. AcSEC considered these comments and agreed that clarification was
needed. Relevant clarifications were made to paragraphs .27 through .29 of the
SOP. The revised provisions now state that any extended payment terms in a
software licensing arrangement may indicate that the fee is not fixed or
determinable, particularly if the use of extended payment terms is not the
vendor’s customary practice. Further, if the payment of a significant portion of
the software licensing fee is not due until after the expiration of the license or
more than twelve months after delivery, the licensing fee should be presumed
not to be fixed or determinable. However, this presumption may be overcome
by evidence that the vendor has a standard business practice of using long-term
or installment contracts and a history of successfully collecting under the
original payment terms without making concessions. Such a vendor should
consider such fees fixed or determinable and should recognize revenue upon
the delivery of the software, provided all other conditions for revenue recogni
tion in this SOP have been satisfied.

B.10. Several commentators requested guidance on the application of the SOP
to arrangements in which discounts are offered on subsequent licenses of software.
The exposure draft did not have provisions addressing such arrangements.

B.11. AcSEC has added wording to the scope section (paragraph .03) of the
SOP to address these questions. The new wording states that arrangements in
which a vendor offers a small discount on additional licenses of the licensed
product or other products that exist at the time of the offer represent marketing
and promotional activities that are not unique to software and, therefore, are
not included in the scope of this SOP. However, judgment will be required to
assess whether price-off and other concessions are so significant that, in
substance, additional elements are being offered in the arrangement.

Transition
B.12. The exposure draft required a cumulative-effect adjustment for the
adoption of the SOP. Several commentators noted that considerable effort
would be required on the part of many vendors to measure the cumulative
effect. Additionally, it was noted that in many instances, the application of the
provisions of this SOP to contracts existing in prior periods would require a
significant amount of judgment. AcSEC was concerned that the application of
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that judgment likely would be impacted by the hindsight a company would
have, resulting in judgments based on information that did not exist at the time
of the initial judgment but that would be called for if the SOP were to be applied
retroactively.

B.13. AcSEC considered these issues and determined that the transition
requirements of the SOP should be amended to require prospective application.
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Appendix C

Revenue Recognition on Software Arrangements
The following flowchart illustrates a decision process for recognizing revenue
on software arrangements. The flowchart is intended to illustrate the basic
principle ofrevenue recognition and does not address the differences in account
ing depending upon the type of element (services, upgrade rights, additional
software products, or postcontract customer support) included in the arrange
ment. The flowchart summarizes certain guidance in this SOP and is not
intended as a substitute for the SOP.

START

Is property,
plant, or
equipment
included as part
of a lease
transaction?

Yes

Paragraph .04
Account for any revenue
attributable to property,
plant, or equipment in
conformity with FASB
Statement No. 13

No

Does
contract
accounting
apply?

Yes

Does
arrangement Include
services that (a) are not
essential to the functionality of
other elements and (b) are
separately stated such that
the total price would vary as a
result of inclusion or
exclusion of the
services?

Yes

Paragraphs .65 and .66
Account for the services
as a separate element.
Account for remainder
of arrangement using
contract accounting.

Services

Non-Services
No

No

Paragraph .07
Account for in conformity
with ARB 45 and
SOP 81-1 [section 10,330]
(END)

continued
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Is there
persuasive evi
dence of an
arrangement?

No

Paragraph .08, .17
Defer revenue recognition
until such evidence exists

Yes

Does the
arrangement
include multiple
elements?

No

Yes

Is

there sufficient
vendor-specific
objective evidence of
fair value to allow
allocation of the fee to
the separate
elements?

No

Paragraph .12
Defer revenue recognition
until such evidence exists.
See exceptions in
paragraph .12

Yes

Has the
element been
delivered?

No

Paragraph .08
Defer revenue recognition
until the element has been
delivered

Yes

Is
any undelivered
element essential to
the functionality of the
delivered element?

No

continued

Yes

Paragraph .13
Delivery is not considered
complete; Defer revenue
recognition until any un
delivered elements are not
essential to the functionality
of the delivered element
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Is collectibility
probable?

Paragraph .08
Defer revenue
recognition until
collectibility becomes
probable

No

Yes

Is revenue
attributable to delivered
elements subject to
forfeiture, refund, or
other concession if all
delivery obligations are
not fulfilled?

Yes

Paragraph .14
Collectibility not
considered probable;
Defer revenue
recognition until all
delivery obligations
are fulfilled

No
Is the
fee fixed or
determinable?

Yes
Recognize revenue

END

No

Paragraph .08, .29
Recognition revenue
as payments from
customers become
due

END
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Glossary
Authorization Codes (keys). A vehicle used by vendors to permit customers
access to, use of, or duplication of software that would otherwise be
restricted.

Core software. An inventory of software that vendors use in creating other
software. Core software is not delivered as is because customers cannot use it
unless it is customized to meet system objectives or customer specifications.

Customer. A user or reseller.
Delivery. A transfer of software accompanied by documentation to the cus
tomer. The transfer may be by the following:
a.

A physical transfer of tape, disk, integrated circuit, or other medium

b.

Electronic transmission

c.

Making available to the customer software that will not be physically
transferred, such as through the facilities of a computer service
bureau

d.

Authorization for duplication of existing copies in the customer’s
possession

If a licensing agreement provides a customer with the right to multiple copies
of a software product in exchange for a fixed fee, delivery means transfer of the
product master, or the first copy if the product master is not to be transferred.

Fixed fee. A fee required to be paid at a set amount that is not subject to refund
or adjustment. A fixed fee includes amounts designated as minimum
royalties.

Licensing. Granting the right to use but not to own software through leases
or licenses.

Milestone. A task associated with long-term contracts that, when completed,
provides management with a reliable indicator of progress-to-completion
on those contracts.

Off-the-shelf software. Software marketed as a stock item that customers can
use with little or no customization.

Platform. The hardware architecture of a particular model or family of com
puters, the system software, such as the operating system, or both.

Platform-transfer right. A right granted by a vendor to transfer software
from one hardware platform or operating system to one or more other
hardware platforms or operating systems.

Postcontract customer support (PCS). The right to receive services (other
than those separately accounted for as described in paragraphs .65 and .66
of this Statement of Position) or unspecified product upgrades/enhancements, or both, offered to users or resellers, after the software license
period begins, or after another time as provided for by the PCS arrange
ment. Unspecified upgrades/enhancements are PCS only if they are offered
on a when-and-if-available basis. PCS does not include the following:

•

Installation or other services directly related to the initial license of
the software
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•

Upgrade rights as defined in this Statement of Position

•

Rights to additional software products

PCS may be included in the license fee or offered separately. PCS is generally
referred to in the software industry as maintenance, a term that is defined, as
follows, in paragraph 52 of FASB Statement No. 86, Accounting for the Costs
of Computer Software to Be Sold, Leased, or Otherwise Marketed:
Activities undertaken after the product is available for general release to
customers to correct errors or keep the product updated with current informa
tion. Those activities include routine changes and additions.

However, the term maintenance is not used in this Statement of Position for
the following reasons.

1.

It has taken on a broader meaning in the industry than the one
described in FASB Statement No. 86.

2.

It may be confused with hardware maintenance as it is used else
where in accounting literature.

3.

Its meaning varies from company to company.

The right to receive services and unspecified upgrades/enhancements provided
under PCS is generally described by the PCS arrangement. Typical arrange
ments include services, such as telephone support and correction of errors (bug
fixing or debugging), and unspecified product upgrades/enhancements devel
oped by the vendor during the period in which the PCS is provided. PCS
arrangements include patterns of providing services or unspecified up
grades/enhancements to users or resellers, although the arrangements may not
be evidenced by a written contract signed by the vendor and the customer.

Reseller. Entity licensed by a software vendor to market the vendor’s software
to users or other resellers. Licensing agreements with resellers typically
include arrangements to sublicense, reproduce, or distribute software.
Resellers may be distributors of software, hardware, or turnkey systems,
or they may be other entities that include software with the products or
services they sell.

Site license. A license that permits a customer to use either specified or
unlimited numbers of copies of a software product either throughout a
company or at a specified location.

Upgrade/Enhancement. An improvement to an existing product that is in
tended to extend the life or improve significantly the marketability of the
original product through added functionality, enhanced performance, or
both. The terms upgrade and enhancement are used interchangeably to
describe improvements to software products; however, in different seg
ments of the software industry, those terms may connote different levels
of packaging or improvements. This definition does not include platform
transfer rights.

Upgrade right. The right to receive one or more specific upgrades/enhance
ments that are to be sold separately. The upgrade right may be evidenced
by a specific agreement, commitment, or the vendor’s established practice.

User. Party that ultimately uses the software in an application.
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When-and-if-available. An arrangement whereby a vendor agrees to deliver
software only when or if it becomes deliverable while the arrangement is
in effect. When-and-if-available is an industry term that is commonly used
to describe a broad range of contractual commitments. The use of the term
when-and-if-available within an arrangement should not lead to a pre
sumption that an obligation does not exist.
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Statement of Position 97-3
Accounting by Insurance and
Other Enterprises for InsuranceRelated Assessments
December 10,1997

NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas
of financial accounting and reporting. Statement on Auditing Standards No. 69,
The Meaning ofPresent Fairly in Conformity With Generally Accepted Accounting
Principles, identifies AICPA Statements of Position that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category b of the hierarchy of generally accepted accounting
principles that it establishes. AICPA members should consider the accounting
principles in this Statement of Position if a different accounting treatment of a
transaction or event is not specified by a pronouncement covered by Rule 203 of
the AICPA Code of Professional Conduct. In such circumstances, the accounting
treatment specified by this Statement of Position should be used, or the member
should be prepared to justify a conclusion that another treatment better presents
the substance of the transaction in the circumstances.

Introduction
.01 Insurance enterprises as well as noninsurance entities are subject to
a variety of assessments related to insurance activities, including those by
state guaranty funds and workers’ compensation second-injury funds. Some
entities may be subject to insurance-related assessments because they selfinsure against loss or liability. Current accounting practice is diverse among
entities subject to such insurance-related assessments and related recoveries.
Some of the diversity is a result of fundamental differences in the methods for
assessing entities. Nevertheless, similar assessments are not being accounted
for comparably among entities. A number of entities account for assessments
on a pay-as-you-go (cash) basis, whereas others account for assessments on an
accrual basis. Furthermore, the methods for accrual are varied.

.02 As the prevalence and magnitude of guaranty-fund and other insurancerelated assessments have increased, concern about the diversity in practice
also has increased. This Statement of Position (SOP) provides guidance on
accounting by entities subject to insurance-related assessments and was un
dertaken to reduce diversity in practice, improve the comparability of the
amounts reported, and improve disclosures made by entities subject to guaranty
fund and other insurance-related assessments.
AICPA Technical Practice Aids
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Background Information
Guaranty-Fund Assessments
.03 States have enacted legislation establishing guaranty funds. The
state guaranty funds assess entities licensed to sell insurance in the state to
provide for the payment of covered claims or to meet other insurance obliga
tions, subject to prescribed limits, of insolvent insurance enterprises. The
assessments are generally based upon premium volume for certain covered
lines of business. Most state guaranty funds assess entities for costs related to
a particular insolvency after the insolvency occurs. At least one state, however,
assesses entities prior to insolvencies.

.04 State guaranty funds use a variety of methods for assessing entities.
This SOP identifies the following four primary methods of guaranty-fund
assessments.
a.

Retrospective-premium-based assessments. Guaranty funds cover
ing benefit payments of insolvent life, annuity, and health insur
ance enterprises typically assess entities based on premiums
written or received in one or more years prior to the year of
insolvency.1 Assessments in any year are generally limited to an
established percentage of an entity’s average premiums for the three
years preceding the insolvency. Assessments for a given insolvency
may take place over several years.

b.

Prospective-premium-based assessments. Guaranty funds covering
claims of insolvent property and casualty insurance enter
prises typically assess entities based on premiums written in one or
more years after the insolvency. Assessments in any year are gener
ally, limited to an established percentage of an entity’s premiums
written or received for the year preceding the assessment. Assess
ments for a given insolvency may take place over several years.

c.

Prefunded-premium-based assessments. At least one state uses this
kind of assessment to cover claims of insolvent property and casualty
insurance enterprises. This kind of assessment is intended to pre
fund the costs of future insolvencies. Assessments are imposed prior
to any particular insolvency and are based on the current level of
written premiums. Rates to be applied to future premiums are
adjusted as necessary.

d.

Administrative-type assessments. These assessments are typically
a flat (annual) amount per entity to fund operations of the guaranty
association, regardless of the existence of an insolvency. These as
sessments are generally expensed in the period assessed and are not
addressed further in this SOP.

.0 5 State laws often allow for recoveries of guaranty-fund assessments by
entities subject to assessments through such mechanisms as premium tax
offsets, policy surcharges, and future premium rate structures.

Other Insurance-Related Assessments
.0 6 Entities are subject to a variety of other insurance-related assess
ments. Many states and a number of local governmental units have established
1 Terms defined in the glossary [paragraph .55] are set in boldface type the first time they appear
in this SOP.
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other funds supported by assessments. The most prevalent uses for such
assessments are (a) to fund operating expenses of state insurance regulatory
bodies (for example, the state insurance department or workers’ compensation
board) and (b) to fund second-injury funds.2

.0 7 The primary methods used to assess for these other insurance-related
assessments are the following.
a.

Premium-based. The assessing organization imposes the assess

ment based on the entity’s written premiums.3 The base year of
premiums is generally either the current year or the year preceding
the assessment.
b.

Loss-based. The assessing organization imposes the assessment

based on the entity’s incurred losses or paid losses in relation to
that amount for all entities subject to that assessment in the particu
lar jurisdiction.

Scope
.08 This SOP applies to all entities that are subject to guaranty-fund and
other insurance-related assessments.4, 5
.09 Assessments covered by this SOP include any charge mandated by
statute or regulatory authority that is related directly or indirectly to under
writing activities (including self-insurance), except for income taxes and pre
mium taxes. This SOP does not apply to amounts payable or paid as a result of
reinsurance contracts or arrangements that are in substance reinsurance,
including assumed reinsurance activities and certain involuntary pools that
are covered by Financial Accounting Standards Board (FASB) Statement of
Financial Accounting Standards No. 113, Accounting and Reporting for Rein
surance of Short-Duration and Long-Duration Contracts.

Conclusions

Reporting Liabilities
.10 Entities subject to assessments should recognize liabilities for insur
ance-related assessments when all of the following conditions are met.
a.

An assessment has been imposed or information available prior to
the issuance of the financial statements indicates it is probable that
an assessment will be imposed.

2 Second-injury funds provide reimbursement to insurance carriers or employers for workers’
compensation claims when the cost of a second injury combined with a prior accident or disability is
greater than what the second accident alone would have produced. The employer of an injured or
handicapped worker is responsible only for the workers’ compensation benefit for the most recent
injury; the second-injury fund would cover the cost of any additional benefits for aggravation of a
prior condition or injury. The intent of the fund is to help insure that employers are not made to suffer
a greater monetary loss or increased insurance costs because of hiring previously injured or handi
capped employees.
3 The assessing organization may be at the state, county, -municipality, or other such level.
4 Some entities are subject to insurance-related assessments because they self-insure against
loss or liability. For example, one state specifies that self-insurers of workers’ compensation should
use as a base for assessment the amount of premium the self-insurer would have paid if it had
insured its liability with an insurer for the previous calendar year.
5 This SOP does not apply to assessments of depository institutions related to bank insurance
and similar funds.
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b.

The event obligating an entity to pay (underlying cause of) an
imposed or probable assessment has occurred on or before the date
of the financial statements.

c.

The amount of the assessment can be reasonably estimated.

Probability of Assessment

.11 Premium-based guaranty-fund assessments, except those that are
prefunded, are presumed probable when a formal determination of insol
vency occurs, and presumed not probable prior to a formal determination of
insolvency.6 Prefunded guaranty-fund assessments and premium-based ad
ministrative-type assessments (as defined in paragraph .04), are presumed
probable when the premiums on which the assessments are expected to be
based are written. Loss-based administrative-type and second-injury fund
assessments are presumed probable when the losses on which the assessments
are expected to be based are incurred.
Obligating Event

.12 Because of the fundamental differences in how assessment mecha
nisms operate, the event that makes an assessment probable (for example, an
insolvency) may not be the event that obligates an entity. The following defines
the event that obligates an entity to pay an assessment for each kind of
assessment identified in this SOP.

.13 For premium-based assessments, the event that obligates the entity
is generally writing the premiums or becoming obligated to write or renew
(such as multiple-year, noncancelable policies) the premiums on which the
assessments are expected to be based. Some states, through law or regulatory
practice, provide that an insurance enterprise cannot avoid paying a particular
assessment even if that insurance enterprise reduces its premium writing in
the future. In such circumstances, the event that obligates the entity is a
formal determination of insolvency or similar triggering event. Regulatory
practice would be determined based on the stated intentions or prior history of
the insurance regulators.

.14 For loss-based assessments, the event that obligates an entity is an
entity’s incurring the losses on which the assessments are expected to be based.
Ability to Reasonably Estimate the Liability

.15 One of the conditions in FASB Statement No. 5, Accounting for
Contingencies, for recognition of a liability is that the amount can be reason
ably estimated. FASB Interpretation No. 14, Reasonable Estimation of the
Amount of a Loss, provides that some amount of loss can be reasonably
estimated when available information indicates that the estimated amount of
the loss is within a range of amounts. When no amount within the range is a
better estimate than any other amount, the minimum amount in the range
shall be accrued.

.16 Entities subject to assessments may be able to obtain information to
assist in estimating the total guaranty-fund cost or the following years’ assess
ments, as appropriate, for an insolvency from organizations such as the state
6 For purposes of this SOP, a formal determination of insolvency occurs when an entity meets a
state’s (ordinarily the state of domicile of the insolvent insurer) statutory definition of an insolvent
insurer. In most states, the entity must be declared to be financially insolvent by a court of competent
jurisdiction. In some states, there must also be a final order of liquidation.
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guaranty fund associations, the National Organization of Life and Health
Insurance Guaranty Associations (NOLHGA) and the National Conference of
Insurance Guaranty Funds (NCIGF). An entity need not be able to compute the
exact amounts of the assessments or be formally notified of such assessments
by a guaranty fund to make a reasonable estimate of its liability. Entities
subject to assessments may have to make assumptions about future events,
such as when the fund will incur costs and pay claims that will determine the
amounts and the timing of assessments. The best available information about
market share or premiums by state and premiums by line of business generally
should be used to estimate the amount of an insurance enterprise’s future
assessments.

.17 If a noninsurance entity’s assessments are based on premiums, it may
be necessary to consider the amount of premium the self-insurer would have
paid if it had insured its liability with an insurer. If a noninsurance entity’s
assessments are based on losses, it should consider the losses that have been
incurred by the company when determining the liability. Most often, assess
ments that have an impact of noninsurance entities that self-insure workers’
compensation obligations are for second-injury funds. Second-injury funds
generally assess insurance entities and self-insurers based on paid losses. A
noninsurance entity may develop an accrual for its second-injury liability
based on one or more of the following: (a) the ratio of the entity’s prior period
paid workers’ compensation claims to aggregate workers’ compensation claims
in the state that was used as a basis for previous assessments, (b) total fund
assessments in prior periods, or (c) known changes in the current period to
either the number of employees self-insured by the entity or the number of
workers who are the subject of recoveries from the second-injury fund that
might alter total fund assessments and the entity’s proportion of the total fund
assessments.
.18 Estimates of loss-based assessments should be consistent with esti
mates of the underlying incurred losses and should be developed based on
enacted laws or regulations and expected assessment rates.
.19 Estimates of some insurance-related assessment liabilities may be
difficult to derive. The development or determination of estimates is particu
larly difficult for guaranty-fund assessments because of uncertainties about
the cost of the insolvency to the guaranty fund and the portion that will be
recovered through assessment. Examples of uncertainties follow:
•

Limitations, as provided by statute, on the amount of individual
contract liabilities that the guaranty fund will assume, that cause the
guaranty fund associations’ liability to be less than the amount by
which the entity is insolvent

•

Contract provisions (for example, credited rates) that may be modified
at the time of the insolvency or alternative payout options that may
be offered to contractholders that affect the level and payout of the
guaranty fund’s liability

•

The extent and timing of available reinsurance recoveries may be
subject to significant uncertainties

•

Alternative strategies for the liquidation of assets of the insolvent
company that affect the timing and level of assessments

•

Certain liabilities of the insolvent insurer may be particularly difficult
to estimate (for example, asbestos or environmental liabilities)

AICPA Technical Practice Aids

§10,710.19

20,386

Statements of Position

Because of the uncertainties surrounding some insurance-related assessments,
the range of assessment liability may have to be reevaluated regularly during
the assessment process. For some ranges, there may be amounts that appear
to be better estimates than any other within the range. If this is the case, the
liability recorded should be based on the best estimate within the range. For
ranges in which there is no such best estimate, the liability that should be
recorded should be based on the amount representing the minimum amount in
the range.

Application of Guidance
.20 A discussion on applying the conclusions in paragraphs .10 through.19
to the methods used to address guaranty-fund assessments and other insur
ance-related assessments (as described in paragraphs .04 and .07) follows.
a.

Retrospective-premium-based guaranty-fund assessments. An as
sessment is probable of being imposed when a formal determination
of insolvency occurs. At that time, the premium that obligates the
entity for the assessment liability has already been written. Accord
ingly, an entity that has the ability to reasonably estimate the
amount of the assessment should recognize a liability for the entire
amount of future assessments related to a particular insolvency
when a formal determination of insolvency is rendered.

b.

Prospective-premium-based guaranty-fund assessments. The event
that obligates the entity for the assessment liability generally is the
writing of, or becoming obligated to write or renew, the premiums on
which the expected future assessments are to be based.7 Therefore,
the event that obligates the entity generally will not have occurred
at the time of the insolvency.
In states that, through law or regulatory practice, provide that an
entity cannot avoid paying a particular assessment in the future
(even if the entity reduces premium writings in the future), the event
that obligates the entity is a formal determination of insolvency or a
similar event. An entity that has the ability to reasonably estimate
the amount of the assessment should recognize a liability for the
entire amount of future assessments that cannot be avoided related
to a particular insolvency when a formal determination of insolvency
occurs.
In states without such a law or regulatory practice, the event that
obligates the entity is the writing of, or becoming obligated to write,
the premiums on which the expected future assessments are to be
based. An entity that has the ability to reasonably estimate the
amount of the assessments should recognize a liability when the
related premiums are written or when the entity becomes obligated
to write the premiums.

c.

Prefunded-premium-based guaranty-fund assessments. A liability
for an assessment arises when premiums are written. Accordingly,
an entity that has the ability to reasonably estimate the amount of
the assessment should recognize a liability as the related premiums
are written.

7 For example, multiple-year contracts under which an insurance enterprise has no discretion to
avoid writing future premiums.
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d.

Other premium-based assessments. Other premium-based assess
ments, as described in paragraph .06, would be accounted for in the same
manner as prefunded-premium-based guaranty-fund assessments.

e.

Loss-based assessments. An assessment is probable of being as
serted when the loss occurs. The obligating event of the assessment
also has occurred when the loss occurs. Accordingly, an entity that
has the ability to reasonably estimate the amount of the assessment
should recognize a liability as the related loss is incurred.

Present Value
.2 1 Current practice in the insurance industry is to allow, but not require
(with limited exceptions, such as pensions and postretirement benefits), the
discounting of liabilities to reflect the time value of money when the aggregate
amount of the obligation and the amount and timing of the cash payments are
fixed or reliably determinable for a particular liability. Similarly, for assess
ments that meet those criteria, the liability may be recorded at its present
value by discounting the estimated future cash flows at an appropriate interest
rate.

Reporting Assets for Premium Tax Offsets and Policy Surcharges
.2 2 When it is probable that a paid or accrued assessment will result in
an amount that is recoverable from premium tax offsets or policy surcharges,
an asset should be recognized for that recovery in an amount that is deter
mined based on current laws and projections of future premium collections or
policy surcharges from in-force policies. In determining the asset to be
recorded, in-force policies do not include expected renewals of short-duration
contracts but do include assumptions as to persistency rates for long-duration
contracts. The recognition of such assets related to prospective-premium-based
assessments is limited to the amount of premium an entity has written or is
obligated to write and to the amounts recoverable over the life of the in-force
policies. This SOP requires an entity to recognize a liability for prospective-pre
mium-based assessments as the premium is written or obligated to be written
by the entity. Accordingly, the expected premium tax offset or policy surcharge
asset related to the accrual of prospective-premium-based assessments should
similarly be based on and limited to the amount recoverable as a result of
premiums the insurer has written or is obligated to write.
.2 3 For retrospective-premium-based assessments, this SOP requires an
entity to recognize a liability for such assessments at the time the insolvency
has occurred. Accordingly, to the extent that it is probable that paid or accrued
assessments will result in a recoverable amount in a future period from
business currently in force considering appropriate persistency rates, an asset
should be recognized at the time the liability is recorded.
.2 4 In all cases, the asset shall be subject to a valuation allowance to
reflect any portion of the asset that is no longer probable of realization.
Considering expected future premiums other than on in-force policies in evalu
ating the recoverability of premium tax offsets or policy surcharges is not
appropriate. An asset shall not be established for paid or accrued assessments
that are recoverable through future premium rate structures.

.2 5 The time value of money need not be considered in the determination
of the recorded amount of the potential recovery if the liability is not discounted.
AICPA Technical Practice Aids
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In instances in which the recovery period for the asset is substantially longer
than the payout period for the liability, it may be appropriate to record the
asset on a discounted basis regardless of whether the liability is discounted.

.2 6 The policy surcharges referred to in this SOP are those surcharges
that are intended to provide an opportunity for assessed entities to recover
some or all of the amounts assessed over a period of time. In some instances,
there may be policy surcharges that are required as a pass-through to the state
or other regulatory bodies, and these surcharges should be accounted for in a
manner such that amounts collected or receivable are not recorded as revenues
and amounts due or paid are not expensed (meaning, similar to accounting for
sales tax).

Disclosures
.2 7 FASB Statement No. 5, FASB Interpretation No. 14, and SOP 94-6,
Disclosure of Certain Significant Risks and Uncertainties [section 10,640],
address disclosures related to loss contingencies. That guidance is applicable
to assessments covered by this SOP. Additionally, if amounts have been
discounted, the entity should disclose in the financial statements the undis
counted amounts of the liability and any related asset for premium tax offsets
or policy surcharges as well as the discount rate used. If amounts have not been
discounted, the entity should disclose in the financial statements the amounts
of the liability, any related asset for premium tax offsets or policy surcharges,
the periods over which the assessments are expected to be paid, and the period
over which the recorded premium tax offsets or policy surcharges are expected
to be realized.

Effective Date and Transition
.2 8 This SOP is effective for financial statements for fiscal years begin
ning after December 15,1998. Early adoption is encouraged. Previously issued
annual financial statements should not be restated. Initial application of this
SOP should be as of the beginning of an entity’s fiscal year (that is, if the SOP
is adopted prior to the effective date and during an interim period other than
the first interim period, all prior interim periods should be restated). Entities
subject to assessments should report the effect of initially adopting this SOP
in a manner similar to the cumulative effect of a change in accounting princi
ple. (Refer to paragraph 20 of Accounting Principles Board Opinion No. 20,
Accounting Changes).

The provisions of this Statement need
not be applied to immaterial items.

Basis for Conclusions
.2 9 This section discusses considerations that were deemed significant by
members of the AcSEC in reaching the conclusions in this SOP. It provides
background information and includes reasons for accepting certain views and
rejecting others.
.3 0 The authoritative financial reporting literature does not address ex
plicitly accounting for guaranty-fund and other insurance-related assessments

§10,710.26

Copyright © 1997, American Institute of Certified Public Accountants, Inc.

20,389

Accounting for Insurance-Related Assessments

and related premium tax offsets and policy surcharges of entities subject to
assessments. AcSEC considered the following pertinent literature in reaching
the conclusions in this SOP:

FASB Statement No. 5, Accounting for Contingencies

•
•

FASB Statement No. 60, Accounting and Reporting by Insurance
Enterprises

•

FASB Statement No. 87, Employers’Accounting for Pensions
FASB Interpretation No. 14, Reasonable Estimation of the Amount of

•

a Loss

•

FASB Interpretation No. 39, Offsetting ofAmounts Related to Certain
Contracts

•

AICPA SOP 94-6, Disclosure of Certain Significant Risks and Uncer
tainties [section 10,640]

•

AICPA SOP 96-1, Environmental Remediation Liabilities [section
10,680]

Emerging Issues Task Force (EITF) Issue No. 87-22, Prepayments to

•

the Secondary Reserve of the FSLIC

•

EITF Issue No. 91-10, Accounting for Special Assessments and Tax
Increment Financing Entities

•

EITF Issue No. 92-13, Accounting for Estimated Payments in Connec
tion with the Coal Industry Retiree Health Benefit Act of 1992

•

EITF Issue No. 93-5, Accounting for Environmental Liabilities

•

EITF Issue No. 93-6, Accounting for Multiple-Year Retrospectively
Rated Contracts by Ceding and Assuming Enterprises

•

EITF Topic D-47, Accounting for the Refund ofBank Insurance Funds
and Savings Association Insurance Fund Premiums

•

FASB Concepts Statement No. 6, Elements of Financial Statements

•

Securities and Exchange Commission (SEC) Staff Accounting Bulletin
(SAB) No. 62, Discounting by Property/ Casualty Insurance Companies

SEC SAB No. 92, Accounting and Disclosures Relating to Loss

•

Contingencies

Reporting Liabilities
. 31 FASB Statement No. 5, paragraph 8, requires the accrued of a liability
when “a. Information available prior to issuance of the financial statements
indicates that it is probable that... a liability has been incurred at the date of
the financial statements” and “b. The amount of loss can be reasonably esti
mated.” With respect to assessments, FASB Statement No. 5, paragraph 33,
states, in part:
The following factors, among others, must be considered in determining
whether accrual and/or disclosure is required with respect to pending or
threatened litigation and actual or possible claims and assessments:

a.

The period in which the underlying cause (i.e., the cause for action) of
the pending or threatened litigation or of the actual or possible claim or
assessment occurred.

AICPA Technical Practice Aids
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FASB Statement No. 5, paragraph 34, states, in part:
As a condition for accrual of a loss contingency, paragraph 8(a) requires that
information available prior to the issuance offinancial statements indicate that
it is probable that an asset had been impaired or a liability had been incurred
at the date of the financial statements. Accordingly, accrual would clearly be
inappropriate for . . . assessments whose underlying cause is an event or
condition occurring after the date of financial statements ....

.32 Therefore, for a liability to be recognized in the financial statements,
the underlying cause must have occurred on or before the date of the financial
statements. The SOP identifies the obligating event for each kind of assess
ment, which is the underlying cause.
.33 In reaching the conclusions in this SOP concerning when to recognize
liabilities for assessments, AcSEC considered the definition of liabilities in
paragraph 35 of FASB Concepts Statement No. 6 and the concept of present
obligation:
Liabilities are probable future sacrifices of economic benefits arising from
present obligations of a particular entity to transfer assets or provide services
to other entities in the future as a result ofpast transactions or events. [Footnote
references omitted.}

.34 To apply the definition of liabilities in paragraph 35 of FASB Concepts
Statement No. 6 to assessments, AcSEC considered the underlying cause that
creates a present obligation for entities subject to assessments to pay assess
ments. In order to have a present obligation, the entity must have little or no
discretion to avoid the future sacrifice, and the event that obligates the entity
must have occurred no later than the date of the financial statements.
.35 AcSEC concluded that the fundamental differences in the assessment
mechanisms justified identifying different events, depending on the kind of
assessment, that would obligate an entity and require recognition of a liability.

Obligating Event
.36 More than one event may need to occur before there is a cause for an
assessment. AcSEC believes that only when all of the events required to give
rise to a cause for action have occurred has the event underlying a liability
occurred. AcSEC concluded that the insolvency is the initial event that will give
rise to a cause for an assessment, either currently or at some point in the
future. The insolvency may or may not also be the final event.
.37 If, through the operation of law or regulatory practice, the enterprise
has at the time of an insolvency an unavoidable obligation (subject only to the
actual imposition of the assessment) to pay for some portion of the insolvency,
no further events are required for there to be an underlying cause of a liability.
However, if at the moment of the insolvency the enterprise does not, through
the operation of law or regulatory practice, have an unavoidable obligation
(subject only to the actual imposition of the assessment), then another event is
the final event underlying the obligation.

Assessments Based on Premiums
.38 For assessments based on premiums written after the insolvency,
AcSEC concluded that the writing of premiums on which a potential assess
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ment is based generally should be considered the underlying cause of an
entity’s obligation to pay cash in the future.8
.39 In making its decision, AcSEC noted that entities generally have the
option of reducing or eliminating their premium-writing activity, thereby
reducing or eliminating their assessment. AcSEC was also influenced by the
fact that entities subject to assessments that enter a new state or increase
market share in a state will be required to pay assessments for insolvencies
that occurred before they entered that state or increased their market share.
The fact that such entities will have to pay assessments for insolvencies that
occurred previously supports the conclusion that the writing of premiums is
the underlying cause of the assessments.
.40 AcSEC believes that a number of analogies support the conclusions in
this SOP. For example, in EITF Issue No. 93-6, a ceding enterprise would
recognize a liability for obligatory retrospectively rated contracts only to the extent
that it has an obligation to pay cash (or other consideration) to a reinsurer that
would not have been required in the absence of experience under the contract.
Furthermore, EITF Issue No. 93-6 specifically prohibits ceding companies from
recognizing liabilities for amounts expected to be paid in the future that relate to
prior catastrophe losses (for example, through increased costs of reinsurance)
when no contractual obligation to make such payments exists. AcSEC believes
that entities subject to assessments have no obligation to pay assessments
unless the premiums on which the assessments are to be based are written.
.41 In EITF Issue No. 92-13, the EITF reached a consensus that allowed
enterprises with operations in the coal industry to account for their obligations
under the Coal Industry Retiree Health Benefit Act of 1992 (which created a
fund to pay benefits related to certain coal-industry benefit trusts that were
operating at deficits) as multiemployer pension plans. Guaranty funds are
similar to multiemployer pension plans in that each insurance enterprise’s
payments to the fund are used to satisfy the general obligations of the fund and
are not segregated for the benefit of any one enterprise.
.42 AcSEC also believes that accounting for claims-made insurance pro
vides an appropriate analogy. In claims-made insurance, the insured event is
the reporting, during the term of the policy or within a specified period
following the coverage period, to the insurer of a claim for a covered loss. For
such policies, entities subject to assessments estimate a liability for unpaid
claims based only on claims reported, despite the fact that other losses may
have been incurred that eventually may result in claims to that insurance
enterprise. The agreement between the insurer and the insured is that the
insurance enterprise is not obligated to cover those unreported losses, unless
that insurance enterprise is providing coverage under a claims-made policy
when the claim is made. Similarly, the substance of the arrangement for most
premium-based assessment mechanisms is that an insurance enterprise is
obligated to pay assessments only if the premiums on which the assessments
are to be based are written.

Assessments Based on Losses
.43 For loss-based assessments, AcSEC concluded that the event under
lying an insurance enterprise’s obligation to pay the assessment is the incur
8 As discussed in paragraph.13, some states, through law or regulatory practice, provide that an
insurance enterprise cannot avoid paying a particular assessment even if the insurance enterprise
reduces premium writings in the future. For example, in certain states, an insurance enterprise may
remain liable for assessments even though the insurance enterprise discontinues the writing of
premiums. In this case, the underlying cause of the liability is not the writing of the premium, but the
insolvency.
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rence of losses on which the assessments are expected to be based (regardless
of whether the assessment is based on paid or incurred losses). AcSEC believes
that entities subject to assessments have little or no discretion to avoid the
future sacrifice once the losses on which the assessments are expected to be
based have been incurred. Unlike premium-based assessments, in which the
insurance enterprise has the discretion to write or not to write premiums (even
if it is unlikely that the insurance enterprise will not write such future
premiums), an insurance enterprise is obligated to pay the loss-based assess
ments once those losses are incurred.
.44 AcSEC considered whether it is appropriate to recognize a liability for
assessments for administrative-type state funds as the losses on which the
assessments are based are incurred by entities. Some have indicated that it is
not appropriate to accrue a liability for operating costs of a state fund that have
not yet been incurred by the state fund. AcSEC concluded that loss-based
assessments for administrative-type funds should be accrued as losses of an
entity occur if it is probable that a related assessment will be made. AcSEC
believes this is similar to the accounting in FASB Statement No. 60, whereby
liabilities for claim adjustment expenses that relate to unpaid claims are
accrued before the costs are incurred. Once the losses are incurred, insurance
enterprises have little or no discretion to avoid paying the assessment.

Probability of Assessment
.45 Although entities subject to assessments may be able to determine
that future assessments are probable for some period before a formal determi
nation of insolvency occurs, AcSEC concluded that assessments should not be
considered probable until a formal determination of insolvency occurs, unless
the assessments are being made by a prefunded guaranty fund. AcSEC be
lieves that the formal determination date is the most objectively determinable
measurement date and that requiring its use will foster comparability in
reporting. Furthermore, AcSEC believes mere speculation about an insurance
enterprise’s insolvency should not be considered an accounting event.

Present Value
.46 AcSEC believes that recognizing assessment liabilities at their present
value provides the most representative measure of the economic substance of
the situation. Nevertheless, AcSEC declined to mandate present-value-based
measurements while the FASB is still considering the role of present-value
based measurements in financial reporting. For the same reason, this SOP
provides no detailed guidance on present-value methodologies and discount
rates.

Premium Tax Offsets, Policy Surcharges, and Future
Rate Making
.47 AcSEC believes that, when it is probable that paid or accrued assess
ments will result in premium tax offsets or policy surcharges, the recognition
of an asset is appropriate based on current laws and projections of future
premium collections from in-force policies. No asset should be recognized
related to expected new business or renewal of in-force short-duration con
tracts. In making this determination, AcSEC considered the characteristics of
an asset in paragraph 26 of FASB Concepts Statement No. 6, which states, in
part:
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An asset has three essential characteristics: (a) it embodies a probable future
benefit that involves a capacity, singly or in combination with other assets, to
contribute directly or indirectly to future net cash inflows, (b) a particular entity
can obtain the benefit and control others’ access to it, and (c) the transaction
or other event giving rise to the entity’s right to or control of the benefit has
already occurred.

.48 Premium tax offsets, policy surcharges, and the incorporation of
assessment costs in future premium rate structures have a similar purpose,
that is, to allow entities subject to assessments to recoup some portion of
assessment costs. Nevertheless, AcSEC concluded that the ability to include
assessments in future premium rate structures should be treated differently
from premium tax offsets and policy surcharges. Premium tax offsets and
policy surcharges are statutorily provided and generally are not dependent on
the ability or intent of an insurance enterprise to take any action. In contrast,
there can be no assurance that the future competitive or regulatory environ
ment will allow an insurance enterprise to include assessments in future
premium rate structures in such a manner as to result in a recovery of costs.
Thus, AcSEC concluded that the statutory ability to include assessment costs
in future premium structures should not result in asset recognition and should
not be used to reduce current assessment costs.
.49 To the extent that paid or accrued guaranty-fund costs are expected
to result in premium tax offsets or policy surcharges, AcSEC believes that it is
appropriate to consider the recognition of such recoveries as assets. AcSEC
believes that the amount of the asset should be limited to expected future
premiums related to policies in force at the measurement date. AcSEC consid
ered whether it is appropriate to consider all expected future premiums in
establishing such recoveries and concluded that this approach would introduce
an inconsistency with AcSEC’s decision not to recognize a liability for guar
anty-fund and similar assessments that are based on future premiums. There
fore, AcSEC determined that considering all expected future premiums in
evaluating the recoverability of premium tax offsets or policy surcharges is not
appropriate.
.50 AcSEC also considered whether there was an inappropriate inconsis
tency between requiring the use of persistency assumptions in asset recognition
and not for liability recognition in prospective-premium-based assessments (for
example, for multiple-year contracts). AcSEC concluded that this treatment was
appropriate due to the limited number of instances in which persistency as
sumptions would be applicable for liability measurement.

Prefunded-Premium-Based Assessments
.51 For prefunded-premium-based assessments, as long as such funds do
not provide, either by statute or practice, for a return of excess assessments,
no asset should be recorded.

Transition
.52 AcSEC decided to prohibit the retroactive application of this SOP.
AcSEC recognizes the benefits of comparative financial statements but be
lieves that the necessary information for entities subject to assessments to
create for prior periods the necessary estimates of liabilities for future assess
ments and of the timing and amounts of cash flows would not be readily
available.
AICPA Technical Practice Aids
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Appendix A

Illustration of Computation of Assessment Liabilities
Example 1—Prospective-Premium-Based Assessment9
Scenario
As a result of insolvencies in prior years, ABC Property & Liability Insurance
Company (ABC) expects to be assessed in the future by the guaranty fund in a
state where it writes premiums. Any such assessments will be limited to 2
percent of premium writings in the prior year and are recoverable through
premium tax offsets on a ratable basis over the five-year period following the
year of each assessment.
Although it does not expect to do so, ABC is free to cease writing the lines of
business that are subject to the guaranty-fund assessments.

As of December 31, 19X0, ABC has neither paid nor received a notice of an
assessment related to the insolvencies. Based on communications from the
state guaranty association, ABC expects to receive an assessment in 19X1,
which is allocated among entities based on 19X0 market share, for at least 1
percent of 19X0 premiums that are subject to the assessment. A best estimate
cannot be determined, and no amount within the range of estimates (meaning,
from 1 to 2 percent of 19X0 premiums) is a better estimate than any other
amount, therefore the minimum amount in the range should be accrued.

Result
As of December 31, 19X0, ABC should recognize a liability equal to 1 percent
of the premiums written in 19X0 that are subject to the assessment. No
additional liability should be recognized, and no asset related to the premium
tax offset should be recognized. Disclosure of the loss contingency of up to an
additional 1 percent of the subject premiums should be considered.

Discussion
ABC would recognize a liability only for those future assessments it is obligated
to pay as a result of the premiums written. Because ABC is not obligated to
write any future premiums, its liability is limited to that related to premiums
written in 19X0. Because no amount within the range of estimates is a better
estimate than any other amount, the minimum amount in the range is accrued.
Further, because the premium tax offset is realizable only on business that will
be written in the future (that is, 19X2 and subsequent years), no asset or
receivable is recognized as of December 31,19X0.

Example 2—Retrospective-Premium-Based Assessment
Scenario
As a result of an insolvency that occurred during 19X0, DEF Life and Health
Insurance Company (DEF) expects to be assessed in the future by the guaranty
9 This kind of assessment is considered prospective since the assessment relates to premium
written subsequent to the insolvency.
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fund in a state where it has written business. Any such assessment will be
based on DEF’s average market share, determined based on premiums that are
subject to the assessment for the three years prior to the insolvency, and limited
to 2 percent of the average annual subject premiums for the three years prior
to the insolvency. Further, such assessments are recoverable through premium
tax offsets over the five-year period following the year of payment for each
assessment.
As of December 31, 19X0, DEF has not paid or received a notice of an
assessment related to the insolvency. Based on initial input from the National
Organization of Life and Health Insurance Guaranty Associations (NOLHGA)
and experience with other insolvencies, DEF assumes that the first assessment
will not be made until 19X3 and that it will take three to five annual assess
ments in order for the guaranty fund to be able to meet its obligations. Based
on the estimated nationwide cost of the insolvency and the distribution of the
insolvent company’s business, DEF estimates that its assessment will be at
least 1 percent of the average annual premiums that are subject to the
assessment. No amount within the range of estimates (meaning, from 1 to 2
percent of the average annual premiums for three to five years) is a better
estimate than any other amount, therefore the minimum amount in the range
should be accrued.

Result
As of December 31, 19X0, DEF should recognize a liability for three years of
assessments at 1 percent of the average annual premiums that are subject to
the assessment (that is, the assessments expected in 19X3, 19X4, and 19X5).
Disclosure of the loss contingency for additional assessments (meaning, in 19X6
and 19X7) or assessment of greater than 1 percent of the average annual
premiums that are subject to the assessment should be considered. An asset
related to premium tax offsets that are available on accrued assessments would
be recorded provided there were sufficient premium taxes based on business in
force at December 31,19X0 (with assumed levels of policy retention) to allow
realization of the asset.

The resulting recognized liability and asset are as follows (shown on both a
discounted and undiscounted basis, based on paragraphs .21 and .25, discount
ing is optional), assuming average annual subject premiums of $100,000 for the
three years prior to the insolvency.

AICPA Technical Practice Aids

§10,710.53

§10,710.53

2,139

2,470

19X1

19X2

1,000

1,000

19X3

200

200

200

400

200

1,000
1,000

19X5

200
600

200
600

200
200

19X7

200
200

19X6

Cash Payments

1,000

1,000

19X4

600

200
200

200

19X8

400

200
200

19X9

200
200

20X0

(2) Discounted at 5 percent, assuming all assessments are paid and offsets realized at the end of each year.

(1) Assumes that, based upon anticipated levels of policy retention from the business in force at December 3 1 , 19X0, there will be sufficient premium to realize
the premium tax offset

Tax Offset at 12/3 V19X0 (2)

Present value of assessments
at 12/31/19X0 (2)______________
Present value of Premium

3,000
T o t a l ____________

3,000

12/31/19X0

Recorded At

_______________________________ Schedule of Assessments and Premium Tax Offsets________________________________________

Assessments
19X3 Assessment
19X4 Assessment_______________
19X5 Assessment_______________
____
Total_________________
______ Premium Tax Offset______
19X3 Assessment (1)____________
19X4 Assessment (1)
19X5 Assessment (1)

____

20,396
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Discussion
DEF would record a liability for all future assessments related to the insol
vency. Because no amount within the range of estimates (meaning, from 1 to 2
percent of the average annual premiums for three to five years) is a better
estimate than any other amount, the minimum amount in the range (meaning,
1 percent per year for three years of assessments) is accrued.

Since it is assumed that based upon the anticipated levels of policy retention
from the business in force at December 31, 19X0, there will be sufficient
premium to realize the premium tax offset, the premium tax offset is recorded.

Example 3—Loss-Based Assessment
Scenario
GHI Industrial Company (GHI) is self-insured for workers’ compensation and
therefore participates in the second injury fund in the state where it conducts
operations. GHI is entitled to recover from the fund for some or all of the
indemnity claims for previously injured workers. GHI is also subject to annual
assessments (maximum of 1 percent per year) on indemnity claims paid each
year.

Assessment rates have been climbing steadily, from 0.6 percent five years ago
to 0.75 percent in 19X0.

Results
As of December 31,19X0, GHI should have an assessment liability recognized
for 0.75 percent of its liability for the payment of future indemnity claims,
unless there was information to support the assessment rate being reduced or
the assessments being eliminated in the future. Disclosure of the loss contin
gency of up to an additional 0.25 percent of the liability for the payment of
future indemnity claims should be considered.

Discussion
GHI would recognize a liability based on the current assessment rate, unless
there was clear evidence that the rate would change. The liability would be
based on the entire liability base that was subject to the assessment.
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Appendix B

Discussion of Comments Received on the
Exposure Draft
An exposure draft of a proposed statement of position (SOP), Accounting by
Insurance and Other Enterprises for Guaranty-Fund and Certain Other Insur
ance-Related Assessments, was issued for public comment on December 5,1996,
and distributed to a variety of interested parties to encourage comment by those
who would be affected by the proposal. Twenty-four comment letters were
received in response on the exposure draft. The most significant and pervasive
comments received were in the following four areas:

1.

Reporting assets and policy surcharges

2.

Estimation of the assessment liability

3.

Accounting for prospective-premium-based assessments

4.

Scope

Reporting Assets and Policy Surcharges
The guidance in the exposure draft on reporting assets and policy surcharges
caused some confusion. Several respondents requested clarification about the
kind of entity that would recognize assets for premium tax offsets and policy
surcharges. AcSEC clarified the guidance to explain how an asset should be
accounted for when it is probable that a paid or accrued assessment will result
in an amount that is expected to be recoverable.

Estimation of the Assessment Liability
Several respondents commented that they do not believe a liability can be
reasonably estimated by an entity for guaranty-fund assessments because the
entity will not have the necessary information to estimate the amount of loss.
These respondents commented that a determination of estimates is particu
larly difficult for guaranty-fund assessments because of uncertainties about the
cost of the insolvency to the guaranty fund and the portion that will be recovered
through assessment because of such factors as alternative strategies for the
liquidation of assets of the insolvent company that affect the timing and level
of assessments and certain liabilities of the insolvent insurer may be particu
larly difficult to estimate (for example, asbestos or environmental liabilities).
AcSEC believes that, although it may be difficult to calculate a point estimate
in certain circumstances (see paragraph .19), in the majority of cases, enough
information is available to calculate a range of estimates. Further, in the case
of prospective-premium-based assessments, the liability to be recorded is
related only to premiums written or obligated to be written, rather than to all
expected future premiums.

Accounting for Prospective-PremiumBased Assessments
The exposure draft contained an alternative view on accounting for prospec
tive-premium-based assessments, which discussed that a minority of AcSEC
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believed that the insolvency should be considered the underlying cause of an
entity’s obligation to pay future assessments, irrespective of the basis used to
determine the amount due from each insurance enterprise subject to the
assessment. The majority of respondents did not support this minority view.
AcSEC continues to believe that the writing of the premium on which potential
assessments are expected to be based is the underlying cause of an entity’s
obligation to pay cash in the future.

Scope
Because entities other than insurance enterprises are assessed insurance-re
lated assessments, the scope of the exposure draft included all reporting
entities. Although some noninsurance entities requested to be excluded from
the scope, most of the respondents believe that both insurance enterprises and
noninsurance enterprises would have sufficient information to recognize a
liability for the assessments covered in the SOP.
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Glossary
Incurred losses. Losses paid or unpaid for which the company has become
liable during a period.

In-force policies. Policies effective before a specified date that have not yet
expired or been canceled.

Involuntary pools. A residual market mechanism for insureds who cannot
obtain insurance in the voluntary market.

Life, annuity, and health insurance enterprise. An enterprise that may is
sue annuity, endowment, and accident and health insurance contracts as
well as life insurance contracts. Life and health insurance enterprises may
be either stock or mutual organizations.

Obligated to write. If an entity has no discretion to cancel a policy because of
legal obligation under state statute or contract terms, or regulatory prac
tice and is required to offer or issue insurance policies for a period in the
future.

Premium tax offsets. Offsets against premium taxes levied on insurance com
panies by states.

Premiums written. The premiums on all policies a company has issued in a
period.

Property and casualty insurance enterprise. An enterprise that issues in
surance contracts providing protection against either (1) damage to or loss
of property caused by various perils, such as fire and theft or (2) legal
liability resulting from injuries to other persons or damage to their prop
erty. Property and liability insurance enterprises may be either stock or
mutual organizations.
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Section 10,720

Statement of Position 98- J
Accounting for Costs of Computer Software
Developed or Obtained for Internal Use
March 4,1998

NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas
of financial accounting and reporting. Statement on Auditing Standards No. 69,
The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, identifies AICPA Statements of Position that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category b of the hierarchy of generally accepted accounting
principles that it establishes. AICPA members should consider the accounting
principles in this Statement of Position if a different accounting treatment of a
transaction or event is not specified by a pronouncement covered by Rule 203 of
the AICPA Code of Professional Conduct. In such circumstances, the accounting
treatment specified by the Statement of Position should be used, or the member
should be prepared to justify a conclusion that another treatment better presents
the substance of the transaction in the circumstances.

Summary
This Statement of Position (SOP) provides guidance on accounting for the costs
of computer software developed or obtained for internal use. The SOP requires
the following:
•

Computer software meeting the characteristics specified in this SOP
is internal-use software.

•

Computer software costs that are incurred in the preliminary project
stage should be expensed as incurred. Once the capitalization criteria
of the SOP have been met, external direct costs of materials and
services consumed in developing or obtaining internal-use computer
software; payroll and payroll-related costs for employees who are
directly associated with and who devote time to the internal-use
computer software project (to the extent of the time spent directly on
the project); and interest costs incurred when developing computer
software for internal use should be capitalized. Training costs and data
conversion costs, except as noted in paragraph .21, should be expensed
as incurred.

•

Internal costs incurred for upgrades and enhancements should be
expensed or capitalized in accordance with paragraphs .20—.23. In
ternal costs incurred for maintenance should be expensed as incurred.
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Entities that cannot separate internal costs on a reasonably cost-ef
fective basis between maintenance and relatively minor upgrades and
enhancements should expense such costs as incurred.
•

External costs incurred under agreements related to specified up
grades and enhancements should be expensed or capitalized in accord
ance with paragraphs .20-.23. However, external costs related to
maintenance, unspecified upgrades and enhancements, and costs un
der agreements that combine the costs of maintenance and unspecified
upgrades and enhancements should be recognized in expense over the
contract period on a straight-line basis unless another systematic and
rational basis is more representative of the services received.

•

Impairment should be recognized and measured in accordance with
the provisions of FASB Statement No. 121, Accounting for the
Impairment of Long-Lived Assets and for Long-Lived Assets to Be
Disposed Of.

•

The capitalized costs of computer software developed or obtained for
internal use should be amortized on a straight-line basis unless
another systematic and rational basis is more representative of the
software’s use.

•

If, after the development of internal-use software is completed, an
entity decides to market the software, proceeds received from the
license of the computer software, net of direct incremental costs of
marketing, should be applied against the carrying amount of that
software.

The SOP identifies the characteristics of internal-use software and provides
examples to assist in determining when computer software is for internal use.

The SOP applies to all nongovernmental entities and is effective for financial
statements for fiscal years beginning after December 15,1998. The provisions
of this SOP should be applied to internal-use software costs incurred in those
fiscal years for all projects, including those projects in progress upon initial
application of the SOP. Earlier application is encouraged in fiscal years for
which annual financial statements have not been issued. Costs incurred prior
to initial application of this SOP, whether capitalized or not, should not be
adjusted to the amounts that would have been capitalized had this SOP been
in effect when those costs were incurred.

Foreword
The accounting guidance contained in this document has been cleared by the
Financial Accounting Standards Board (FASB). The procedure for clearing
accounting guidance in documents issued by the Accounting Standards Execu
tive Committee (AcSEC) involves the FASB reviewing and discussing in public
board meetings (1) a prospectus for a project to develop a document, (2) a
proposed exposure draft that has been approved by at least ten of AcSEC’s
fifteen members, and (3) a proposed final document that has been approved by
at least ten of AcSEC’s fifteen members. The document is cleared if at least five
of the seven FASB members do not object to AcSEC undertaking the project,
issuing the proposed exposure draft, or after considering the input received by
AcSEC as a result of the issuance of the exposure draft, issuing the final
document.
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The criteria applied by the FASB in their review of proposed projects and
proposed documents include the following:

1.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in special
ized industry accounting, and the proposal adequately justifies the
departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of
applying it.

In many situations, prior to clearance, the FASB will propose suggestions,
many of which are included in the documents.

Introduction and Background
.0 1 The Financial Accounting Standards Board (FASB) issued Statement
of Financial Accounting Standards No. 86, Accounting for the Costs of Com
puter Software to Be Sold, Leased, or Otherwise Marketed, in 1985. At that
time, the FASB considered expanding the scope of that project to include costs
incurred for the development of computer software for internal use. The FASB
concluded, however, that accounting for the costs of software used internally
was not a significant problem and, therefore, decided not to expand the scope
of the project. The FASB stated that it recognized that at that time the majority
of entities expensed all costs of developing software for internal use, and it was
not convinced that the predominant practice was improper.
.0 2 Because of the absence of authoritative literature that specifically
addresses accounting for the costs of computer software developed or obtained
for internal use and the growing magnitude of those costs, practice became
diverse. Some entities capitalize costs of internal-use computer software,
whereas some entities expense costs as incurred. Still other entities capitalize
costs of purchased internal-use computer software and expense costs of inter
nally developed internal-use computer software as incurred.
.0 3 The staff of the Securities and Exchange Commission (SEC) and other
interested parties have requested that standard setters develop authoritative
guidance to eliminate the inconsistencies in practice. In a November 1994
letter, the Chief Accountant of the SEC suggested that the Emerging Issues
Task Force (EITF) develop that guidance. However, the EITF and the Account
ing Standards Executive Committee (AcSEC) agreed that AcSEC should de
velop the guidance.
.0 4 AcSEC issued an exposure draft of a proposed Statement of Position
(SOP), Accounting for the Costs of Computer Software Developed or Obtained
for Internal Use, on December 17, 1996. AcSEC received about 130 comment
letters in response to the exposure draft.

Scope
.0 5 This SOP provides guidance on accounting by all nongovernmental
entities, including not-for-profit organizations, for the costs of computer soft
ware developed or obtained for internal use and provides guidance for deter
mining whether computer software is for internal use.

.06 This SOP clarifies that the costs of computer software developed or
obtained are costs of either (a) software to be sold, leased, or otherwise mar
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keted as a separate product or as part of a product or process, subject to FASB
Statement No. 86; (b) software to be used in research and development, subject
to FASB Statement No. 2, Accounting for Research and Development Costs, and
FASB Interpretation No. 6, Applicability ofFASB Statement No. 2 to Computer
Software; (c) software developed for others under a contractual arrangement,
subject to contract accounting standards; or (d) internal-use software, subject
to this SOP. This SOP does not change any of the provisions in FASB State
ment Nos. 86, 2, or FASB Interpretation No. 6.

.07 Costs of computer software that is “sold, leased, or otherwise mar
keted as a separate product or as part of a product or process” are within the
scope of FASB Statement No. 86. The Appendix of this SOP includes examples
of computer software considered to be for internal use and thus not “part of a
product or process.”
.08 This SOP provides guidance on when costs incurred for internal-use
computer software are and are not capitalized.

.09 This SOP provides guidance on accounting for the proceeds of com
puter software developed or obtained for internal use that is marketed.
.10 This SOP provides guidance on accounting for computer software that
consists of more than one component or module. For example, an entity may
develop an accounting software system containing three elements: a general
ledger, an accounts payable subledger, and an accounts receivable subledger.
In this example, each element might be viewed as a component or module of
the entire accounting software system. The guidance in this SOP should be
applied to individual components or modules.
.11 Accounting for costs of reengineering activities, which often are asso
ciated with new or upgraded software applications, is not included within the
scope of this SOP.1

Conclusions
Characteristics of Internal-Use Computer Software
.12 For purposes of this SOP, internal-use software is software having the
following characteristics:
a.

The software is acquired, internally developed, or modified solely to
meet the entity’s internal needs.

b.

During the software’s development or modification, no substantive
plan exists or is being developed to market the software externally.

A substantive plan to market software externally could include the selection of
a marketing channel or channels with identified promotional, delivery, billing,
and support activities. To be considered a substantive plan under this SOP,
implementation of the plan should be reasonably possible. Arrangements
providing for the joint development of software for mutual internal use (for
example, cost-sharing arrangements) are not substantive plans to market
software for purposes of this SOP. Similarly, routine market feasibility studies
are not substantive plans to market software for purposes of this SOP.
1 This SOP does not change the conclusions reached in Emerging Issues Task Force Issue No.
97-13, Accounting for Costs Incurred in Connection with a Consulting Contract or an Internal Project
That Combines Business Process Reengineering and Information Technology Transformation, which
requires that the costs of reengineering activities be expensed as incurred.

§10,720.07

Copyright © 1998, American Institute of Certified Public Accountants, Inc.

Accounting for Costs of Computer Software for Internal Use

20,415

.13 An entity must meet both characteristics in paragraph .12 for soft
ware to be considered for internal use.

.14 An entity’s past practices related to selling software may help deter
mine whether the software is for internal use or is subject to a plan to be
marketed externally. For example, an entity in the business of selling com
puter software often both uses and sells its own software products. Such a past
practice of both using and selling computer software creates a rebuttable
presumption that any software developed by that entity is intended for sale,
lease, or other marketing, and thus is subject to the guidance in FASB State
ment No. 86.

.15 Computer software to be sold, leased, or otherwise marketed includes
software that is part of a product or process to be sold to a customer and should
be accounted for under FASB Statement No. 86. For example, software de
signed for and embedded in a semiconductor chip is included in the scope of
FASB Statement No. 86 because it is an integral part of the product. By
contrast, software for internal use, though it may be used in developing a
product, is not part of or included in the actual product or service sold. If
software is used by the vendor in the production of the product or providing the
service but the customer does not acquire the software or the future right to
use it, the software is covered by this SOP. For example, for a communications
company selling telephone services, software included in a telephone switch is
part of the internal equipment used to deliver a service but is not part of the
product or service actually being acquired or received by the customer.
.16 The Appendix [paragraph .93] provides examples of when computer
software is and is not for internal use.

Stages of Computer Software Development
.17 The following table illustrates the various stages and related proc
esses of computer software development.
Preliminary
Project Stage
Conceptual formulation
of alternatives

Evaluation of
alternatives

Application
Development Stage

Design of chosen path,
including software
configuration and
software interfaces

Post-Implementation /
Operation Stage
Training

Application
maintenance

Coding
Determination of
existence of needed
technology

Final selection of
alternatives

Installation to hardware
Testing, including
parallel processing
phase

The SOP recognizes that the development of internal-use computer software
may not follow the order shown above. For example, coding and testing are
often performed simultaneously. Regardless, for costs incurred subsequent to
completion of the preliminary project stage, the SOP should be applied based
on the nature of the costs incurred, not the timing of their incurrence. For
example, while some training may occur in the application development stage,
it should be expensed as incurred as required in paragraphs .21 and .23.
AICPA Technical Practice Aids
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Research and Development
.18 The following costs of internal-use computer software are included in
research and development and should be accounted for in accordance with the
provisions of FASB Statement No. 2:
a.

Purchased or leased computer software used in research and devel
opment activities where the software does not have alternative
future uses.

b.

All internally developed internal-use computer software2 (including
software developed by third parties, for example, programmer con
sultants) if (1) the software is a pilot project (that is, software of a
nature similar to a pilot plant as noted in paragraph 9(h) of FASB
Statement No. 2) or (2) the software is used in a particular research
and development project, regardless of whether the software has
alternative future uses.

Capitalize or Expense
.1 9 Preliminary Project Stage. When a computer software project is in
the preliminary project stage, entities will likely—
a.

Make strategic decisions to allocate resources between alternative
projects at a given point in time. For example, should programmers
develop a new payroll system or direct their efforts toward correcting
existing problems in an operating payroll system?

b.

Determine the performance requirements (that is, what it is that
they need the software to do) and systems requirements for the
computer software project it has proposed to undertake.

c.

Invite vendors to perform demonstrations of how their software will
fulfill an entity’s needs.

d.

Explore alternative means of achieving specified performance re
quirements. For example, should an entity make or buy the software?
Should the software run on a mainframe or a client server system?

e.

Determine that the technology needed to achieve performance re
quirements exists.

f.

Select a vendor if an entity chooses to obtain software.

g.

Select a consultant to assist in the development or installation of the
software.

.2 0 Internal and external costs incurred during the preliminary project
stage should be expensed as they are incurred.

.2 1 Application Development Stage. Internal and external costs incurred
to develop internal-use computer software during the application development
stage should be capitalized. Costs to develop or obtain software that allows for
access or conversion of old data by new systems should also be capitalized.
Training costs are not internal-use software development costs and, if incurred
during this stage, should be expensed as incurred.
.2 2 The process of data conversion from old to new systems may include
purging or cleansing of existing data, reconciliation or balancing of the old data
2 FASB Interpretation No. 6 excludes from research and development costs computer software
related to an entity’s selling and administrative activities.
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and the data in the new system, creation of new/additional data, and conver
sion of old data to the new system. Data conversion often occurs during the
application development stage. Data conversion costs, except as noted in
paragraph .21, should be expensed as incurred.

.2 3 Post-Implementation/Operation Stage. Internal and external train
ing costs and maintenance costs should be expensed as incurred.
.2 4 Upgrades and Enhancements. For purposes of this SOP, upgrades
and enhancements are defined as modifications to existing internal-use software
that result in additional functionality—that is, modifications to enable the soft
ware to perform tasks that it was previously incapable of performing. Upgrades
and enhancements normally require new software specifications and may also
require a change to all or part of the existing software specifications. In order for
costs of specified upgrades and enhancements to internal-use computer software
to be capitalized in accordance with paragraphs .25 and .26, it must be prob
able3 that those expenditures will result in additional functionality.4
.2 5 Internal costs incurred for upgrades and enhancements should be
expensed or capitalized in accordance with paragraphs .20-.23.5 Internal costs
incurred for maintenance should be expensed as incurred. Entities that cannot
separate internal costs on a reasonably cost-effective basis between mainte
nance and relatively minor upgrades and enhancements should expense such
costs as incurred.

.2 6 External costs incurred under agreements related to specified up
grades and enhancements should be expensed or capitalized in accordance
with paragraphs .20-.23. (If maintenance is combined with specified upgrades
and enhancements in a single contract, the cost should be allocated between
the elements as discussed in paragraph .33 and the maintenance costs should
be expensed over the contract period.) However, external costs related to
maintenance, unspecified upgrades and enhancements, and costs under agree
ments that combine the costs of maintenance and unspecified upgrades and
enhancements should be recognized in expense over the contract period on a
straight-line basis unless another systematic and rational basis is more repre
sentative of the services received.
.2

7 Capitalization of costs should begin when both of the following occur.

a.

Preliminary project stage is completed.

b.

Management, with the relevant authority, implicitly or explicitly
authorizes and commits to funding a computer software project and
it is probable6 that the project will be completed and the software
will be used to perform the function intended. Examples of authori
zation include the execution of a contract with a third party to
develop the software, approval of expenditures related to internal
development, or a commitment to obtain the software from a third
party.

3 See paragraph .62 of this SOP for meaning of “probable.”
4 This SOP does not change the conclusions reached in Emerging Issues Task Force Issue No.
96-14, Accounting for the Costs Associated with Modifying Computer Software for the Year 2000,
which requires that external and internal costs associated with modifying internal-use software
currently in use for the Year 2000 be charged to expense as incurred. New internal-use software
developed or obtained that replaces previously existing internal-use software should be accounted for
in accordance with this SOP.
5 See footnote 4.
6 See paragraph .62 of this SOP for meaning of “probable.”
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.28 When it is no longer probable7 that the computer software project will
be completed and placed in service, no further costs should be capitalized, and
guidance in paragraphs .34 and .35 on impairment should be applied to
existing balances.
.29 Capitalization should cease no later than the point at which a com
puter software project is substantially complete and ready for its intended use.
For purposes of this SOP, computer software is ready for its intended use after
all substantial testing is completed.

.30 New software development activities should trigger consideration of
remaining useful lives of software that is to be replaced. When an entity
replaces existing software with new software, unamortized costs of the old
software should be expensed when the new software is ready for its intended
use.

Capitalizable Costs
.31 Costs of computer software developed or obtained for internal use that
should be capitalized include only the following:
a.

External direct costs of materials and services consumed in develop
ing or obtaining internal-use computer software. Examples of those
costs include but are not limited to fees paid to third parties for
services provided to develop the software during the application
development stage, costs incurred to obtain computer software from
third parties, and travel expenses incurred by employees in their
duties directly associated with developing software.

b.

Payroll and payroll-related costs (for example, costs of employee
benefits) for employees who are directly associated with and who
devote time to the internal-use computer software project, to the
extent of the time spent directly on the project. Examples of employee
activities include but are not limited to coding and testing during the
application development stage.

c.

Interest costs incurred while developing internal-use computer soft
ware. Interest should be capitalized in accordance with the provi
sions of FASB Statement No. 34, Capitalization of Interest Cost.8

General and administrative costs and overhead costs should not be capitalized
as costs of internal-use software.
.3 2 Entities often license internal-use software from third parties. Though
FASB Statement No. 13, Accounting for Leases, excludes licensing agreements
from its scope, entities should analogize to that Statement when determining the
asset acquired in a software licensing arrangement.

Multiple-Element Software Arrangements Included in
Purchase Price
.3 3 Entities may purchase internal-use computer software from a third
party. In some cases, the purchase price includes multiple elements, such as
training for the software, maintenance fees for routine maintenance work to be
7 See paragraph .62 of this SOP for meaning of “probable.”
8 Paragraph 17 of FASB Statement No. 34, Capitalization of Interest Cost, states, “If the
enterprise suspends substantially all activities related to acquisition of the asset, interest capitaliza
tion shall cease until activities are resumed.”

§10,720.28

Copyright © 1998, American Institute of Certified Public Accountants, Inc.

Accounting for Costs of Computer Software for Internal Use

20,419

performed by the third party, data conversion costs, reengineering costs, and
rights to future upgrades and enhancements. Entities should allocate the cost
among all individual elements. The allocation should be based on objective
evidence of fair value of the elements in the contract, not necessarily separate
prices stated within the contract for each element. Those elements included in
the scope of this SOP should be accounted for in accordance with the provisions
of this SOP.

Impairment
.3 4 Impairment should be recognized and measured in accordance with
the provisions of FASB Statement No. 121, Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of. Paragraph 8 of
FASB Statement No. 121 requires that assets should be grouped at the lowest
level for which there are identifiable cash flows that are largely independent
of the cash flows of other groups of assets. FASB Statement No. 121 guidance
is applicable, for example, when one of the following occurs related to computer
software being developed or currently in use:
a.

Internal-use computer software is not expected to provide substan
tive service potential,

b.

A significant change occurs in the extent or manner in which the
software is used or is expected to be used,

c.

A significant change is made or will be made to the software program,

d.

Costs of developing or modifying internal-use computer software
significantly exceed the amount originally expected to develop or
modify the software.

.35 Paragraph 10 of FASB Statement No. 121 requires that “if the asset
is not expected to provide any service potential to the entity, the asset shall be
accounted for as if abandoned or held for disposal in accordance with the
provisions of paragraph 15 of [FASB Statement No. 121].” When it is no longer
probable9 that computer software being developed will be completed and
placed in service, the asset should be reported at the lower of the carrying
amount or fair value, if any, less costs to sell. The rebuttable presumption is
that such uncompleted software has a fair value of zero. Indications that the
software may no longer be expected to be completed and placed in service
include the following:

a.

A lack of expenditures budgeted or incurred for the project

b.

Programming difficulties that cannot be resolved on a timely basis

c.

Significant cost overruns

d.

Information has been obtained indicating that the costs of internally
developed software will significantly exceed the cost of comparable
third-party software or software products, so that management in
tends to obtain the third-party software or software products instead
of completing the internally developed software

e.

Technologies are introduced in the marketplace, so that manage
ment intends to obtain the third-party software or software products
instead of completing the internally developed software

9 See paragraph .62 of this SOP for meaning of “probable.”
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f.

Business segment or unit to which the software relates is unprofit
able or has been or will be discontinued.

Amortization
.3 6 The costs of computer software developed or obtained for internal use
should be amortized on a straight-line basis unless another systematic and
rational basis is more representative of the software’s use.
.3 7 In determining and periodically reassessing the estimated useful life
over which the costs incurred for internal-use computer software will be
amortized, entities should consider the effects of obsolescence, technology,
competition, and other economic factors. Entities should consider rapid
changes that may be occurring in the development of software products,
software operating systems, or computer hardware and whether management
intends to replace any technologically inferior software or hardware. Given the
history of rapid changes in technology, software often has had a relatively short
useful life.

.3 8 For each module or component of a software project, amortization
should begin when the computer software is ready for its intended use, regard
less of whether the software will be placed in service in planned stages that
may extend beyond a reporting period. For purposes of this SOP, computer
software is ready for its intended use after all substantial testing is completed.
If the functionality of a module is entirely dependent on the completion of other
modules, amortization of that module should begin when both that module and
the other modules upon which it is functionally dependent are ready for their
intended use.

Internal-Use Computer Software Marketed
.3 9 If, after the development of internal-use software is completed, an
entity decides to market the software, proceeds received from the license of the
computer software, net of direct incremental costs of marketing, such as
commissions, software reproduction costs, warranty and service obligations,
and installation costs, should be applied against the carrying amount of that
software. No profit should be recognized until aggregate net proceeds from
licenses and amortization have reduced the carrying amount of the software to
zero. Subsequent proceeds should be recognized in revenue as earned.

.4 0 If, during the development of internal-use software, an entity decides
to market the software to others, the entity should follow FASB Statement No.
86. Amounts previously capitalized under this SOP should be evaluated at each
balance sheet date in accordance with paragraph 10 of FASB Statement No. 86.
Capitalized software costs should be amortized in accordance with paragraph 8
of FASB Statement No. 86. A pattern of deciding to market internal-use
software during its development creates a rebuttable presumption that any
software developed by that entity is intended for sale, lease, or other marketing,
and thus is subject to the guidance in FASB Statement No. 86.

Disclosures
.4 1 This SOP does not require any new disclosures; disclosure should be
made in accordance with existing authoritative literature, including Account
ing Principles Board (APB) Opinion No. 12, Disclosure ofDepreciable Assets and
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Depreciation; APB Opinion No. 22, Disclosure ofAccounting Policies (for exam
ple, amortization methods); FASB Statement Nos. 2 and 121; and SOP 94-6,
Disclosure of Certain Significant Risks and Uncertainties.

Effective Date and Transition
.4 2 This SOP is effective for financial statements for fiscal years begin
ning after December 15,1998, and should be applied to internal-use computer
software costs incurred in those fiscal years for all projects, including those
projects in progress upon initial application of this SOP. Earlier application is
encouraged in fiscal years for which annual financial statements have not been
issued.

.4 3 Costs incurred prior to initial application of this SOP, whether capi
talized or not, should not be adjusted to the amounts that would have been
capitalized had this SOP been in effect when those costs were incurred.
However, the provisions of this SOP concerning amortization and impairment
should be applied to any unamortized costs capitalized prior to initial applica
tion of this SOP that continue to be reported as assets after the effective date.
In accordance with paragraph 33 of APB Opinion No. 20, Accounting Changes,
the effect on income before extraordinary items, net income, and related per
share amounts of the current period should be disclosed for the change in
accounting.
.4 4 Initial application of this SOP should be as of the beginning of the
fiscal year in which the SOP is first adopted (that is, if the SOP is adopted prior
to the effective date and during an interim period other than the first interim
period, all prior interim periods of that fiscal year should be restated).

The provisions of this Statement need
not be applied to immaterial items.

Basis for Conclusions
Characteristics of Internal-Use Computer Software
.4 5 AcSEC recognizes that entities may develop computer software for inter
nal use and also plan to sell, lease, or otherwise market the software to recover
some costs. AcSEC believes that the presence of a substantive plan to market
software externally before or during software development indicates an intent to
sell, lease, or otherwise market software, which requires accounting prescribed by
FASB Statement No. 86. AcSEC believes that it is impractical to allocate costs
between internal-use software and software to be marketed.
6
.4
AcSEC considered whether one of the characteristics of internal-use
computer software should be that during the software’s development, no
substantive plan or intent to market the software externally exists. AcSEC
decided that it could not provide operational guidance to help entities define
intent. For example, many entities will consider opportunities to recover some
of the software development costs through subsequent sales of the product.
AcSEC believes that it cannot provide guidance to distinguish between a true
intent to market software and routine inquiries and studies about the possibil
ity of recovering some costs.
AICPA Technical Practice Aids
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.47 Because FASB Statement No. 86 does not define “part of a product or
process,” many entities have difficulty determining whether computer soft
ware is for internal use and subject to the SOP or “part of a product or process”
and subject to the accounting prescribed by FASB Statement No. 86. A FASB
staff article (which Statement on Auditing Standards No. 69, The Meaning of
Present Fairly in Accordance With Generally Accepted Accounting Principles,
subordinates to an SOP) Computer Software: Guidance on Applying Statement
No. 86 that appeared in a 1986 FASB Status Report attempted to clarify that
term as follows: “Indications that the software in question falls under the
Statement’s scope include the dependence of the company on the software to
provide the service. In other words, could the company earn revenue from
providing the service without the software? Would the service be as timely or
accurate without the software? If the answer to any of these questions is no,
that may indicate that the software is part of a product or process and is
included in the scope of Statement No. 86.”
.4 8 In this SOP, AcSEC provides what it believes to be operational
guidance that will help entities determine if computer software is for internal
use. AcSEC believes that the distinction can be based on what the customer is
buying. If the customer is acquiring the software or the future right to use it,
the costs of that software are accounted for in accordance with the provisions
of FASB Statement No. 86. However, if the software is used by the vendor in
production of the product or in providing the service but the customer does not
acquire the software or the future right to use it, the software is for internal
use. The Appendix [paragraph .93] provides examples of when computer
software is and is not for internal use.

.4 9 AcSEC believes that the guidance in this SOP should be applied at the
component or module level. One computer software project may result in
several different working modules, which with appropriate software interfaces
can be used independently of other modules. AcSEC analogized to an entity
that constructs a building complex. Though several buildings are ultimately
constructed, each building is an asset and may function without the others.

Research and Development
.5 0 Some respondents to the exposure draft believe that the costs of
computer software developed or obtained for internal use should be charged to
expense when incurred as research and development until technological feasi
bility has been established for the software. They believe that, like the costs of
computer software to be sold, leased, or otherwise marketed, the costs of
internal-use computer software are within the scope of paragraph 9(i) of FASB
Statement No. 2, which states that “engineering activity required to advance
the design of a product to the point that it meets specific functional and
economic requirements and is ready for manufacture,” and therefore those
costs should be included within research and development.
.5 1 AcSEC considered whether this SOP should require entities to meet
some technological feasibility threshold before they could capitalize costs of
internal-use computer software. AcSEC decided and most respondents to the
exposure draft agreed that technological feasibility should not apply to this
SOP. AcSEC reasoned that the technological feasibility criteria applied in
FASB Statement No. 86 to software that is sold, leased, or otherwise marketed
were appropriate to an inventory model. That inventory model includes an
implicit marketability test, a notion that is not applicable to this SOP.
.52 FASB Interpretation No. 6 states that the costs of computer software
that is developed or obtained for use in an entity’s selling and administrative
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activities are not research and development costs. In addition, it states that,
“costs incurred to purchase or lease computer software developed by others are
not research and development costs under FASB Statement No. 2 unless the
software is for use in research and development activities.” Further, FASB
Interpretation No. 6 states, “costs incurred by an enterprise in developing
computer software internally for use in its research and development activities
are research and development costs . . ” regardless of whether the software
has alternative future uses.

.53 AcSEC also considered the guidance of paragraphs 9(h) and 10(h) of
FASB Statement No. 2 to determine whether other costs of internal-use
software are excluded from research and development. Paragraph 10(h) of
FASB Statement No. 2 states that “activity, including design and construction
engineering, related to the construction, relocation, rearrangement, or start-up
of facilities or equipment other than (1) pilot plants and (2) facilities or
equipment whose sole use is for a particular research and development project”
are excluded from research and development.
.54 Because of the guidance in FASB Statement No. 2 and FASB Inter
pretation No. 6, AcSEC concluded that not all internal-use software costs are
research and development costs (see paragraph 52). However, AcSEC evalu
ated the process of developing internal-use software within the context of
FASB Statement No. 2 because that statement is either directly relevant or is
a reasonable basis for determining which costs of internal-use software devel
opment activities should be expensed. Consistent with FASB Statement No. 2,
AcSEC did not specify the income statement classifications of expensed inter
nal-use software development costs.
.55 Paragraphs 9(c) and 9(d), respectively, of FASB Statement No. 2
include “conceptual formulation and design of possible product or process
alternatives” and “testing in search for or evaluation of product or process
alternatives” as examples of activities that are research and development and
therefore are expensed as incurred. AcSEC believes paragraphs 9(c) and 9(d)
are relevant to the process of developing internal-use computer software.
AcSEC believes that as part of these activities an entity will determine
whether the needed technology exists. If the technology does not exist, then
research and development-type activities have not yet been completed, and
therefore those costs should be expensed as incurred.

.56 AcSEC also believes that development risks associated with creating
internal-use computer software are conceptually no different from develop
ment risks associated with creating other assets such as high-tech automated
plants. Entities, at the start of both kinds of projects, often expect that existing
technology will allow the entity to complete projects that will provide future
benefits.

Capitalize or Expense
.57 About two-thirds of the respondents to the exposure draft believe that
the internal and external costs of computer software developed or obtained for
internal use should be reported as assets. However, certain representatives of
the financial statement user community oppose capitalization of internal costs
incurred to develop or obtain internal-use software.
.58 Those users and some others oppose the exposure draft’s provisions
for capitalization because they believe that the benefits of capitalizing internal
AICPA Technical Practice Aids

§10,720.58

20,424

Statements of Position

costs are limited. They believe that capitalized internal costs related to devel
oping or obtaining internal-use software are often unrelated to the software’s
actual value and that such capitalized costs are often irrelevant in the invest
ment and credit evaluation process. In addition, some who oppose the exposure
draft believe that external costs of developing or obtaining internal-use soft
ware are a more reliable measure of the software asset than internal costs.

.59 Some respondents to the exposure draft believe that costs of computer
software developed or obtained for internal use should be expensed as in
curred. They believe that such costs should not be capitalized because they do
not result in demonstrable probable future economic benefits. They believe
that capitalization would result in assets that have arbitrary amortization
periods. They cite paragraph 148 of FASB Concepts Statement No. 6, Elements
of Financial Statements, which states that some “costs are also recognized as
expenses in the period in which they are incurred because the period to which
they otherwise relate is indeterminable or not worth the effort to determine.”

.60 Some respondents to the exposure draft believe that capitalizing the
costs of computer software developed or obtained for internal use frequently
results in a subsequent writeoff of those costs when they are eventually
determined to not be recoverable. Thus, they believe that readers of financial
statements can be misled by the initial capitalization and subsequent writeoff
of those costs.
.61 AcSEC considered all of these views. AcSEC believes that entities
develop or obtain internal-use computer software often for the same end-purposes that they develop or obtain other assets. Examples are to reduce costs,
operate more efficiently, improve internal controls, service customers better,
and gain competitive advantages.

.62 Paragraph 25 in FASB Concepts Statement No. 6 defines assets as
“probable future economic benefits obtained or controlled by a particular entity
as a result of past transactions or events.” Footnote 18 to FASB Concepts
Statement No. 6 states that “probable is used with its general meaning, rather
than in a specific accounting or technical sense, . . . and refers to that which
can reasonably be expected or believed on the basis of available evidence or
logic but is neither certain nor proved.... ” Paragraph 26 states: “An asset has
three essential characteristics: (a) it embodies a probable future benefit that
involves a capacity, singly or in combination with other assets, to contribute
directly or indirectly to future net cash inflows, (b) a particular entity can
obtain the benefit and control others’ access to it, and (c) the transaction or
other event giving rise to the entity’s right to or control of the benefit has
already occurred.”
.63 Paragraph 63 in FASB Concepts Statement No. 5, Recognition and
Measurement in Financial Statements of Business Enterprises, sets forth the
following criteria that should be met to recognize an item in the financial
statements:

•

Definitions—The item meets the definition of an element of financial
statements.

•

Measurability—It has a relevant attribute measurable with sufficient
reliability.

•

Relevance—The information about it is capable of making a difference
in user decisions.

•

Reliability—The information is representationally faithful, verifiable,
and neutral.
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.64 Some proponents of capitalization of internal-use software observe
that paragraph 24 of APB Opinion 17, Intangible Assets, requires that entities
capitalize acquired intangible assets. Paragraph 24 also states that “costs of
developing, maintaining, or restoring intangible assets which are not specifi
cally identifiable, have indeterminate lives, or are inherent in a continuing
business and related to an enterprise as a whole—such as goodwill—should
be deducted from income when incurred.” AcSEC believes that the costs of
computer software developed or obtained for internal use are specifically
identifiable, have determinate lives, relate to probable future economic bene
fits (FASB Concepts Statement No. 6), and meet the recognition criteria of
definitions, measurability, relevance, and reliability (FASB Concepts State
ment No. 5).
.65 AcSEC decided that it was not necessary to characterize computer
software as either intangible assets or tangible assets when similar charac
terizations have not been made for most other assets.
.66 One of the characteristics of an asset in FASB Concepts Statement
No. 6 is that it must contribute directly or indirectly to future net cash inflows,
thus providing probable future economic benefits. AcSEC recognizes that the
specific future economic benefits related to the costs of computer software will
sometimes be difficult to identify. However, AcSEC believes that this is also
true for some other assets. For example, computer hardware or furniture used
in back-office operations are indirectly related to future benefits. Likewise,
corporate office facilities do not result in identifiable future benefits, but the
facilities do support the operations of the company.

.67 AcSEC also recognizes that costs of computer software developed or
obtained for internal use reported as assets may be subsequently written-off
due to lack of adequate funding or lack of management’s continued commit
ment to a project. However, AcSEC believes similar changes in direction also
occur for long-lived-asset projects. Regardless, AcSEC has established guid
ance to determine when capitalization should cease and when impairment
should be recognized and measured.
.68 Preliminary Project Stage. AcSEC believes that activities performed
during the preliminary project stage of development for internal-use software
are analogous to research and development activities, and costs incurred
during this stage should be expensed as they are incurred.
.69 Application Development Stage. AcSEC believes that software devel
opment activities performed during the application development stage create
probable future economic benefits. Therefore, software development costs in
curred during this stage should be capitalized.
.70 AcSEC believes that paragraph 24 of APB Opinion No. 17 applies to
the costs of data conversion. Therefore, AcSEC believes that data conversion
costs, as discussed in paragraph .22, should be expensed as they are incurred.
However, AcSEC also believes that computer software developed or obtained
for old and new systems interface is internal-use software that is subject to the
guidance in this SOP.
.71 Post-Implementation/Operation Stage. AcSEC believes that train
ing costs are not software development costs and should be expensed as they
are incurred because entities do not control the continued employment of the
trained employees, are not able to identify the specific future period benefitted,
and amortization periods would be arbitrary.
AICPA Technical Practice Aids
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.72 A number of respondents to the exposure draft said that they could
not distinguish between internal costs of maintenance and upgrades/enhancements; many of those respondents requested further guidance from AcSEC.
AcSEC decided that it could not provide examples that would adequately
distinguish between all possible activities related to maintenance and upgrades/enhancements. As a result, AcSEC concluded that entities that cannot
separate internal costs on a reasonably cost-effective basis between mainte
nance and relatively minor upgrades and enhancements should expense such
costs as incurred.

.73 AcSEC acknowledges that SOP 97-2, Software Revenue Recognition,
defines an upgrade and enhancement, in part, as an extension of useful life.
AcSEC concluded that, from the perspective of the user of the software, solely
extending the software’s useful life without adding additional functionality is
a maintenance activity rather than an activity for which the costs should be
capitalized. Accordingly, AcSEC’s criteria for determining capitalizable up
grades and enhancements focus on providing additional functionality.
.74 AcSEC believes and most respondents to the exposure draft agree
that entities should not have the option to expense or capitalize costs of
computer software developed or obtained for internal use as those costs are
incurred. FASB Concepts Statement No. 2, Qualitative Characteristics of
Accounting Information, states: “Comparability between enterprises and con
sistency in the application of methods over time increases the informational
value of comparisons of relative economic opportunities or performance. The
significance of information, especially quantitative information, depends to a
great extent on the user’s ability to relate it to some benchmark.”
.75 Capitalization should begin when (a) the preliminary project stage is
completed and (b) management, with the relevant authority, implicitly or
explicitly authorizes and commits to funding a computer software project and
it is probable that the project will be completed and the software will be used
to perform the function intended. Capitalization should cease when it is no
longer probable that the computer software project will be completed and
placed in service. Capitalization should cease no later than the point at which
a computer software project is substantially complete and ready for its in
tended use. Probable does not require absolute certainty. Probable is used in
the same context as it is in FASB Concepts Statement No. 6, which states that
“probable is used with its general meaning, rather than in a specific accounting
or technical sense,.. . and refers to that which can reasonably be expected or
believed on the basis of available evidence or logic but is neither certain nor
proved .... ”
.76 AcSEC used paragraph 18 of FASB Statement No. 34 as a basis for
concluding that capitalization should cease no later than the point at which a
computer software project is substantially complete and ready for its intended
use.

.77 AcSEC considered whether it should provide guidance to limit the
amount of costs that could be capitalized to the amount an entity would spend
to purchase a viable alternative software product from a third party. AcSEC
concluded that it could not provide practicable guidance other than the ability
to recover the capitalized costs as discussed in FASB Statement No. 121.
AcSEC believes that many entities will not be able to identify a third-party
software product that is comparable to the entity’s internal-use software. In
addition, AcSEC believes that many entities would incur undue costs in trying
to determine what is a viable alternative software product.
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.78 AcSEC believes that it would be desirable for the costs of internally
developed computer software (whether developed by employees or per diem
independent contractors) that are capitalized to be accounted for no differently
than the capitalized costs of purchased software (whether the software is
obtained retail or developed by outside consultants for a flat fee or price).
AcSEC acknowledges, however, that certain costs of internally developed
software will be expensed as research and development whereas a portion of
the research and development costs incurred by a third party will be capital
ized by the purchasing entity because the third party’s research and develop
ment costs are implicitly part of the acquisition price of the software. AcSEC
noted that similar differences exist elsewhere; for example, the costs of acquir
ing a patent are usually capitalized and the costs of developing a patent are
usually expensed as incurred.

.79 AcSEC believes that users of financial information will find the
results of this SOP useful. AcSEC believes that the marketplace inherently
considers the technological capabilities, including software, of many entities
when it establishes market values. This SOP provides a reasonable methodol
ogy to record the costs of internal-use software. In addition, AcSEC believes
that the disclosures required by existing authoritative literature are sufficient
to help users make informed decisions.

Capitalizable Costs
.80 AcSEC used SOP 93-7, Reporting on Advertising Costs, and FASB
Statement No. 91, Accounting for Nonrefundable Fees and Costs Associated
with Originating or Acquiring Loans and Initial Direct Costs of Leases, as a
basis for determining the kinds of costs of computer software developed or
obtained for internal use that should be included in amounts reported as
assets. AcSEC recognizes that the costs of some activities, such as allocated
overhead, may be part of the overall cost of assets, but it excluded such costs
because it believes that, as a practical matter, costs of accumulating and
assigning overhead to software projects would generally exceed the benefits
that would be derived from a “full costing” accounting approach. AcSEC
considered that costing systems for inventory and plant construction activities,
while sometimes complex, were necessary costs given the routine activities
that such systems support. Overhead costs associated with a particular inter
nal-use software development project could be even more complex to measure
than production overhead and, as they most often represent an allocation
among capitalizable and expensed functions, may not be sufficiently reliable.
Moreover, certain users commented that they believe that overhead costs had
little relationship to the value of software. In light of such apparently high
costs, modest benefits, and the view of some users that such costs should be
expensed, AcSEC chose to analogize to advertising costs and FASB Statement
No. 91 and to require such costs to be expensed as incurred.

Multiple-Element Software Arrangements Included in
Purchase Price
.81 This SOP requires that, when a software arrangement includes mul
tiple elements, entities should estimate the fair value of those multiple ele
ments and exclude the fair value of the appropriate elements from the
capitalized cost of the software. This approach is consistent with the treatment
of executory costs that are included in a lease payment to a lessor, but which
AICPA Technical Practice Aids
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are not specified in the lease agreement. Paragraph 10 of FASB Statement No.
13, Accounting for Leases, requires the lessee to make an estimate of the
executory costs and exclude that amount from the minimum lease payments.
The treatment of the costs of the multiple elements specified here is consistent
with those provisions.

.82 In addition, AcSEC believes that the guidance related to recognizing
combined maintenance and unspecified upgrade/enhancement fees over the
contract period is consistent with paragraph 3 in FASB Technical Bulletin No.
90-1, Accounting for Separately Priced Extended Warranty and Product Main
tenance Contracts.
.83 The SOP requires that entities allocate costs based on relative fair
values. AcSEC decided that the SOP should be consistent with SOP 97-2,
Software Revenue Recognition, though vendor-specific information is not as
relevant to this SOP.

Impairment
.84 AcSEC considered whether there were any alternatives to following
FASB Statement No. 121 for impairment of internal-use computer software.
AcSEC concluded that internal-use computer software is a long-lived asset
covered by FASB Statement No. 121.

.85 Paragraphs 7,8,10, and 15 of FASB Statement No. 121 are the basis
for the guidance in this SOP on accounting for internal-use computer software
that is not expected to provide substantive future service potential to an entity.
.86 AcSEC concluded that when it is no longer probable that computer
software being developed will be completed and placed in service, the asset
should be reported at the lower of carrying amount or fair value, if any, less
costs to sell, in accordance with FASB Statement No. 121. AcSEC believes that
uncompleted internal-use computer software is not likely to have any fair value
(measured in accordance with paragraph 7 of FASB Statement No. 121).
.87 A number of respondents to the exposure draft requested that AcSEC
provide more guidance and/or examples of how to recognize and measure
impairment of internal-use computer software. AcSEC concluded that there
are broader implications to this request and that if further guidance on
impairment is to be provided, it should be provided by the FASB.

Amortization
.88 AcSEC used Accounting Research Bulletin No. 43, Restatement and
Revision of Accounting Research Bulletins, chapter 9, section C, and APB
Opinion 17 as a basis for its conclusions on amortization. AcSEC decided not
to specify a maximum amortization period because each entity is better able to
determine an appropriate useful life.

Internal-Use Computer Software Marketed
.89 The SOP requires that entities use the cost recovery method of ac
counting for internal-use computer software subsequently marketed. AcSEC
believes that this method will provide a reasonable reporting outcome for
instances in which enterprises find that internally developed software can
meet a market demand.

Disclosures
.90 In the spirit of minimizing less relevant disclosures, AcSEC decided
not to include any new disclosures in the exposure draft (though entities are
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required to follow disclosure requirements set forth in existing authoritative
literature). AcSEC continues to believe that existing authoritative literature
requires adequate disclosures to help meet financial statement user needs.

Effective Date and Transition
.91 AcSEC believes that the transition guidance in the SOP should be
comparable to that contained in FASB Statement No. 86. Some enterprises
that develop or purchase software for internal use currently expense those
costs as incurred. AcSEC believes that the costs of developing the information
that would be necessary to determine the amounts that would be capitalized if
this SOP were to be applied retroactively would exceed the benefits retroactive
application might offer and that such a retroactive determination should not
be made. However, AcSEC decided to permit but not require application in
financial statements for a fiscal year for which annual financial statements
have not been issued. AcSEC further concluded that costs capitalized before
the application of this SOP should be subject to the impairment and amortiza
tion provisions in this SOP, but should not otherwise be adjusted to an amount
that would have been capitalized had this SOP been applied. Amortization and
impairment of previously capitalized costs in accordance with the provisions of this
SOP should result in an acceptable level of comparability and understandability.

.92 AcSEC considered whether it should provide materiality thresh
olds to determine when an entity should follow the guidance in this SOP.
AcSEC decided not to do so because it believes an entity can best determine
the materiality of internal-use computer software costs in its individual
circumstances.
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.93

Appendix

Examples Illustrating When Computer Software Is for
Internal Use
1.

A manufacturing entity purchases robots and customizes the software
that the robots use to function. The robots are used in a manufacturing
process that results in finished goods.

2.

An entity develops software that helps it improve its cash management,
which may allow the entity to earn more revenue.

3.

An entity purchases or develops software to process payroll, accounts
payable, and accounts receivable.

4.

An entity purchases software related to the installation of an online
system used to keep membership data.

5.

A travel agency purchases a software system to price vacation packages
and obtain airfares.

6.

A bank develops software that allows a customer to withdraw cash,
inquire about balances, make loan payments, and execute wire transfers.

7.

A mortgage loan servicing entity develops or purchases computer software
to enhance the speed of services provided to customers.

8.

A telecommunications company develops software to run its switches that
are necessary for various telephone services such as voice mail and call
forwarding.

9.

An entity is in the process of developing an accounts receivable system.
The software specifications meet the company’s internal needs and the
company did not have a marketing plan before or during the development
of the software. In addition, the company has not sold any of its internal
use software in the past. Two years after completion of the project, the
company decided to market the product to recoup some or all of its costs.

10.

A broker-dealer entity develops a software database and charges for
financial information distributed through the database.

11.

An entity develops software to be used to create components of music
videos (for example, the software used to blend and change the faces of
models in music videos). The entity then sells the final music videos, which
do not contain the software, to another entity.

12.

An entity purchases software to computerize a manual catalog and then
sells the manual catalog to the public.

13.

A law firm develops an intranet research tool that allows firm members
to locate and search the firm’s databases for information relevant to their
cases. The system provides users with the ability to print cases, search for
related topics, and annotate their personal copies of the database.

Examples Illustrating When Computer Software Is Not
Internal Use
14.

An entity sells software required to operate its products, such as robots,
electronic game systems, video cassette recorders, automobiles, voice-mail
systems, satellites, and cash registers.
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15.

A pharmaceutical company buys machines and writes all of the software
that allows the machines to function. The pharmaceutical company then
sells the machines, which help control the dispensation of medication to
patients and help control inventory, to hospitals.

16.

A semiconductor entity develops software embedded in a microcomputer
chip used in automobile electronic systems.

17.

An entity purchases software to computerize a manual catalog and then
sells the computer version and the related software to the public.

18.

A software company develops an operating system for sale and for internal
use. Though the specifications of the software meet the company’s internal
needs, the company had a marketing plan before the project was complete.
In addition, the company has a history of selling software that it also uses
internally and the plan has a reasonable possibility of being implemented.

19.

An entity is developing software for a point-of-sale system. The system is
for internal use; however, a marketing plan is being developed concur
rently with the software development. The plan has a reasonable possi
bility of being implemented.

20.

A telecommunications entity purchases computer software to be used in
research and development activities.

21.

An entity incurs costs to develop computer software for another entity
under a contract with that other entity.
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Statement of Position 98-2
Accounting for Costs of Activities of
Not-for-Profit Organizations and State and
Local Governmental Entities That Include
Fund Raising
March 11, 1998
NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas
of financial accounting and reporting. Statement on Auditing Standards No. 69,
The Meaning of Present Fairly in Conformity With Generally Accepted
Accounting Principles, identifies AICPA Statements of Position that have been
cleared by either the Financial Accounting Standards Board (for financial
statements of nongovernmental entities) or the Governmental Accounting
Standards Board <for financial statements of state and local governmental
entities), as sources of established accounting principles in category b of the
hierarchy of generally accepted accounting principles that it establishes. AICPA
members should consider the accounting principles in this Statement of Position
if a different accounting treatment of a transaction or event is not specified by a
pronouncement covered by Rule 203 of the AICPA Code of Professional Conduct.
In such circumstances, the accounting treatment specified by this Statement of
Position should be used, or the member should be prepared to justify a conclusion
that another treatment better presents the substance of the transaction in the
circumstances.

Summary
This Statement of Position (SOP) applies to all nongovernmental not-for-profit
organizations (NPOs) and all state and local governmental entities that solicit
contributions.
This SOP requires—
•

If the criteria of purpose, audience, and content as defined in this SOP
are met, the costs of joint activities that are identifiable with a
particular function should be charged to that function and joint costs
should be allocated between fund raising and the appropriate program
or management and general function.

•

If any of the criteria of purpose, audience, and content are not met, all
costs of the activity should be reported as fund-raising costs, including
costs that otherwise might be considered program or management and
general costs if they had been incurred in a different activity, subject
to the exception in the following sentence. Costs of goods or services
provided in exchange transactions that are part ofjoint activities, such
as costs of direct donor benefits of a special event (for example, a meal),
should not be reported as fund raising.
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•

Certain financial statement disclosures if joint costs are allocated.

•

Some commonly used and acceptable allocation methods are described
and illustrated although no methods are prescribed or prohibited.

This SOP amends existing guidance in AICPA Audit and Accounting Guides
Health Care Organizations, Not-for-Profit Organizations (which was issued in
August 1996 and supersedes SOP 87-2, Accounting for Joint Costs of Informa
tional Materials and Activities of Not-for-Profit Organizations That Include a
Fund-Raising Appeal, because the provisions of SOP 87-2 are incorporated into
the Guide), and Audits of State and Local Governmental Units.

This SOP is effective for financial statements for years beginning on or after
December 15,1998. Earlier application is encouraged in fiscal years for which
financial statements have not been issued. If comparative financial statements
are presented, retroactive application is permitted but not required.

Foreword
The accounting guidance contained in this document has been cleared by the
Financial Accounting Standards Board (FASB) and the Governmental Account
ing Standards Board (GASB). The procedure for clearing accounting guidance
in documents issued by the Accounting Standards Executive Committee (AcSEC)
involves the FASB and the GASB reviewing and discussing in public board
meetings (1) a prospectus for a project to develop a document, (2) a proposed
exposure draft that has been approved by at least ten of AcSEC’s fifteen
members, and (3) a proposed final document that has been approved by at least
ten of AcSEC’s fifteen members. The document is cleared if at least five of the
seven FASB members and three of the five GASB members do not object to
AcSEC undertaking the project, issuing the proposed exposure draft or, after
considering the input received by AcSEC as a result of the issuance of the
exposure draft, issuing the final document.
The criteria applied by the FASB and the GASB in their review of proposed
projects and proposed documents include the following:

1.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in specialized
industry accounting, and the proposal adequately justifies the departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of
applying it.

In many situations, prior to clearance, the FASB and the GASB will propose
suggestions, many of which are included in the documents.

Introduction
.0 1 Some nongovernmental not-for-profit organizations (NPOs) and some
state and local governmental entities,1 such as governmental colleges and
universities and governmental health care providers, solicit support through a
* This document was cleared prior to July 1, 1997. In July 1997, the GASB increased to seven
members. Documents considered by the GASB after July 1, 1997 are cleared if at least four of the
seven GASB members do not object.
1 This Statement of Position (SOP) uses the term entity to refer to both nongovernmental
not-for-profit organizations (NPOs) and state and local governments.
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variety of fund-raising activities.2 These activities include direct mail,
telephone solicitation, door-to-door canvassing, telethons, special events, and
others. Sometimes fund-raising activities are conducted with activities related
to other functions, such as program activities or supporting services, such as
management and general activities.3,* Sometimes fund-raising activities
include components that would otherwise be associated with program or
supporting services, but in fact support fund raising.

.0 2 External users of financial statements—including contributors, credi
tors, accreditation agencies, and regulators—want assurance that fund-raising
costs, as well as program costs and management and general costs, are stated
fairly.
.0 3 In 1987, the AICPA issued Statement of Position (SOP) 87-2, Account
ing for Joint Costs of Informational Materials and Activities of Not-for-Profit
Organizations That Include a Fund-Raising Appeal.4 SOP 87-2 required that
2 Terms that appear in the Glossary [paragraph .30] are set in boldface type the first time they
appear.
3 The functional classifications of fund raising, program, and management and general are
discussed throughout this SOP for purposes of illustrating how the guidance in this SOP would be
applied by entities that use those functional classifications. Some entities have a functional structure
that does not include fund raising, program, or management and general, or that includes other
functional classifications, such as membership development. This SOP is not intended to require
reporting the functional classifications of fund raising, program, and management and general. In
circumstances in which entities that have a functional structure that includes other functional
classifications conduct joint activities, all costs of those joint activities should be charged to fund
raising (or the category in which fund raising is reported—see the following two parenthetical
sentences), unless the purpose, audience, and content of those joint activities are appropriate for
achieving those other functions. (An example of an entity that reports fund raising in a category other
than fund raising is a state and local governmental entity applying the accounting and financial
reporting principles in the AICPA Industry Audit Guide Audits of Colleges and Universities, as
amended by SOP 74-8. As discussed in paragraph D-5 of this SOP [paragraph .24], those entities are
required to report fund raising as part of the “institutional support” function.)
The AICPA Audit and Accounting Guides Audits of Colleges and Universities, Audits of Volun
tary Health and Welfare Organizations, and Audits of Certain Nonprofit Organizations were super
seded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit Organizations.
However, because the accounting guidance contained in these Guides remained applicable to certain
governmental entities (pursuant to the provisions of GASB Statement Nos. 15, Governmental College
and University Accounting and Financial Reporting Models, and 29, The Use of Not-for-Profit
Accounting and Financial Reporting Principles by Governmental Entities), the AICPA continued to
make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling
these Guides.
Accordingly, Audits of Colleges and Universities, Audits of Voluntary Health and Welfare Organiza
tions, and Audits of Certain Nonprofit Organizations will no longer be included as part of this
loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance in
these Guides will no longer be applicable to any governmental entities. Please note that the Guides have
not been updated since 1994. Therefore, if you already have a Guide, and choose to continue using it until
the phase-in period is complete, you must consider guidance issued since they were last updated.
4 In August 1996, the AICPA issued the Audit and Accounting Guide Not-for-Profit Organiza
tions. The Guide supersedes SOP 87-2, Accounting for Joint Costs of Informational Materials and
Activities of Not-for-Profit Organizations That Include a Fund-Raising Appeal, because the provi
sions of SOP 87-2 are incorporated into paragraphs 13.36 to 13.45 of Not-for-Profit Organizations.
Not-for-Profit Organizations applies to all nongovernmental NPOs other than those required to
follow the Audit and Accounting Guide Health Care Organizations. The discussion in this SOP of SOP
87-2 refers to both SOP 87-2 and the guidance included in paragraphs 13.36 to 13.45 of Not-for-Profit
Organizations. Also, SOP 87-2 was not applicable to entities that are within the scope of Governmen
tal Accounting Standards Board (GASB) Statement No. 29, The Use ofNot-for-Profit Accounting and
Financial Reporting Principles by Governmental Entities.
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all circumstances concerning informational materials and activities that in
clude a fund-raising appeal be considered in accounting for joint costs of those
materials and activities and that certain criteria be applied in determining
whether joint costs of those materials and activities should be charged to fund
raising or allocated to program or management and general. Those criteria
include requiring verifiable indications of the reasons for conducting the activ
ity, such as the content, audience, and action, if any, requested of the partici
pant, as well as other corroborating evidence. Further, SOP 87-2 required that
all joint costs of those materials and activities be charged to fund raising unless
the appeal is designed to motivate its audience to action other than providing
financial support to the organization.

.0 4 The provisions of SOP 87-2 have been difficult to implement and have
been applied inconsistently in practice. (Appendix B [paragraph .22], “Back
ground,” discusses this further.)

.0 5 This SOP establishes financial accounting standards for accounting
for costs of joint activities. In addition, this SOP requires financial statement
disclosures about the nature of the activities for which joint costs have been
allocated and the amounts of joint costs. Appendix F [paragraph .26] provides
explanations and illustrations of some acceptable allocation methods.

Scope
.06 This SOP applies to all nongovernmental NPOs and all state and local
governmental entities that solicit contributions.

Conclusions
Accounting for Joint Activities
.07 If the criteria of purpose, audience, and content are met, the costs of
a joint activity that are identifiable with a particular function should be
charged to that function and joint costs should be allocated between fund
raising and the appropriate program or management and general function. If
any of the criteria are not met, all costs of the joint activity should be reported
as fund-raising costs, including costs that otherwise might be considered
program or management and general costs if they had been incurred in a
different activity, subject to the exception in the following sentence. Costs of
goods or services provided in exchange transactions that are part of joint
activities, such as costs of direct donor benefits of a special event (for example,
a meal), should not be reported as fund raising.
Purpose

.08 The purpose criterion is met if the purpose of the joint activity
includes accomplishing program or management and general functions. (Para
graphs .09 and .10 provide guidance that should be considered in determining
whether the purpose criterion is met. Paragraph .09 provides guidance per
taining to program functions only. Paragraph .10 provides guidance pertaining
to both program and management and general functions.)
.09 Program functions. To accomplish program functions, the activity
should call for specific action by the audience that will help accomplish the
entity’s mission. For purposes of applying the guidance in this SOP, the
following are examples of activities that do and do not call for specific action by
the audience that will help accomplish the entity’s mission:
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•

An entity’s mission includes improving individuals’ physical health. For
that entity, motivating the audience to take specific action that will
improve their physical health is a call for specific action by the audience
that will help accomplish the entity’s mission. An example of an activity
that motivates the audience to take specific action that will improve their
physical health is sending the audience a brochure that urges them to
stop smoking and suggests specific methods, instructions, references, and
resources that may be used to stop smoking.

•

An entity’s mission includes educating individuals in areas other than the
causes, conditions, needs, or concerns that the entity’s programs are
designed to address (referred to hereafter in this SOP as “causes”). For
that entity, educating the audience in areas other than causes or moti
vating the audience to otherwise engage in specific activities that will
educate them in areas other than causes is a call for specific action by the
audience that will help accomplish the entity’s mission. Examples of
entities whose mission includes educating individuals in areas other than
causes are universities and possibly other entities. An example of an
activity motivating individuals to engage in education in areas other than
causes is a university inviting individuals to attend a lecture or class in
which the individuals will learn about the solar system.

•

Educating the audience about causes or motivating the audience to
otherwise engage in specific activities that will educate them about
causes is not a call for specific action by the audience that will help
accomplish the entity’s mission. Such activities are considered in
support of fund raising. (However, some educational activities that
might otherwise be considered as educating the audience about causes
may implicitly call for specific action by the audience that will help
accomplish the entity’s mission. For example, activities that educate
the audience about environmental problems caused by not recycling
implicitly call for that audience to increase recycling. If the need for
and benefits of the specific action are clearly evident from the educa
tional message, the message is considered to include an implicit call
for specific action by the audience that will help accomplish the entity’s
mission.)

•

Asking the audience to make contributions is not a call for specific
action by the audience that will help accomplish the entity’s mission.

If the activity calls for specific action by the audience that will help accomplish
the entity’s mission, the guidance in paragraph .10 should also be considered
in determining whether the purpose criterion is met.
. 10 Program and management and general functions. The following fac
tors should be considered, in the order in which they are listed,5 to determine
whether the purpose criterion is met:
a.

Whether compensation or fees for performing the activity are based
on contributions raised. The purpose criterion is not met if a majority
of compensation or fees for any party’s performance of any component

5 In considering the guidance in paragraph .10, the factor in paragraph .10a (the compensation
or fees test) is the preeminent guidance. If the factor in paragraph .10a is not determinative, the
factor in paragraph .106 (whether a similar program or management and general activity is con
ducted separately and on a similar or greater scale) should be considered. If the factor in paragraph
.106 is not determinative, the factor in paragraph .10c (other evidence) should be considered.
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of the discrete joint activity varies based on contributions raised for
that discrete joint activity.6, 7
b.

Whether a similar program or management and general activity is
conducted separately and on a similar or greater scale. The pur
pose criterion is met if either of the following two conditions is met:

(1) Condition 1:

—

The program component of the joint activity calls for
specific action by the recipient that will help accomplish
the entity’s mission and

—

A similar program component is conducted without the
fund-raising component using the same medium and on
a scale that is similar to or greater than the scale on which
it is conducted with the fund raising.8

(2) Condition 2:

A management and general activity that is similar to the man
agement and general component of the joint activity being ac
counted for is conducted without the fund-raising component
using the same medium and on a scale that is similar to or
greater than the scale on which it is conducted with the fund
raising.
If the purpose criterion is met based on the factor in paragraph .10b,
the factor in paragraph .10c should not be considered.
c.

Other evidence. If the factors in paragraph .10a or .10b do not
determine whether the purpose criterion is met, other evidence may
determine whether the criterion is met. All available evidence, both
positive and negative, should be considered to determine whether,
based on the weight of that evidence, the purpose criterion is met.

.1 1 The following are examples of indicators that provide evidence for
determining whether the purpose criterion is met:
a.

Evidence that the purpose criterion may be met includes—
•

Measuring program results and accomplishments of the activity.
The facts may indicate that the purpose criterion is met if the
entity measures program results and accomplishments of the
activity (other than measuring the extent to which the public
was educated about causes).

6 Some compensation contracts provide that compensation for performing the activity is based on
a factor other than contributions raised, but not to exceed a specified portion of contributions raised.
For example, a contract may provide that compensation for performing the activity is $10 per contact
hour, but not to exceed 60 percent of contributions raised. In such circumstances, compensation is not
considered based on amounts raised, unless the stated maximum percentage is met. In circumstances
in which it is not yet known whether the stated maximum percentage is met, compensation is not
considered based on amounts raised, unless it is probable that the stated maximum percentage will
be met.
7 The compensation or fees test is a negative test in that it either (a) results in failing the purpose
criterion or (b) is not determinative of whether the purpose criterion is met. Therefore, if the activity
fails the purpose criterion based on this factor (the compensation or fees test), the activity fails the
purpose criterion and the factor in paragraph .106 should not be considered. If the purpose criterion
is not failed based on this factor, this factor is not determinative of whether the purpose criterion is
met and the factor in paragraph .106 should be considered.
8 Determining the scale on which an activity is conducted may be a subjective determination.
Factors to consider in determining the scale on which an activity is conducted may include dollars
spent, the size of the audience reached, and the degree to which the characteristics of the audience
are similar to the characteristics of the audience of the activity being evaluated.
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b.

Medium. The facts may indicate that the purpose criterion is
met if the program component of the joint activity calls for
specific action by the recipient that will help accomplish the
entity’s mission and if the entity conducts the program compo
nent without a significant fund-raising component in a different
medium. Also, the facts may indicate that the purpose criterion
is met if the entity conducts the management and general
component of the joint activity without a significant fund-raising
component in a different medium.

Evidence that the purpose criterion may not be met includes—
•

c.

20,447

Evaluation or compensation. The facts may indicate that the
purpose criterion is not met if (a) the evaluation of any party’s
performance of any component of the discrete joint activity varies
based on contributions raised for that discrete joint activity or (b)
some, but less than a majority, of compensation or fees for any
party’s performance of any component of the discrete joint activity
varies based on contributions raised for that discrete joint activity.

Evidence that the purpose criterion may be either met or not met
includes—
•

Evaluation of measured results of the activity. The entity may
have a process to evaluate measured program results and accom
plishments of the activity (other than measuring the extent to
which the public was educated about causes). If the entity has such
a process, in evaluating the effectiveness of the joint activity, the
entity may place significantly greater weight on the activity’s
effectiveness in accomplishing program goals or may place signifi
cantly greater weight on the activity’s effectiveness in raising
contributions. The former may indicate that the purpose criterion
is met. The latter may indicate that the purpose criterion is not met.

•

Qualifications. The qualifications and duties of those perform
ing the joint activity should be considered.
—

If a third party, such as a consultant or contractor, per
forms part or all of the joint activity, such as producing
brochures or making telephone calls, the third party’s
experience and the range of services provided to the entity
should be considered in determining whether the third
party is performing fund-raising, program (other than
educating the public about causes), or management and
general activities on behalf of the entity.

—

If the entity’s employees perform part or all of the joint
activity, the full range of their job duties should be consid
ered in determining whether those employees are perform
ing fund-raising, program (other than educating the public
about causes), or management and general activities on
behalf of the entity. For example, (a) employees who are
not members of the fund-raising department and (b) em
ployees who are members of the fund-raising department
but who perform non-fund-raising activities are more
likely to perform activities that include program or man
agement and general functions than are employees who
otherwise devote significant time to fund raising.
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Tangible evidence of intent. Tangible evidence indicating the
intended purpose of the joint activity should be considered.
Examples of such tangible evidence include
—

—

The entity’s written mission statement, as stated in its
fund-raising activities, bylaws, or annual report.
Minutes ofboard of directors’, committees’, or other meetings.

—

Restrictions imposed by donors (who are not related par
ties) on gifts intended to fund the joint activity.

—

Long-range plans or operating policies.

—

Written instructions to other entities, such as script writ
ers, consultants, or list brokers, concerning the purpose of
the joint activity, audience to be targeted, or method of
conducting the joint activity.

—

Internal management memoranda.

Audience
.12 A rebuttable presumption exists that the audience criterion is not met
if the audience includes prior donors or is otherwise selected based on its ability
or likelihood to contribute to the entity. That presumption can be overcome if
the audience is also selected for one or more of the reasons in paragraph .13a,
.13b, or .13c. In determining whether that presumption is overcome, entities
should consider the extent to which the audience is selected based on its ability
or likelihood to contribute to the entity and contrast that with the extent to
which it is selected for one or more of the reasons in paragraph .13a, .136, or
.13c. For example, if the audience’s ability or likelihood to contribute is a
significant factor in its selection and it has a need for the action related to the
program component of the joint activity, but having that need is an insignifi
cant factor in its selection, the presumption would not be overcome.

.13 In circumstances in which the audience includes no prior donors and
is not otherwise selected based on its ability or likelihood to contribute to the
entity, the audience criterion is met if the audience is selected for one or more
of the following reasons:
a.

The audience’s need to use or reasonable potential for use of the specific
action called for by the program component of the joint activity

b.

The audience’s ability to take specific action to assist the entity in
meeting the goals of the program component of the joint activity

c.

The entity is required to direct the management and general compo
nent of the joint activity to the particular audience or the audience
has reasonable potential for use of the management and general
component

Content
.1 4 The content criterion is met if the joint activity supports program or
management and general functions, as follows:
a.
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Management and general. The joint activity fulfills one or more of
the entity’s management and general responsibilities through a
component of the joint activity.9

.15 Information identifying and describing the entity, causes, or how the
contributions provided will be used is considered in support of fund raising.

Allocation Methods
.16 The cost allocation methodology used should be rational and system
atic, it should result in an allocation of joint costs that is reasonable, and it
should be applied consistently given similar facts and circumstances.

Incidental Activities
.17 Some fund-raising activities conducted in conjunction with program
or management and general activities are incidental to such program or
management and general activities. For example, an entity may conduct a
fund-raising activity by including a generic message, “Contributions to Organi
zation X may be sent to [address]” on a small area of a message that would
otherwise be considered a program or management and general activity based
on its purpose, audience, and content. That fund-raising activity likely would
be considered incidental to the program or management and general activity
being conducted. Similarly, entities may conduct program or management and
general activities in conjunction with fund-raising activities that are incidental
to such fund-raising activities. For example, an entity may conduct a program
activity by including a generic program message such as “Continue to pray for
[a particular cause]” on a small area of a message that would otherwise be
considered fund raising based on its purpose, audience, and content. That
program activity would likely be considered incidental to the fund-raising
activity being conducted. Similarly, an entity may conduct a management and
general activity by including a brief management and general message—“We
recently changed our phone number. Our new number is 123-4567”—on a
small area of a message that would otherwise be considered a program or
fund-raising activity based on its purpose, audience, and content. That man
agement and general activity would likely be considered incidental to the
program or fund-raising activity being conducted. In circumstances in which a
fund-raising, program, or management and general activity is conducted in
conjunction with another activity and is incidental to that other activity, and
the conditions in this SOP for allocation are met, joint costs are permitted but
not required to be allocated and may therefore be charged to the functional
classification related to the activity that is not the incidental activity. However,
in circumstances in which the program or management and general activities
are incidental to the fund-raising activities, it is unlikely that the conditions
required by this SOP to permit allocation ofjoint costs would be met.

Disclosures
.18 Entities that allocate joint costs should disclose the following in the
notes to their financial statements:
9 Some states or other regulatory bodies require that certain disclosures be included when
soliciting contributions. For purposes of applying the guidance in this SOP, communications that
include such required disclosures are considered fund-raising activities and are not considered
management and general activities.
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a.

The types of activities for which joint costs have been incurred

b.

A statement that such costs have been allocated

c.

The total amount allocated during the period and the portion allo
cated to each functional expense category

.1 9 This SOP encourages, but does not require, that the amount of joint
costs for each kind ofjoint activity be disclosed, if practical.

Effective Date
.2 0 This SOP is effective for financial statements for years beginning
on or after December 15, 1998. Earlier application is encouraged in fiscal
years for which financial statements have not been issued. If comparative
financial statements are presented, retroactive application is permitted but
not required.

The provisions of this Statement of Position need
not be applied to immaterial items.
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Appendix A
Accounting for Joint Activities10

10 Note: This flowchart summarizes certain guidance in this SOP and is not intended as a
substitute for the SOP

AICPA Technical Practice Aids

§10,730.21

20,452

§10,730.21

Statements of Position

Copyright © 1998, American Institute of Certified Public Accountants, Inc.

Accounting for Costs of Activities That Include Fund Raising

20,453

.22

Appendix B

Background
B.1. As stated in paragraph .04, the provisions of Statement of Position
(SOP) 87-2, Accounting for Joint Costs ofInformational Materials and Activities
ofNot-for-Profit Organizations That Include a Fund-Raising Appeal, have been
difficult to implement and applied inconsistently in practice. That difficulty has
been due in part to the following:
•

The second sentence of paragraph 1 of SOP 87-2 stated that “some of
the costs incurred by such organizations are clearly identifiable with
fundraising, such as the cost of fund-raising consulting services.” It is
unclear whether activities that would otherwise be considered pro
gram activities should be characterized as program activities if they
are performed or overseen by professional fund raisers. Also, it is
unclear whether activities would be reported differently (for example,
as program rather than fund raising) depending on whether the
fund-raising consultant is compensated by a predetermined fee or by
some other method, such as a percentage of contributions raised.

•

SOP 87-2 was unclear about whether allocation of costs to fund-raising
expense is required if the activity for which the costs were incurred
would not have been undertaken without the fund-raising component.

•

SOP 87-2 defined joint costs through examples, and it is therefore
unclear what kinds of costs were covered by SOP 87-2. For example,
it is unclear whether salaries and indirect costs can be joint costs.

•

Some believe the guidance in SOP 87-2 was inadequate to determine
whether joint activities, such as those that request contributions and
also list the warning signs of a disease, are designed to motivate their
audiences to action other than to provide contributions to the entity.
It is unclear what attributes the targeted audience should possess in
order to conclude that a program function is being conducted.

B.2. In 1992, the Accounting Standards Executive Committee (AcSEC)
undertook a project to supersede SOP 87-2, to provide clearer guidance than
that provided by SOP 87-2, as well as to provide guidance that would improve
on the guidance in SOP 87-2. In September 1993, AcSEC released an exposure
draft of a proposed SOP, Accounting for Costs of Materials and Activities of
Not-for-Profit Organizations and State and Local Governmental Entities That
Include a Fund-Raising Appeal, for public comment. AcSEC received more than
300 comment letters on the exposure draft. AcSEC redeliberated the issues
based on the comments received.

B.3. In 1996, after redeliberating the issues based on the comments re
ceived and making certain revisions to the draft SOP, AcSEC conducted a field
test of the draft SOP. The objectives of the field test were to determine whether
the provisions of the draft SOP were sufficiently clear and definitive to generate
consistent and comparable application of the SOP. Based on the field test
results, AcSEC concluded that the provisions of the draft SOP, with certain
revisions, were sufficiently clear and definitive to generate consistent and
comparable application of the SOP.
AICPA Technical Practice Aids
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B.4. Some respondents who commented on the exposure draft, as well as
some interested parties who followed the project through its due process
subsequent to the exposure draft, commented that the SOP should be reexposed
for public comment. Reasons cited include:
•

Approximately three years had passed between the end of the com
ment period and AcSEC’s decision to issue the SOP.

•

AcSEC made significant revisions to the SOP subsequent to releasing
the exposure draft for comment.

Considering whether a proposed standard should be reexposed for public
comment is inherently a subjective process. Factors that AcSEC considered
include—
•

The significance of changes made to the exposure draft and whether
those changes result in guidance that the public did not have an
opportunity to consider.

•

Whether the scope was revised in such a way that affected entities did
not have an opportunity to comment.

•

New information about or changes in the nature of the transactions
being considered, practice, or other factors.

AcSEC believes that the length of time between exposure and final issuance is
not pertinent to whether the SOP should be reexposed for public comment.

B.5. Based on consideration of the factors identified, AcSEC believes that
the SOP should not be reexposed for public comment. AcSEC notes that
although the SOP has been revised based on comments received on the expo
sure draft, those revisions do not change the overall model in the SOP. Those
revisions were made primarily to clarify the SOP and improve its operationality. Further, AcSEC believes that the project received a high level of attention
from interested parties. AcSEC provided working drafts to interested parties
and those parties provided input throughout the process, up to and including
the Financial Accounting Standard Board’s and the Governmental Accounting
Standards Board’s clearance of the SOP for issuance.

B.6. Appendix C [paragraph .23] discusses the key issues in the exposure
draft and comments received on those issues, as well as the basis for AcSEC’s
conclusions on those and certain other issues.
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Appendix C

Basis for Conclusions
C.1. This section discusses considerations that were deemed significant by
members of the Accounting Standards Executive Committee (AcSEC) in reach
ing the conclusions in this Statement of Position (SOP). It includes reasons for
accepting certain views and rejecting others. Individual AcSEC members gave
greater weight to some factors than to others.

Overall Framework
C.2. This SOP uses the model in SOP 87-2, Accounting for Joint Costs of
Informational Materials and Activities of Not-for-Profit Organizations That
Include a Fund-Raising Appeal, as a starting point and clarifies guidance that
was unclear, provides more detailed guidance, revises some guidance, and
expands the scope of costs covered to include all costs of joint activities. The
model established by SOP 87-2 was to account for joint costs as fund raising
unless an entity could demonstrate that a program or management and general
function had been conducted. SOP 87-2 used verifiable indications of the
reasons for conducting the activity, such as content, audience, the action
requested, if any, and other corroborating evidence as a basis for determining
whether a program or management and general function had been conducted.
C.3. On an overall basis, the majority of respondents who commented on
the September 1993 exposure draft of a proposed SOP, Accounting for Costs of
Materials and Activities of Not-for-Profit Organizations and State and Local
Governmental Entities That Include a Fund-Raising Appeal, opposed it, for
various reasons, including the following:
•

The guidance in SOP 87-2 is operational, results in sound financial
reporting, and should be retained.

•

The guidance in SOP 87-2 should be retained but clarified.

•

The guidance proposed in the exposure draft should be revised. (Some
commented that it overstates fund raising; others commented that it
understates fund raising.)

C.4. AcSEC concluded that it supports the model in the exposure draft,
subject to certain revisions. AcSEC believes that this SOP provides clear,
detailed accounting guidance that, when applied, will increase comparability
of financial statements. Those statements will also include more meaningful
disclosures without incurring increased costs.

C.5. Some respondents commented that the model in the exposure draft
would adversely affect entities both financially and operationally. Various
reasons were given, including the following:
•

It would inhibit the ability of entities, particularly small entities and
entities that raise contributions through direct solicitations, to gener
ate the necessary revenue to perform their program services.

•

Most entities would not meet the criteria in this SOP for reporting
costs of joint activities as program or management and general,
because they must combine their mission statements, public informa
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tion and education, and fund-raising appeals due to a lack of resources.
Some noted that this may result in unsatisfactory ratings from public
watchdog groups.
AcSEC did not find these arguments compelling. This SOP provides accounting
guidance; it provides no guidance concerning how entities should undertake
their activities. Also, this SOP does not prohibit allocation merely because
activities carrying out different functions are combined. In fact, this SOP
provides guidance for reporting costs as program or management and general
in circumstances in which those activities are combined with fund-raising.
Moreover, actions taken by financial statement users are not the direct result
of the requirements of this SOP. Rather, those actions may result from more
relevant and useful information on which to base decisions.

C.6. Some respondents commented that the exposure draft is biased to
ward reporting expenses as fund raising. AcSEC believes that determining
whether the costs of joint activities should be classified as program, manage
ment and general, or fund raising sometimes is difficult, and such distinctions
sometimes are subject to a high degree of judgment. AcSEC believes that
external financial statement users focus on and have perceptions about
amounts reported as program, management and general, and fund raising.
That focus and those perceptions provide incentives for entities to report
expenses as program or management and general rather than fund raising.
Therefore, in circumstances in which joint activities are conducted, a presump
tion exists that expenses should be reported as fund raising rather than as
program or management and general. The criteria in this SOP provide guidance
for entities to overcome that presumption.

Accounting for Joint Activities
C.7. This SOP requires that if any of the criteria of purpose, audience, and
content are not met, all costs of the activity should be reported as fund raising,
including costs that otherwise might be considered program or management
and general costs if they had been incurred in a different activity, subject to the
exception in the following sentence. Costs of goods or services provided in
exchange transactions that are part of joint activities, such as costs of direct
donor benefits of a special event (for example, a meal), should not be reported
as fund raising. (This SOP expands on the model established by SOP 87-2 by
including all costs of joint activities other than costs of goods or services
provided in exchange transactions, rather than merely joint costs.) AcSEC
believes that the criteria of purpose, audience, and content are each relevant
in determining whether a joint activity should be reported as fund raising,
program, or management and general because each provides significant evi
dence about the benefits expected to be obtained by undertaking the activity.

C.8. Some respondents commented that reporting costs that otherwise
might be considered program or management and general costs if they had been
incurred in a different activity as fund raising is misleading and that the scope
of the SOP should include only joint costs of joint activities. Some commented
that reporting costs that otherwise might be considered program or manage
ment and general costs if they had been incurred in a different activity as fund
raising conflicts with Financial Accounting Standards Board (FASB) State
ment of Financial Accounting Standards No. 117, Financial Statements of
Not-for-Profit Organizations, which defines fund raising, program, and man
agement and general and requires not-for-profit organizations (NPOs) to report
information about expenses using those functional classifications.
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C.9. AcSEC believes that the purpose for which costs other than joint costs
are incurred may be fund raising, program, or management and general,
depending on the context in which they are used in the activity undertaken.
For example, a program-related pamphlet may be sent to an audience in need
of the program. In that context, the pamphlet is used for program purposes.
However, in order to demonstrate to potential donors that the entity’s programs
are worthwhile, that same pamphlet may be sent to an audience that is likely
to contribute, but that has no need or reasonable potential for use of the
program. In that context, the pamphlet is used for fund raising. AcSEC believes
this broader scope will result in more comparability and more meaningful
financial reporting by covering all costs of activities that include fund raising
and by assigning those costs to the function for which they are incurred,
consistent with the guidance in Statement No. 117.
C.10. AcSEC believes that costs of goods or services provided in exchange
transactions should not be charged to fund raising because those costs are
incurred in exchange for revenues other than contributions.

Criteria of Purpose, Audience, and Content
Call For Action
C.11. The definition of program in FASB Statement No. 117 includes
public education. As noted in paragraph C.6, AcSEC believes that in circum
stances in which joint activities are conducted, a presumption exists that
expenses should be reported as fund raising rather than as program or man
agement and general. AcSEC believes that in order to overcome that presump
tion, it is not enough that (a) the purpose of the activity include educating the
public about causes, (6) the audience has a need or reasonable potential for use
of any educational component of the activity pertaining to causes, or (c) the
audience has the ability to assist the entity in meeting the goals of the program
component of the activity by becoming educated about causes. Therefore,
AcSEC concluded that for purposes of this SOP, in order to conclude that the
criteria of purpose, audience, and content are met program activities are
required to call for specific action by the recipient (other than becoming
educated about causes) that will help accomplish the entity’s mission. As
discussed in paragraph .09, in certain circumstances educational activities may
call for specific action by the recipient that will help accomplish the entity’s
mission.
Purpose

C.12. AcSEC believes meeting the purpose criterion demonstrates that the
purpose of the activity includes accomplishing program or management and
general functions. Inherent in the notion of a joint activity is that the activity
has elements of more than one function. Accordingly, the purpose criterion
provides guidance for determining whether the purpose of the activity includes
accomplishing program or management and general functions in addition to
fund raising.
Compensation and Evaluation Tests

C.13. The exposure draft proposed that all costs of the joint activity should
be charged to fund raising if (a) substantially all compensation or fees for
performing the activity are based on amounts raised or (b) the evaluation of the
party performing the activity is based on amounts raised. Some respondents
AICPA Technical Practice Aids
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commented that basing the method of compensation or evaluating the perform
ance of the party performing the activity based on contributions raised should
not lead to the conclusion that all costs of the activity should be charged to fund
raising. Others commented that the method of compensation is unrelated to
whether the purpose criterion is met. The reasons given included the following:

•

It is counterintuitive to imply that those performing multipurpose
activities that include fund raising would not be compensated or
evaluated based on amounts raised.

•

Such guidance would create a bias toward entities that use employees
to raise contributions and against entities that hire professional fund
raisers and public relations firms and is therefore not neutral.

Some respondents gave examples of circumstances in which substantially all
compensation is based on contributions raised and asserted that the activity
was nevertheless a program activity. In each of those examples, AcSEC consid
ered all the facts presented and concluded that the activity was fund raising.

C.14. AcSEC continues to support the spirit of the proposed guidance,
because AcSEC believes that basing a majority of compensation on funds raised
is persuasive evidence that the activity is a fund-raising activity. Nevertheless,
AcSEC believes that the proposed guidance was unclear and would be difficult
to implement, primarily because of the broad definition of “based on contribu
tions raised” included in the glossary of the exposure draft. In connection with
that issue, AcSEC was concerned that any joint activities performed by a
fund-raising department or by individuals whose duties include fund raising,
such as executive officers of small NPOs who are employed based on their
ability to raise contributions, would be required to be reported as fund raising
because the compensation of the parties performing those activities is based on
amounts raised. Also, AcSEC had concerns that it would be difficult to deter
mine whether fixed contract amounts were negotiated based on expected
contributions. Therefore, AcSEC concluded that the compensation test should
be revised to provide that the purpose criterion is not met if a majority of
compensation or fees for any party’s performance of any component of the
discrete joint activity varies based on contributions raised for that discrete joint
activity. AcSEC believes that guidance is sound and is operational.

C.15. AcSEC believes that the guidance in paragraph .10a is not biased
against entities that hire professional fund raisers, because it applies to the
entity’s employees as well as professional fund raisers. For example, if a
majority of an employee’s compensation or fees for performing a component of
a discrete joint activity varies based on contributions raised for that discrete
joint activity, the purpose criterion is not met.
Similar Function-Similar Medium Test
C.16. Some respondents misinterpreted the exposure draft as providing
that, in order to meet the purpose criterion, the program or management and
general activity must be conducted without the fund-raising component, using
the same medium and on a scale that is similar to or greater than the program
or management and general component of the activity being accounted for. That
was not a requirement proposed by the exposure draft. The exposure draft
proposed that meeting that condition would result in meeting the purpose
criterion. Failing the criterion merely leads to consideration of other evidence,
such as the indicators in paragraph .11. AcSEC has revised the SOP to state
this more clearly.
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Other Evidence

C.17. The compensation test and the similar function-similar medium test
may not always be determinative because the attributes that they consider may
not be present. Therefore, this SOP includes indicators that should be consid
ered in circumstances in which the compensation test and the similar function
similar medium test are not determinative. The nature of those indicators is
such that they may be present in varying degrees. Therefore, all available
evidence, both positive and negative, should be considered to determine
whether, based on the weight of that evidence, the purpose criterion is met.
Audience

C.18. The exposure draft proposed that if the audience for the materials or
activities is selected principally on its ability or likelihood to contribute, the
audience criterion is not met and all the costs of the activity should be charged
to fund raising. Further, the exposure draft proposed that if the audience is
selected principally based on its need for the program or because it can assist
the entity in meeting its program goals other than by financial support provided
to the entity, the audience criterion is met. Some respondents commented that
that audience criterion is too narrow, because it is based on the principal reason
for selecting the audience. They asserted that for some activities no principal
reason exists for selecting an audience; entities select the audience for those
activities for multiple reasons, such as both the audience’s ability to contribute
and its ability to help meet program goals. Some commented that for some
activities, entities select audiences that have provided past financial support
because, by providing financial support, those audiences have expressed an
interest in the program.
C.19. AcSEC believes that meeting the audience criterion should demon
strate that the audience is selected because it is a suitable audience for
accomplishing the activity’s program or management and general functions.
Therefore, the reasons for selecting the audience should be consistent with the
program or management and general content of the activity. However, AcSEC
believes it is inherent in the notion of joint activities that the activity has
elements of more than one function, including fund raising, and acknowledges
that it may be difficult to determine the principal reason for selecting the
audience. Accordingly, AcSEC concluded that if the audience includes prior
donors or is otherwise selected based on its ability or likelihood to contribute,
a rebuttable presumption should exist that the audience was selected to raise
funds. AcSEC believes that the reasons for selecting the audience that can
overcome that presumption, which are included in paragraph .13 of this SOP,
demonstrate that the audience is selected because it is a suitable audience for
accomplishing the activity’s program or management and general functions
based on the program or management and general content of the activity.

Content

C.20. AcSEC believes that meeting the content criterion demonstrates that
the content of the activity supports program or management and general
functions. AcSEC believes that accounting guidance should not impose value
judgments about whether the entity’s mission, programs, and responsibilities
are worthwhile. Therefore, whether the content criterion is met depends on the
relationship of the content to the entity’s mission, programs, and management
and general responsibilities.
C.21. Paragraph .14 provides that, to meet the content criterion, program
activities should call for specific action by the recipient that will help accom
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plish the entity’s mission. The exposure draft proposed that slogans, general
calls to prayer, and general calls to protest do not meet the content criterion;
some respondents disagreed. AcSEC concluded that this SOP should be silent
concerning whether slogans, general calls to prayer, and general calls to protest
are calls to action that meet the content criterion. AcSEC believes that deter
mining whether those items are calls to action that meet the content criterion
requires judgments based on the particular facts and circumstances.

C.22. Some respondents commented that educating the public about
causes without calling for specific action should satisfy the content criterion.
They noted that this is particularly relevant for NPOs subject to Internal
Revenue Code (IRC) Section 501(c)4, because those NPOs are involved in
legislative reform. Also, some noted that it may be the entity’s mission or goal
to educate the public about causes. They believe that, in those cases, the NPO’s
program is to educate the public about causes without necessarily calling for
specific action by the recipient.
C.23. As discussed in paragraph C.11, AcSEC concluded that education
that does not motivate the audience to action is in fact done in support of fund
raising. However, this SOP acknowledges that some educational messages
motivate the audience to specific action, and those messages meet the content
criterion. AcSEC believes that that provision will result in the activities of some
NPOs subject to IRC Section 501(c)4 (and some other entities, whose mission
or goal is to educate the public) meeting the content criterion.
C.24. Paragraph .13c provides that one way that the audience criterion is
met is if the entity is required to direct the management and general component
of the activity to the particular audience. Further, as discussed in paragraph
D.13, in Discussion of Conclusions, an audience that includes prior donors and
is selected because the entity is required to send them certain information to
comply with requirements of the Internal Revenue Service (IRS) is an example
of an audience that is selected because the entity is required to direct the
management and general component of the activity to that audience. Para
graph .146 provides that one way that the content criterion is met is if the
activity fulfills one or more of the entity’s management and general responsi
bilities through a component of the joint activity. However, footnote 9 to
paragraph .146 provides that disclosures made when soliciting contributions
to comply with requirements of states or other regulatory bodies are considered
fund-raising activities, and are not considered management and general activi
ties. AcSEC considered whether it is inconsistent to conclude both that (a)
activities conducted to comply with requirements of regulatory bodies concern
ing contributions that have been received are management and general activi
ties, and that (6) activities conducted to comply with requirements of regulatory
bodies concerning soliciting contributions are fund-raising activities. AcSEC
believes that those provisions are not inconsistent. AcSEC believes there is a
distinction between (a) requirements that must be met as a result of receiving
contributions and (6) requirements that must be met in order to solicit contri
butions. AcSEC believes that activities that are undertaken as a result of
receiving contributions are management and general activities while activities
that are undertaken in order to solicit contributions are fund-raising activities.

Incidental Activities
C.25. Many entities conduct fund-raising activities in conjunction with
program or management and general activities that are incidental to such pro
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gram or management and general activities. Similarly, entities may conduct
program or management and general activities in conjunction with fund-rais
ing activities that are incidental to such fund-raising activities. Such efforts
may be a practical and efficient means for entities to conduct activities,
although the principal purpose of the activity may be to fulfill either fund-rais
ing, program, or management and general functions. The exposure draft
proposed that incidental activities need not be considered in applying this SOP.
Some respondents disagreed with that guidance, while others commented that
it was confusing. AcSEC continues to support that guidance. AcSEC believes
that guidance is necessary to avoid requiring complex allocations in circum
stances in which the criteria of purpose, audience, and content are met but the
activity is overwhelmingly either fund raising, program, or management and
general.

Allocation Methods
C.26. Respondents had various comments concerning allocation methods,
including the following:
•

The SOP should focus on allocation methods rather than on circum
stances in which entities should allocate.

•

The SOP should prescribe allocation methods.

•

The approach taken in the SOP—discussing, rather than requiring or
prohibiting allocation methods—is sound.

•

Certain allocation methods should be prohibited.

•

The SOP should set maximum allocation percentages.

AcSEC believes that no particular allocation method or methods are necessarily
more desirable than other methods in all circumstances. Therefore, this SOP
neither prescribes nor prohibits any particular allocation methods. AcSEC
believes entities should apply the allocation methods that result in the most
reasonable cost allocations for their activities. Appendix F [paragraph .26] of
this SOP illustrates several allocation methods, any one of which may result
in a reasonable or unreasonable allocation of costs in particular circumstances.
The methods illustrated are not the only acceptable methods. However, AcSEC
believes that the methods illustrated in this SOP are among those most likely
to result in meaningful cost allocations.

C.27. Accounting Principles Board (APB) Opinion No. 20, Accounting
Changes, states in paragraph 7 that “the term accounting principle includes
‘not only accounting principles and practices but also the methods of applying
them.”’ APB Opinion 20 also states in paragraphs 15 and 16 that
... In the preparation of financial statements there is a presumption that an
accounting principle once adopted should not be changed in accounting for
events and transactions of a similar type .... The presumption that an entity
should not change an accounting principle may be overcome only if the enter
prise justifies the use of an alternative acceptable accounting principle [alloca
tion method] on the basis that it is preferable.

A change in cost allocation methodology may be a change in accounting
principle for entities covered by this SOP. Accordingly, paragraph .16 of this
SOP provides that the cost allocation methodology used should be applied
consistently, given similar facts and circumstances.
AICPA Technical Practice Aids
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Disclosures
C.28. Respondents made various comments concerning the required and
encouraged disclosures, including recommendations for additional disclosures
and recommendations that certain disclosures be deleted. AcSEC was not
persuaded that the costs of the other disclosures recommended by respondents
are justified by their benefits. AcSEC believes that, with the exception of one
disclosure, the disclosures prescribed by the exposure draft provide relevant
information about the kinds of activities for which joint costs have been
incurred and the manner in which those costs are reported in the financial
statements. In considering disclosures proposed by the exposure draft about
the allocation method, AcSEC observed that there are no requirements to
disclose methods of allocating other expenses and questioned the utility of
disclosing the allocation method in this circumstance. AcSEC concluded that
the requirement to disclose the allocation method should be deleted.
C.29. Paragraph .19 encourages, but does not require, certain disclosures.
AcSEC believes those disclosures provide useful information but that they
should be encouraged rather than required because the costs of making them
may not be justified by the benefits in all cases.

Effective Date
C.30. Some respondents commented that the effective date should be
deferred. AcSEC believes that the accounting systems required to implement
this SOP are already in place and that implementation should be relatively
straightforward. However, AcSEC acknowledges that some entities may
change their operations based on the reporting that would result from this SOP.
Therefore, AcSEC concluded that this SOP should be effective for financial
statements for years beginning on or after December 15,1998.

Cost-Benefit
C.31. Some respondents commented that the guidance would increase
record keeping costs. AcSEC believes that implementing this SOP will not
significantly increase record keeping costs, which are primarily the costs of
documenting reasons for undertaking joint activities. Further, AcSEC believes
that the costs of making the disclosures required by this SOP should be
minimal, because entities should already have the information that is required
to be disclosed. AcSEC believes that implementing this SOP will result in more
relevant, meaningful, and comparable financial reporting and that the cost of
implementing this SOP will be justified by its benefits.
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Appendix D
Discussion of Conclusions

Scope
D.1. This Statement of Position (SOP) applies only to costs of joint activi
ties. It does not address allocations of costs in other circumstances.

Reporting Models and Related Requirements
D.2. Paragraph 26 of Financial Accounting Standards Board (FASB) State
ment of Financial Accounting Standards No. 117, Financial Statements ofNot-forProfit Organizations, specifies that a statement of activities or notes to the financial
statements should provide information about expenses reported by their functional
classification, such as major classes of program services and supporting activities.
Paragraph 13.35 of the AICPA Audit and Accounting Guide Not-for-Profit Organi
zations provides that the financial statements of not-for-profit organizations
(NPOs) should disclose the total fund-raising expenses.
D.3. Governmental Accounting Standards Board (GASB) Statement No.
29, The Use ofNot-for-Profit Accounting and Financial Reporting Principles by
Governmental Entities, provides that governmental entities should not change
their accounting and financial reporting to apply the provisions of FASB
Statements No. 116, Accounting for Contributions Received and Contributions
Made, and No. 117. GASB Statement No. 29 permits governmental entities that
have applied the accounting and financial reporting principles in SOP 78-10,
Accounting Principles and Reporting Practices for Certain Nonprofit Organiza
tions, or in the AICPA Industry Audit Guide Audits of Voluntary Health and
Welfare Organizations* (modified by all applicable FASB pronouncements
issued through November 30,1989, and by most applicable GASB pronounce
ments) to continue to do so, pending GASB pronouncements on the accounting
and financial reporting model for governmental entities. Alternatively, those
governmental entities are permitted to change to the current governmental
financial reporting model.
The AICPA Audit and Accounting Guides Audits of Colleges and Universities, Audits of Volun
tary Health and Welfare Organizations, and Audits of Certain Nonprofit Organizations were super
seded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit Organizations.
However, because the accounting guidance contained in these Guides remained applicable to certain
governmental entities (pursuant to the provisions of GASB Statement Nos. 15, Governmental College
and University Accounting and Financial Reporting Models, and 29, The Use of Not-for-Profit
Accounting and Financial Reporting Principles by Governmental Entities), the AICPA continued to
make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling
these Guides.
Accordingly, Audits of Colleges and Universities, Audits of Voluntary Health and Welfare Organiza
tions, and Audits of Certain Nonprofit Organizations will no longer be included as part of this
loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance in
these Guides will no longer be applicable to any governmental entities. Please note that the Guides have
not been updated since 1994. Therefore, if you already have a Guide, and choose to continue using it until
the phase-in period is complete, you must consider guidance issued since they were last updated.
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D.4. GASB Statement No. 15, Governmental College and University Ac
counting and Financial Reporting Models, requires governmental colleges and
universities to use one of two accounting and financial reporting models. One
model, referred to as the “AICPA College Guide Model,” encompasses the
accounting and financial reporting guidance in the 1973 AICPA Industry Audit
Guide Audits ofColleges and Universities,* as amended by SOP 74-8, Financial
Accounting and Reporting by Colleges and Universities, and as modified by
applicable FASB pronouncements issued through November 30,1989, and all
applicable GASB pronouncements. (The other model, referred to as the “Gov
ernmental Model,” is based on the pronouncements of the National Council on
Governmental Accounting [NCGA] and the GASB.)
D.5. For state and local governmental entities, some are required to report
expenses by function using the functional classifications of program, manage
ment and general, and fund raising. Other state and local governmental
entities that report expenses or expenditures by function have a functional
structure that does not include fund raising, program, or management and
general. Still other state and local governmental entities do not report expenses
or expenditures by function. Examples of those various reporting requirements
are as follows:
•

Entities applying the accounting and financial reporting principles in
the AICPA Industry Audit Guide Audits of Voluntary Health and
Welfare Organizations,* as well as those that follow SOP 78-10 and
that receive significant amounts of contributions from the public, are
required to report separately the costs of the fund-raising, program,
and management and general functions.

•

Entities applying the accounting and financial reporting principles in
the AICPA Industry Audit Guide Audits of Colleges and Universities*
as amended by SOP 74-8, are required to report fund raising as part
of the “institutional support” function.

D.6. As discussed in footnote 3 to paragraph .01 of this SOP, this SOP is
not intended to require reporting the functional classifications of fund raising,
program, and management and general. Rather, those functional classifica
tions are discussed throughout this SOP for purposes of illustrating how the
guidance in this SOP would be applied by entities that use those functional
classifications. Entities that do not use the functional classifications of fund
The AICPA Audit and Accounting Guides Audits of Colleges and Universities, Audits of Volun
tary Health and Welfare Organizations, and Audits of Certain Nonprofit Organizations were super
seded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit Organizations.
However, because the accounting guidance contained in these Guides remained applicable to certain
governmental entities (pursuant to the provisions of GASB Statement Nos. 15, Governmental College
and University Accounting and Financial Reporting Models, and 29, The Use of Not-for-Profit
Accounting and Financial Reporting Principles by Governmental Entities), the AICPA continued to
make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling
these Guides.
Accordingly, Audits of Colleges and Universities, Audits of Voluntary Health and Welfare Organiza
tions, and Audits of Certain Nonprofit Organizations will no longer be included as part of this
loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance in
these Guides will no longer be applicable to any governmental entities. Please note that the Guides have
not been updated since 1994. Therefore, if you already have a Guide, and choose to continue using it until
the phase-in period is complete, you must consider guidance issued since they were last updated.
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raising, program, and management and general should apply the guidance in
this SOP for purposes of accounting for joint activities, using their reporting
model. For example, some entities may conduct membership-development
activities. As discussed in the Glossary [paragraph .30] of this SOP, if there are
no significant benefits or duties connected with membership, the substance of
the membership-development activities may, in fact, be fund raising. In such
circumstances, the costs of those activities should be charged to fund raising.
To the extent that member benefits are received, membership is an exchange
transaction. In circumstances in which membership development is in part
soliciting revenues from exchange transactions and in part soliciting contribu
tions and the purpose, audience, and content of the activity are appropriate for
achieving membership development, joint costs should be allocated between
fund raising and the exchange transaction.

Assigning Costs of Joint Activities
D.7. Paragraph .07 provides: “If the criteria of purpose, audience, and
content are met, the costs of a joint activity that are identifiable with a
particular function should be charged to that function and joint costs should be
allocated between fund raising and the appropriate program or management
and general function. If any of the criteria are not met, all costs of the joint
activity should be reported as fund-raising costs, including costs that otherwise
might be considered program or management and general costs if they had been
incurred in a different activity....” For example, if the criteria are met, the
costs of materials that accomplish program goals and that are unrelated to fund
raising, such as the costs of a program-related pamphlet included in a joint
activity, should be charged to program, while joint costs, such as postage, should
be allocated between fund raising and program. However, if the pamphlet is
used in fund-raising packets and the criteria are not met, the costs of the
pamphlets used in the fund-raising packets, as well as the joint costs, should
be charged to fund raising. (If some pamphlets are used in program activities
that include no fund raising, the cost of the pamphlets used in those separate
program activities that include no fund raising should be charged to program.)

Educational Activities
D.8. Some entities have missions that include educating the public (stu
dents) in areas other than causes. Paragraph .09 provides that, for those
entities, educating the audience in areas other than causes or motivating the
audience to engage in specific activities, such as attending a lecture or class,
that will educate them in areas other than causes is considered a call for specific
action by the recipients that will help accomplish the entity’s mission. Educat
ing the audience about causes or motivating the audience to engage in specific
activities that will educate them about causes without educating them in other
subjects is not considered a call for specific action by the audience that will help
accomplish the entity’s mission. An example of a lecture or class that will
educate students in an area other than causes is a lecture on the nesting habits
of the bald eagle, given by the Save the Bald Eagle Society, an NPO whose
mission is to save the bald eagle from extinction and educate the public about
the bald eagle. An example of a lecture or class that will address particular
causes is a lecture by the Bald Eagle Society on the potential extinction of bald
eagles and the need to raise contributions to prevent their extinction. For
purposes of applying the guidance in this SOP, motivating the audience to
attend a lecture on the nesting habits of the bald eagle is a call for specific action
that will help accomplish the entity’s mission. If the lecture merely addresses
AICPA Technical Practice Aids
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the potential extinction of bald eagles and the need to raise contributions to
prevent their extinction, without addressing the nesting habits of the bald
eagle, motivating the audience to attend the lecture is not considered a call for
specific action by the recipient that will help accomplish the entity’s mission.

D.9. AcSEC notes that most transactions in which a student attends a
lecture or class are exchange transactions and are not joint activities. Such
transactions are joint activities only if the activity includes fund raising.

Audience
D.10. Paragraph .12 provides that a rebuttable presumption exists that the
audience criterion is not met if the audience includes prior donors or is otherwise
selected based on its ability or likelihood to contribute to the entity. That presump
tion can be overcome if the audience is also selected for the program or management
and general reasons specified in paragraph .13. Further, paragraph .12 provides
that in determining whether that presumption is overcome, entities should con
sider the extent to which the audience is selected based on its ability or likelihood
to contribute to the entity and contrast that with the extent to which it is selected
for the reasons that may overcome that presumption. Some organizations conduct
joint activities that are special events, such as symposia, dinners, dances, and
theater parties, in which the attendee receives a direct benefit (for example, a meal
or theater ticket) and for which the admission price includes a contribution. For
example, it may cost $500 to attend a dinner with a fair value of $50. In that case,
the audience is required to make a $450 contribution in order to attend. In
circumstances in which the audience is required to make a contribution to partici
pate in a joint activity, such as attending a special event, the audience’s ability or
likelihood to contribute is a significant factor in its selection. Therefore, in circum
stances in which the audience is required to make a contribution to participate in
a joint activity, the extent to which the audience is selected for the program or
management and general reasons in paragraph .13 must be overwhelmingly
significant in order to rebut the presumption that the audience criterion is not met.

D.11. The source of the names and the characteristics of the audience
should be considered in determining the reason for selecting the audience.
Some entities use lists compiled by others to reach new audiences. The source
of such lists may indicate the purpose or purposes for which they were selected.
For example, lists acquired from entities with similar or related programs are
more likely to meet the audience criterion than are lists acquired from entities
with dissimilar or unrelated programs. Also, the characteristics of those on the
lists may indicate the purpose or purposes for which they were selected. For
example, a list based on a consumer profile of those who buy environmentally
friendly products may be useful to an entity whose mission addresses environ
mental concerns and could therefore indicate that the audience was selected
for its ability to take action to assist the entity in meeting program goals.
However, a list based on net worth would indicate that the audience was
selected based on its ability or likelihood to contribute, unless there was a
correlation between net worth and the program or management and general
components of the activity.
D.12. Some audiences may be selected because they have an interest in or
affinity to the program. For example, homeowners may have an interest in the
homeless because they are sympathetic to the plight of the homeless. Never
theless, including homeowners in the audience of a program activity to provide
services to the homeless would not meet the audience criterion, because they
do not have a need or reasonable potential for use of services to the homeless.
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D.13. Paragraph .13c provides that the audience criterion is met if the
entity is required to direct the management and general component of the joint
activity to the particular audience or the audience has reasonable potential for
use of the management and general component. An example of a joint activity
in which the audience is selected because the entity is required to direct the
management and general component of the joint activity to the particular
audience is an activity in which the entity sends a written acknowledgment or
other information to comply with requirements of the Internal Revenue Service
to prior donors and includes a request for contributions. An example of a joint
activity in which the audience is selected because the audience has reasonable
potential for use of the management and general component is an activity in
which the entity sends its annual report to prior donors and includes a request
for contributions.

Content
D.14. Paragraph .14 provides that, to meet the content criterion, program
activities should call for specific action by the recipient that will help accom
plish the entity’s mission. As discussed in the Glossary [paragraph .30], the
action should benefit the recipient or society. Examples of actions that benefit
the recipient (such as by improving the recipient’s physical, mental, emotional,
or spiritual health and well-being) or society (such as by addressing societal
problems) include the following:
a.

b.

Actions that benefit the recipient:

•

Stop smoking. Specific methods, instructions, references, and
resources should be suggested.

•

Do not use alcohol or drugs. Specific methods, instructions,
references, and resources should be suggested.

Actions that benefit society:

•

Write or call. The party to communicate with and the subject
matter to be communicated should be specified.

•

Complete and return the enclosed questionnaire. The results of
the questionnaire should help the entity achieve its mission. For
example, if the entity discards the questionnaire, it does not help
the entity achieve its mission.

•

Boycott. The particular product or company to be boycotted
should be specified.

D.15. Paragraph.14b provides that to meet the content criterion, manage
ment and general functions are required to fulfill one or more of the entity’s
management and general responsibilities through a component of the joint
activity. Some states or other regulatory bodies require that certain disclosures
be included when soliciting contributions. Paragraph.14, footnote 9, of this SOP
provides that for purposes of applying the guidance in this SOP, communica
tions that include such required disclosures are considered fund-raising activi
ties and are not considered management and general activities. Some examples
of such disclosures include the following:
•

Information filed with the attorney general concerning this charitable
solicitation may be obtained from the attorney general of [the state] by
calling 123-4567. Registration with the attorney general does not
imply endorsement.
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•

A copy of the registration and financial information may be obtained
from the Division of Consumer Services by calling toll-free, within [the
state], 1-800-123-4567. Registration does not imply endorsement, ap
proval, or recommendation by [the state].

•

Information about the cost of postage and copying, and other informa
tion required to be filed under [the state] law, can be obtained by calling
123-4567.

•

The organization’s latest annual report can be obtained by calling
123-4567.

Allocation Methods
D.16. Paragraph .16 of this SOP states, “The cost allocation methodology
used should be rational and systematic, it should result in an allocation ofjoint
costs that is reasonable, and it should be applied consistently given similar facts
and circumstances.” The allocation ofjoint costs should be based on the degree
to which costs were incurred for the functions to which the costs are allocated
(that is, program, management and general, or fund raising). For purposes of
determining whether the allocation methodology for a particular joint activity
should be consistent with methodologies used for other particular joint activi
ties, facts and circumstances that may be considered include factors related to
the content and relative costs of the components of the activity. The audience
should not be considered in determining whether the facts and circumstances
are similar for purposes of determining whether the allocation methodology for
a particular joint activity should be consistent with methodologies used for
other particular joint activities.

Practicability of Measuring Joint Costs
D.17. The Glossary [paragraph .30] of this SOP includes a definition of
joint costs. Some costs, such as utilities, rent, and insurance, commonly referred
to as indirect costs, may be joint costs. For example, the telephone bill for a
department that, among other things, prepares materials that include both
fund-raising and program components may commonly be referred to as an
indirect cost. Such telephone bills may also be joint costs. However, for some
entities, it is impracticable to measure and allocate the portion of the costs that
are joint costs. Considerations about which joint costs should be measured and
allocated, such as considerations about materiality and the costs and benefits
of developing and providing the information, are the same as considerations
about cost allocations in other circumstances.
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Appendix E
Illustrations of Applying the Criteria of Purpose,
Audience, and Content to Determine Whether a
Program or Management and General Activity
Has Been Conducted
Illustration 1
Facts

E.1. Entity A’s mission is to prevent drug abuse. Entity A’s annual report
states that one of its objectives in fulfilling that mission is to assist parents in
preventing their children from abusing drugs.

E.2. Entity A mails informational materials to the parents of all junior high
school students explaining the prevalence and dangers of drug abuse. The
materials encourage parents to counsel children about the dangers of drug
abuse and inform them about how to detect drug abuse. The mailing includes
a request for contributions. Entity A conducts other activities informing the
public about the dangers of drug abuse and encouraging parents to counsel
their children about drug abuse that do not include requests for contributions
and that are conducted in different media. Entity A’s executive director is
involved in the development of the informational materials as well as the
request for contributions. The executive director’s annual compensation in
cludes a significant bonus if total annual contributions exceed a predetermined
amount.
Conclusion

E.3. The purpose, audience, and content criteria are met, and the joint costs
should be allocated.
E.4. The activity calls for specific action by the recipient (encouraging
parents to counsel children about the dangers of drug abuse and informing
them about how to detect drug abuse) that will help accomplish the entity’s
mission. Therefore, the guidance in paragraph .10 should be considered. Nei
ther of the factors in paragraph .10a or .10b is determinative of whether the
purpose criterion is met. (Although Entity A’s executive director’s annual
compensation varies based on annual contributions, the executive director’s
compensation does not vary based on contributions raised for this discrete joint
activity.) Therefore, other evidence, such as the indicators in paragraph .11,
should be considered. The purpose criterion is met based on the other evidence,
because (a) the program component of this activity calls for specific action by
the recipient (encouraging parents to counsel children about the dangers of
drug abuse) that will help accomplish the entity’s mission, and it otherwise
conducts the program activity in this illustration without a request for contri
butions, and (b) performing such programs helps accomplish Entity A’s mission.
(Note that had Entity A conducted the activity using the same medium on a
scale that is similar to or greater than the scale on which it is conducted with
the request for contributions, the purpose criterion would have been met under
paragraph .10b.)
AICPA Technical Practice Aids

§10,730.25

20,470

Statements of Position

E.5. The audience criterion is met because the audience (parents ofjunior
high school students) is selected based on its need to use or reasonable potential
for use of the action called for by the program component.
E.6. The content criterion is met because the activity calls for specific
action by the recipient (encouraging parents to counsel children about the
dangers of drug abuse and informing them about how to detect drug abuse) that
will help accomplish the entity’s mission (assisting parents in preventing their
children from abusing drugs), and it explains the need for and benefits of the
action (the prevalence and dangers of drug abuse).

Illustration 2
Facts

E.7. Entity B’s mission is to reduce the incidence of illness from ABC
disease, which afflicts a broad segment of the population. One of Entity B’s
objectives in fulfilling that mission is to inform the public about the effects and
early warning signs of the disease and specific action that should be taken to
prevent the disease.
E.8. Entity B maintains a list of its prior donors and sends them donor
renewal mailings. The mailings include messages about the effects and early
warning signs of the disease and specific action that should be taken to prevent
it. That information is also sent to a similar-sized audience but without the
request for contributions. Also, Entity B believes that recent donors are more
likely to contribute than nondonors or donors who have not contributed re
cently. Prior donors are deleted from the mailing list if they have not contrib
uted to Entity B recently, and new donors are added to the list. There is no
evidence of a correlation between recent contributions and participation in the
program component of the activity. Also, the prior donors’ need to use or
reasonable potential for use of the messages about the effects and early warning
signs of the disease and specific action that should be taken to prevent it is an
insignificant factor in their selection.

Conclusion

E.9. The purpose and content criteria are met. The audience criterion is
not met.11 All costs, including those that might otherwise be considered
program or management and general costs if they had been incurred in a
different activity, should be charged to fund raising.
E.10. The activity calls for specific action by the recipient (action that
should be taken to prevent ABC disease) that will help accomplish the entity’s
mission. Therefore, the guidance in paragraph .10 should be considered. The
purpose criterion is met because (a) the program component of the activity calls
for specific action by the recipient that will help accomplish the entity’s mission
(to reduce the incidence of illness from the disease), and (b) the program is also
11 Paragraph .07 of this SOP provides that all costs ofjoint activities, except for costs of goods or
services provided in exchange transactions that are part of joint activities, such as costs of direct
donor benefits of a special event (for example, a meal), should be charged to fund raising if any of the
criteria of purpose, audience, or content are not met. Accordingly, if one or more criteria are not met,
the other criteria need not be considered. However, the illustrations in this Appendix provide
conclusions about whether each of the criteria would be met in circumstances in which one or more
criteria are not met in order to provide further guidance.
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conducted using the same medium on a scale that is similar to or greater than
the scale on which it is conducted with the request for contributions (a similar
mailing is done without the request for contributions, to a similar-sized
audience).

E.U. The audience criterion is not met. The rebuttable presumption that
the audience criterion is not met because the audience includes prior donors is
not overcome in this illustration. Although the audience has a need to use or
reasonable potential for use of the program component, that was an insignifi
cant factor in its selection.

E.12. The content criterion is met because the activity calls for specific
action by the recipient (actions to prevent ABC disease) that will help accom
plish the entity’s mission (to reduce the incidence of ABC disease), and it
explains the need for and benefits of the action (to prevent ABC disease).

Illustration 3
Facts

E.13. Entity C’s mission is to reduce the incidence of illness from ABC
disease, which afflicts a broad segment of the population. One of Entity C’s
objectives in fulfilling that mission is to increase governmental funding for
research about ABC disease.
E.14. Entity C maintains a list of its prior donors and its employees call
them on the telephone reminding them of the effects of ABC disease, asking for
contributions, and encouraging them to contact their elected officials to urge
increased governmental funding for research about ABC disease. The callers
are educated about ABC, do not otherwise perform fund-raising functions, and
are not compensated or evaluated based on contributions raised. Entity C’s
research indicates that recent donors are likely to contact their elected officials
about such funding while nonrecent donors are not. Prior donors are deleted
from the calling list if they have not contributed to Entity C recently, and new
donors are added to the list.
Conclusion
E.15. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.16. The activity calls for specific action by the recipient (contacting
elected officials concerning funding for research about ABC disease) that will
help accomplish the entity’s mission. Therefore, the guidance in paragraph .10
should be considered. Neither of the factors in paragraph .10a or .10b is
determinative of whether the purpose criterion is met. Therefore, other evi
dence, such as the indicators in paragraph .11, should be considered. The
purpose criterion is met based on the other evidence, because (a) the qualifica
tions and duties of the personnel performing the activity indicate that it is a
program activity (the callers are educated about ABC and do not otherwise
perform fund-raising functions), (b) the method of compensation for performing
the activity does not indicate that it is a fund-raising activity (the employees
are not compensated or evaluated based on contributions raised), and (c)
performing such programs helps accomplish Entity C’s mission.
E.17. The audience criterion is met because the audience (recent donors)
is selected based on its ability to assist Entity C in meeting the goals of the
program component of the activity (recent donors are likely to contact their
elected officials about such funding while nonrecent donors are not).
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E.18. The content criterion is met because the activity calls for specific
action by the recipient (contacting elected officials concerning funding for
research about ABC disease) that will help accomplish the entity’s mission (to
reduce the incidence of ABC disease), and it explains the need for and benefits
of the action (to prevent ABC disease).

Illustration 4
Facts
E.19. Entity D’s mission is to improve the quality of life for senior citizens.
One of Entity D’s objectives included in that mission is to increase the physical
activity of senior citizens. One of Entity D’s programs to attain that objective
is to send representatives to speak to groups about the importance of exercise
and to conduct exercise classes.
E.20. Entity D mails a brochure on the importance of exercise that
encourages exercise in later years to residents over the age of sixty-five in three
zip code areas. The last two pages of the four-page brochure include a perforated
contribution remittance form on which Entity D explains its program and
makes an appeal for contributions. The content of the first two pages of the
brochure is primarily educational; it explains how seniors can undertake a
self-supervised exercise program and encourages them to undertake such a
program. In addition, Entity D includes a second brochure on various exercise
techniques that can be used by those undertaking an exercise program.

E.21. The brochures are distributed to educate people in this age group
about the importance of exercising, to help them exercise properly, and to raise
contributions for Entity D. These objectives are documented in a letter to the
public relations firm that developed the brochures. The audience is selected
based on age, without regard to ability to contribute. Entity D believes that
most of the recipients would benefit from the information about exercise.
Conclusion
E.22. The purpose, audience, and content criteria are met, and the joint
costs should be allocated. (Note that the costs of the second brochure should be
charged to program because all the costs of the brochure are identifiable with
the program function.)

E.23. The activity calls for specific action by the recipient (exercising) that
will help accomplish the entity’s mission. Therefore, the guidance in paragraph
.10 should be considered. Neither of the factors in paragraph .10a or .10b is
determinative of whether the purpose criterion is met. Therefore, other evi
dence, such as the indicators in paragraph .11, should be considered. The
purpose criterion is met based on the other evidence, because (a) performing
such programs helps accomplish Entity D’s mission, and (b) the objectives of
the program are documented in a letter to the public relations firm that
developed the brochure.
E.24. The audience criterion is met because the audience (residents over
sixty-five in certain zip codes) is selected based on its need to use or reasonable
potential for use of the action called for by the program component.

E.25. The content criterion is met because the activity calls for specific
action by the recipient (exercising) that will help accomplish the entity’s mission
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(increasing the physical activity of senior citizens), and the need for and benefits
of the action are clearly evident (explains the importance of exercising).

Illustration 5
Facts

E.26. The facts are the same as those in Illustration 4, except that Entity
E employs a fund-raising consultant to develop the first brochure and pays that
consultant 30 percent of contributions raised.

Conclusion
E.27. The content and audience criteria are met. The purpose criterion is
not met, however, because a majority of compensation or fees for the fund-rais
ing consultant varies based on contributions raised for this discrete joint
activity (the fund-raising consultant is paid 30 percent of contributions raised).
All costs should be charged to fund raising, including the costs of the second
brochure and any other costs that otherwise might be considered program or
management and general costs if they had been incurred in a different activity.

Illustration 6
Facts

E.28. Entity F’s mission is to protect the environment. One of Entity F’s
objectives included in that mission is to take action that will increase the
portion of waste recycled by the public.
E.29. Entity F conducts a door-to-door canvass of a community that recy
cles a low portion of its waste. The purpose of the activity is to help increase
recycling by educating the community about environmental problems created
by not recycling, and to raise contributions. Based on the information commu
nicated by the canvassers, the need for and benefits of the action are clearly
evident. The ability or likelihood of the residents to contribute is not a basis for
communities selected, and all neighborhoods in the geographic area are covered
if their recycling falls below a predetermined rate. The canvassers are selected
from individuals who are well-informed about the organization’s environ
mental concerns and programs and who previously participated as volunteers
in program activities such as answering environmental questions directed to
the organization and developing program activities designed to influence leg
islators to take actions addressing those concerns. The canvassers have not
previously participated in fund-raising activities.
Conclusion

E.30. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.

E.31. The activity calls for specific action by the recipient (implicitly—to
help increase recycling) that will help accomplish the entity’s mission. There
fore, the guidance in paragraph .10 should be considered. Neither of the factors
in paragraph .10a or .10b is determinative of whether the purpose criterion is
met. Therefore, other evidence, such as the indicators in paragraph .11, should
be considered. The purpose criterion is met based on the other evidence, because
(a) the qualifications and duties of the personnel performing the activity
indicate that it is a program activity (the canvassers are selected from individu
als who are well-informed about the organization’s environmental concerns and
programs and who previously participated as volunteers in program activities
AICPA Technical Practice Aids
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such as answering environmental questions directed to the organization and
developing program activities designed to influence legislators to take actions
addressing those concerns), and (6) performing such programs helps accom
plish Entity F’s mission (to protect the environment).

E.32. The audience criterion is met because the audience (neighborhoods
whose recycling falls below a predetermined rate) is selected based on its need
to use or reasonable potential for use of the action called for by the program
component.
E.33. The content criterion is met because the activity calls for specific
action by the recipient (implicitly—to help increase recycling) that will help
accomplish the entity’s mission (to protect the environment), and the need for
and benefits of the action are clearly evident (increased recycling will help
alleviate environmental problems).

Illustration 7
Facts
E.34. Entity G’s mission is to provide summer camps for economically
disadvantaged youths. Educating the families of ineligible youths about the
camps is not one of the program objectives included in that mission.
E.35. Entity G conducts a door-to-door solicitation campaign for its camp
programs. In the campaign, volunteers with canisters visit homes in middle
class neighborhoods to collect contributions. Entity G believes that people in
those neighborhoods would not need the camp’s programs but may contribute.
The volunteers explain the camp’s programs, including why the disadvantaged
children benefit from the program, and distribute leaflets to the residents
regardless of whether they contribute to the camp. The leaflets describe the
camp, its activities, who can attend, and the benefits to attendees. Requests for
contributions are not included in the leaflets.

Conclusion
E.36. The purpose, audience, and content criteria are not met. All costs
should be charged to fund raising.

E.37. The activity does not include a call for specific action because it only
educates the audience about causes (describing the camp, its activities, who
can attend, and the benefits to attendees). Therefore, the purpose criterion is
not met.
E.38. The audience criterion is not met, because the audience is selected
based on its ability or likelihood to contribute, rather than based on (a) its need
to use or reasonable potential for use of the action called for by the program
component, or (b) its ability to take action to assist the entity in meeting the
goals of the program component of the activity. (Entity G believes that people in
those neighborhoods would not need the camp’s programs but may contribute.)
E.39. The content criterion is not met because the activity does not call for
specific action by the recipient. (The content educates the audience about
causes that the program is designed to address without calling for specific
action.)

Illustration 8
Facts

E.40. Entity H’s mission is to educate the public about lifesaving tech
niques in order to increase the number of lives saved. One of Entity H’s objec
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tives in fulfilling that mission, as stated in the minutes of the board’s meetings,
is to produce and show television broadcasts including information about
lifesaving techniques.

E.41. Entity H conducts an annual national telethon to raise contributions
and to reach the American public with lifesaving educational messages, such
as summary instructions concerning dealing with certain life-threatening
situations. Based on the information communicated by the messages, the need
for and benefits of the action are clearly evident. The broadcast includes
segments describing Entity H’s services. Entity H broadcasts the telethon to
the entire country, not merely to areas selected on the basis of giving potential
or prior fund raising results. Also, Entity H uses national television broadcasts
devoted entirely to lifesaving educational messages to conduct program activi
ties without fund raising.
Conclusion
E.42. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.43. The activity calls for specific action by the recipient (implicitly—to
save lives) that will help accomplish the entity’s mission. Therefore, the
guidance in paragraph .10 should be considered. The purpose criterion is met
because (a) the program component of the activity calls for specific action by
the recipient that will help accomplish Entity H’s mission (to save lives by
educating the public), and (b) a similar program activity is conducted without
the fund raising using the same medium and on a scale that is similar to or
greater than the scale on which it is conducted with the appeal (Entity H uses
national television broadcasts devoted entirely to lifesaving educational mes
sages to conduct program activities without fund raising).

E.44. The audience criterion is met because the audience (a broad segment
of the population) is selected based on its need to use or reasonable potential
for use of the action called for by the program activity.
E.45. The content criterion is met because the activity calls for specific
action by the recipient (implicitly—to save lives) that will help accomplish the
entity’s mission (to save lives by educating the public), and the need for and
benefits of the action are clearly evident (saving lives is desirable).

Illustration 9
Facts
E.46. Entity I’s mission is to provide food, clothing, and medical care to
children in developing countries.

E.47. Entity I conducts television broadcasts in the United States that
describe its programs, show the needy children, and end with appeals for
contributions. Entity I’s operating policies and internal management memo
randa state that these programs are designed to educate the public about the
needs of children in developing countries and to raise contributions. The
employees producing the programs are trained in audiovisual production and
are familiar with Entity I’s programs. Also, the executive producer is paid
$25,000 for this activity, with a $5,000 bonus if the activity raises over
$1,000,000.

Conclusion
E.48. The purpose, audience, and content criteria are not met. All costs
should be charged to fund raising.
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E.49. The activity does not include a call for specific action because it only
educates the audience about causes (describing its programs and showing the
needy children). Therefore, the purpose criterion is not met. (Also, note that if
the factor in paragraph .10a were considered, it would not be determinative of
whether the purpose criterion is met. Although the executive producer will be
paid $5,000 if the activity raises over $1,000,000, that amount would not be a
majority of the executive producer’s total compensation for this activity, be
cause $5,000 would not be a majority of the executive producer’s total compen
sation of $30,000 for this activity. Also, note that if other evidence, such as the
indicators in paragraph .11, were considered, the purpose criterion would not
be met based on the other evidence. Although the qualifications and duties of
the personnel performing the activity indicate that the employees producing
the program are familiar with Entity I’s programs, the facts that some, but less
than a majority, of the executive producer’s compensation varies based on
contributions raised, and that the operating policies and internal management
memoranda state that these programs are designed to educate the public about
the needs of children in developing countries [with no call for specific action by
recipients] and to raise contributions, indicate that the purpose is fund raising.)

E.50. The audience criterion is not met because the audience is selected
based on its ability or likelihood to contribute, rather than based on (a) its need
to use or reasonable potential for use of the action called for by the program
component, or (b) its ability to take action to assist the entity in meeting the
goals of the program component of the activity. (The audience is a broad
segment of the population of a country that is not in need of or has no reasonable
potential for use of the program activity.)
E.51. The content criterion is not met because the activity does not call for
specific action by the recipient that will help accomplish the entity’s mission.
(The content educates the audience about the causes without calling for specific
action.)

Illustration 10
Facts

E.52. Entity J is a university that distributes its annual report, which
includes reports on mission accomplishments, to those who have made signifi
cant contributions over the previous year, its board of trustees, and its employ
ees. The annual report is primarily prepared by management and general
personnel, such as the accounting department and executive staff. The activity
is coordinated by the public relations department. Internal management
memoranda indicate that the purpose of the annual report is to report on how
management discharged its stewardship responsibilities, including the univer
sity’s overall performance, goals, financial position, cash flows, and results of
operations. Included in the package containing the annual report are requests
for contributions and donor reply cards.
Conclusion
E.53. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.

E.54. The activity has elements of management and general functions.
Therefore, no call for specific action is required. Neither of the factors in
paragraph .10a or.10b is determinative of whether the purpose criterion is met.
Therefore, other evidence, such as the indicators in paragraph .11, should be
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considered. The purpose criterion is met based on the other evidence, because
(a) the employees performing the activity are not members of the fund-raising
department and perform other non-fund-raising activities and (6) internal
management memoranda indicate that the purpose of the annual report is to
fulfill one of the university’s management and general responsibilities.

E.55. The audience criterion is met because the audience is selected based
on its reasonable potential for use of the management and general component.
Although the activity is directed primarily at those who have previously made
significant contributions, the audience was selected based on its presumed
interest in Entity J’s annual report (prior donors who have made significant
contributions are likely to have an interest in matters discussed in the annual
report).

E.56. The content criterion is met because the activity (distributing annual
reports) fulfills one of the entity’s management and general responsibilities
(reporting concerning management’s fulfillment of its stewardship function).

Illustration 11
Facts

E.57. Entity K is an NPO. In accordance with internal management
memoranda documenting its policies requiring it to comply with Internal
Revenue Service (IRS) regulations, it mails prior donors who have made quid
pro quo payments in excess of $75 documentation required by the IRS. The
documentation is included on a perforated piece of paper. The information
above the perforation line pertains to the documentation required by the IRS.
The information below the perforation line includes a request for contributions
and may be used as a donor reply card.
Conclusion
E.58. The purpose, audience, and content criteria are met, and the joint
costs should be allocated. (Note that the costs of the information below the
perforation line are identifiable with fund raising and therefore should be
charged to fund raising.)

E.59. The activity has elements of management and general functions.
Therefore, no call for specific action is required. Neither of the factors in
paragraph .10a or .10b is determinative of whether the purpose criterion is met.
Therefore, other evidence, such as the indicators in paragraph .11, should be
considered. The purpose criterion is met based on the other evidence, because
internal management memoranda indicate that the purpose of the activity is
to fulfill one of Entity K’s management and general responsibilities.

E.60. The audience criterion is met because the entity is required to direct
the management and general component of the activity to the particular
audience. Although the activity is directed at those who have previously
contributed, the audience was selected based on its need for the documentation.
E.61. The content criterion is met because the activity (sending documen
tation required by the IRS) fulfills one of the entity’s management and general
responsibilities (complying with IRS regulations).

Illustration 12
Facts
E.62. Entity L is an animal rights organization. It mails a package of
material to individuals included in lists rented from various environmental and
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other organizations that support causes that Entity L believes are congruent
with its own. In addition to donor response cards and return envelopes, the
package includes (a) materials urging recipients to contact their legislators and
urge the legislators to support legislation to protect those rights, and (b)
postcards addressed to legislators urging support for legislation restricting the
use of animal testing for cosmetic products. The mail campaign is part of an
overall strategy that includes magazine advertisements and the distribution of
similar materials at various community events, some of which are undertaken
without fund-raising appeals. The advertising and community events reach
audiences similar in size and demographics to the audience reached by the
mailing.

Conclusion
E.63. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.

E.64. The activity calls for specific action by the recipient (mailing post
cards to legislators urging support for legislation restricting the use of animal
testing for cosmetic products) that will help accomplish the entity’s mission.
Therefore, the guidance in paragraph .10 should be considered. Neither of the
factors in paragraph .10a or .10b is determinative of whether the purpose
criterion is met. Therefore, other evidence, such as the indicators in paragraph
.11, should be considered. The purpose criterion is met based on the other
evidence, because (a) the program component of this activity calls for specific
action by the recipient that will help accomplish the entity’s mission, and it
otherwise conducts the program activity in this illustration without a request
for contributions, and (6) performing such programs helps accomplish Entity
L’s mission.

E.65. The audience criterion is met because the audience (individuals
included in lists rented from various environmental and other organizations
that support causes that Entity L believes are congruent with its own) is
selected based on its ability to take action to assist the entity in meeting the
goals of the program component of the activity.
E.66. The content criterion is met because the activity calls for specific
action by the recipient (mailing postcards to legislators urging support for
legislation restricting the use of animal testing for cosmetic products) that will
help accomplish the entity’s mission (to protect animal rights), and the need
for and benefits of the action are clearly evident (to protect animal rights).

Illustration 13
Facts

E.67. Entity M is a performing arts organization whose mission is to make
the arts available to residents in its area. Entity M charges a fee for attending
performances and sends advertisements, including subscription forms, for the
performances to residents in its area. These advertisements include a return
envelope with a request for contributions. Entity M evaluates the effectiveness
of the advertising based on the number of subscriptions sold as well as
contributions received. In performing that evaluation, Entity M places more
weight on the number of subscriptions sold than on the contributions received.
Also, Entity M advertises the performances on local television and radio
without a request for contributions but on a smaller scale than the mail
advertising.
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Conclusion

E.68. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.69. The activity calls for specific action by the recipient (attending the
performances) that will help accomplish the entity’s mission. Therefore, the
guidance in paragraph .10 should be considered. Neither of the factors in
paragraph .10a or .10b is determinative of whether the purpose criterion is met.
Therefore, other evidence, such as the indicators in paragraph .11, should be
considered. The purpose criterion is met based on the other evidence, because
(a) the entity measures program results and accomplishments of the joint
activity and in evaluating the effectiveness of the activity, the entity places
significantly greater weight on the activity’s effectiveness in accomplishing
program goals than on the activity’s effectiveness in raising contributions
(Entity M evaluates the effectiveness of the advertising based on the number
of subscriptions sold as well as contributions received and places more weight
on the number of subscriptions sold than on the contributions received), (b) it
otherwise conducts the program activity without a request for contributions,
and (c) performing such programs helps accomplish Entity M’s mission (to
make the arts available to residents in its area).

E.70. The audience criterion is met because the audience (a broad segment
of the population in Entity M’s area) is selected based on its need to use or
reasonable potential for use of the action called for by the program component.
E.71. The content criterion is met because the activity calls for specific
action by the recipient (attending the performances) that will help accomplish
the entity’s mission (making the arts available to area residents), and the need
for and benefits of the action are clearly evident (attending the performance is
a positive cultural experience). (Note that the purchase of subscriptions is an
exchange transaction and, therefore, is not a contribution.)

Illustration 14
Facts
E.72. Entity N is a university whose mission is to educate the public
(students) in various academic pursuits. Entity N’s political science department
holds a special lecture series in which prominent world leaders speak about
current events. The speakers command relatively high fees and, in order to
cover costs and make a modest profit, the university sets a relatively expensive
fee to attend. However, the tickets are priced at the fair value of the lecture
and no portion of the ticket purchase price is a contribution. Entity N advertises
the lectures by sending invitations to prior attendees and to prior donors who
have contributed significant amounts, and by placing advertisements in local
newspapers read by the general public. At some of the lectures, including the
lecture being considered in this illustration, deans and other faculty members
of Entity N solicit significant contributions from attendees. Other lectures in
the series are conducted on a scale similar to the scale of the lecture in this
illustration without requesting contributions. Entity N’s records indicate that
historically 75 percent of the attendees have attended prior lectures. Of the 75
percent who have attended prior lectures, 15 percent have made prior contri
butions to Entity N. Of the 15 percent who have made prior contributions to
Entity N, 5 percent have made contributions in response to solicitations made
at the events. (Therefore, one-half of one percent of attendees make contribu
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tions in response to solicitations made at the events. However, those contribu
tions are significant.) Overall, the audience’s ability or likelihood to contribute
is an insignificant factor in its selection. Entity N evaluates the effectiveness
of the activity based on the number of tickets sold, as well as contributions
received. In performing that evaluation, Entity N places more weight on the
number of tickets sold than on the contributions received.

Conclusion
E.73. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.

E.74. The activity calls for specific action by the recipient (attending the
lecture) that will help accomplish the entity’s mission. Therefore, the guidance
in paragraph .10 should be considered. The purpose criterion is met because
(a) the program component of the activity calls for specific action by the
recipient that will help accomplish the entity’s mission (educating the public
[students] in various academic pursuits), and (b) the program is also conducted
using the same medium on a scale that is similar to or greater than the scale
on which it is conducted with the request for contributions (other lectures in
the series are conducted on a scale similar to the scale of the lecture in this
illustration without requesting contributions).

E.75. The audience criterion is met. The rebuttable presumption that the
audience criterion is not met because the audience includes prior donors is
overcome in this illustration because the audience (those who have shown prior
interest in the lecture series, prior donors, a broad segment of the population
in Entity N’s area, and those attending the lecture) is also selected for its
reasonable potential for use of the program component (attending the lecture).
Although the audience may make significant contributions, that was an insig
nificant factor in its selection.
E.76. The content criterion is met because the activity calls for specific
action by the recipient (attending the lecture) that will help accomplish the
entity’s mission (educating the public [students] in various academic pursuits),
and the need for and benefits of the action are clearly evident (attending the
lecture is a positive educational experience). (Note that the purchase of the
tickets is an exchange transaction and, therefore, is not a contribution. As
discussed in paragraph .07 of this SOP, costs of goods or services provided in
exchange transactions that are part of joint activities, such as costs of direct
donor benefits of a special event, should not be reported as fund raising.12)

Illustration 15
Facts

E.77. Entity O is a university whose mission is to educate the public
(students) in various academic pursuits. Entity O’s political science department
holds a special lecture series in which prominent world leaders speak about
current events. Admission is priced at $250, which is above the $50 fair value
of the lecture and, therefore, $200 of the admission price is a contribution.
Therefore, the audience’s likelihood to contribute to the entity is a significant
factor in its selection. Entity O advertises the lectures by sending invitations
12 Paragraphs 13.22 to 13.27 of the Audit and Accounting Guide Not-for-Profit Organizations
provide guidance concerning reporting special events.
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to prior attendees and to prior donors who have contributed significant
amounts, and by placing advertisements in local newspapers read by the
general public. Entity O presents similar lectures that are priced at the fair
value of those lectures.

Conclusion

E.78. The purpose and content criteria are met. The audience criterion is
not met. All costs, including those that might otherwise be considered program
or management and general costs if they had been incurred in a different
activity, except for the costs of the direct donor benefit (the lecture), should be
charged to fund raising.
E.79. The activity calls for specific action by the recipient (attending the
lecture) that will help accomplish the entity’s mission. Therefore, the guidance
in paragraph .10 should be considered. The purpose criterion is met because
(a) the program component of the activity calls for specific action by the
recipient that will help accomplish the entity’s mission (educating the public
[students] in various academic pursuits), and (6) the program is also conducted
using the same medium on a scale that is similar to or greater than the scale
on which it is conducted with the request for contributions (other lectures in
the series are conducted on a scale similar to the scale of the lecture in this
illustration without including a contribution in the admission price.)

E.80. The audience criterion is not met. The rebuttable presumption that
the audience criterion is not met because the audience is selected based on its
likelihood to contribute to the entity is not overcome in this illustration. The
fact that the $250 admission price includes a $200 contribution leads to the
conclusion that the audience’s ability or likelihood to contribute is an over
whelmingly significant factor in its selection, whereas there is no evidence that
the extent to which the audience is selected for its need to use or reasonable
potential for use of the action called for by the program component (attending
the lecture) is overwhelmingly significant.

E.81. The content criterion is met because the activity calls for specific
action by the recipient (attending the lecture) that will help accomplish the
entity’s mission (educating the public [students] in various academic pursuits),
and the need for and benefits of the action are clearly evident (attending the
lecture is a positive educational experience). (Note that the purchase of the
tickets is an exchange transaction and, therefore, is not a contribution. As
discussed in paragraph .07 of this SOP, costs of goods or services provided in
exchange transactions that are part of joint activities, such as costs of direct
donor benefits of a special event, should not be reported as fund raising.13)

Illustration 16
Facts

E.82. Entity P’s mission is to reduce the incidence of illness from ABC
disease, which primarily afflicts people over sixty-five years of age. One of
Entity P’s objectives in fulfilling that mission is to have all persons over
sixty-five screened for ABC disease.

E.83. Entity P rents space at events attended primarily by people over
sixty-five years of age and conducts free screening for ABC disease. Entity P’s
13 Paragraphs 13.22 to 13.27 of the Audit and Accounting Guide Not-for-Profit Organizations
provide guidance concerning reporting special events.
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employees, who are educated about ABC disease and screening procedures and
do not otherwise perform fund-raising functions, educate interested parties
about the effects of ABC disease and the ease and benefits of screening for it.
Entity P also solicits contributions at the events. The effectiveness of the
activity is evaluated primarily based on how many screening tests are per
formed, and only minimally based on contributions raised. The employees are
not compensated or evaluated based on contributions raised.

Conclusion

E.84. The purpose, audience, and content criteria are met, and the joint
costs should be allocated.
E.85. The activity calls for specific action by the recipient (being screened
for ABC disease) that will help accomplish the entity’s mission. Therefore, the
guidance in paragraph .10 should be considered. Neither of the factors in
paragraph .10a or .10b is determinative of whether the purpose criterion is met.
Therefore, other evidence, such as the indicators in paragraph .11, should be
considered. The purpose criterion is met based on the other evidence, because
(a) a process exists to evaluate measured program results and accomplishments
and in evaluating the effectiveness of the joint activity, the entity places
significantly greater weight on the activity’s effectiveness in accomplishing
program goals than on the activity’s effectiveness in raising contributions
(Entity P evaluates the effectiveness of the activity based on the number of
screening tests conducted as well as contributions received and places more
weight on the number of tests conducted than on the contributions received);
(b) the qualifications and duties of the personnel performing the activity
indicate that it is a program activity (the employees are educated about ABC
disease and the testing procedures and do not otherwise perform fund-raising
functions); (c) the method of compensation for performing the activity does not
indicate that it is a fund-raising activity (the employees are not compensated
or evaluated based on contributions raised); and (d) performing such programs
helps accomplish Entity P’s mission (to prevent ABC disease).

E.86. The audience criterion is met because the audience (people over
sixty-five years of age) is selected based on its need to use or reasonable
potential for use of the action called for by the program component.

E.87. The content criterion is met because the activity calls for specific
action by the recipient (being screened for ABC disease) that will help accom
plish the entity’s mission (to reduce the incidence of ABC disease), and it
explains the need for and benefits of the action (to prevent ABC disease).

Illustration 17
Facts

E.88. Entity Q’s mission is to provide cultural and educational television
programming to residents in its area. Entity Q owns a public television station
and holds a membership drive in which it solicits new members. The drive is
conducted by station employees and consists of solicitations that are shown
during long breaks between the station’s regularly scheduled programs. Entity
Q’s internal management memoranda state that these drives are designed to
raise contributions. Entity Q evaluates the effectiveness of the activity based
on the amount of contributions received. Entity Q shows the programs on a

§10,730.25

Copyright © 1999, American Institute of Certified Public Accountants, Inc.

Accounting for Costs of Activities That Include Fund Raising

20,483

similar scale, without the request for contributions. The audience is members
of the general public who watch the programs shown during the drive. Station
member benefits are given to those who contribute and consist of tokens of
appreciation with a nominal value.

Conclusion
E.89. The purpose, audience, and content criteria are met, and the joint
costs should be allocated. (Note that there would be few, if any, joint costs. Costs
associated with the fund-raising activities, such as costs of airtime, would be
separately identifiable from costs of the program activities, such as licensing
costs for a particular television program. Also, note that because no significant
benefits or duties are associated with membership, member dues are contribu
tions. Therefore, the substance of the membership-development activities is, in
fact, fund raising.)

E.90. The activity calls for specific action by the recipient (watching the
television program) that will help accomplish the entity’s mission. Therefore,
the guidance in paragraph .10 should be considered. The purpose criterion is
met because (a) the program component of the activity calls for specific action
by the recipient that will help accomplish the entity’s mission, and (b) the
program is also conducted using the same medium on a scale that is similar to
or greater than the scale on which it is conducted with the request for contri
butions (Entity Q shows the television programs on a similar scale, without the
request for contributions).
E.91. The audience criterion is met. The rebuttable presumption that the
audience criterion is not met because the audience is selected based on its
likelihood to contribute is overcome in this illustration because the audience
(members of the general public who watch the television programs shown
during the drive) is also selected for its reasonable potential for use of the
program component (watching the television programs). Although the audience
may make contributions, that was an insignificant factor in its selection.
E.92. The content criterion is met because the activity calls for specific
action by the recipient (watching the television programs) that will help
accomplish the entity’s mission (providing cultural and educational television
programming to residents in its area), and the need for and benefits of the action
are clearly evident (watching the programs is a positive cultural and educa
tional experience).
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Appendix F
Illustrations of Allocation Methods
F.l. Some commonly used cost allocation methods follow.

Physical Units Method
F.2. Joint costs are allocated to materials and activities in proportion to
the number of units of output that can be attributed to each of the materials
and activities. Examples of units of output are lines, square inches, and physical
content measures. This method assumes that the benefits received by the
fund-raising, program, or management and general component of the materials
or activity from the joint costs incurred are directly proportional to the lines,
square inches, or other physical output measures attributed to each component
of the activity. This method may result in an unreasonable allocation of joint
costs if the units of output, for example, line counts, do not reflect the degree
to which costs are incurred for the joint activity. Use of the physical units
method may also result in an unreasonable allocation if the physical units
cannot be clearly ascribed to fund raising, program, or management and
general. For example, direct mail and telephone solicitations sometimes in
clude content that is not identifiable with fund raising, program, or manage
ment and general; or the physical units of such content are inseparable.
Illustration

F.3. Assume a direct mail campaign is used to conduct programs of the
entity and to solicit contributions to support the entity and its programs.
Further, assume that the appeal meets the criteria for allocation of joint costs
to more than one function.
F.4. The letter and reply card include a total of one hundred lines. Fortyfive lines pertain to program because they include a call for action by the
recipient that will help accomplish the entity’s mission, while fifty-five lines
pertain to the fund-raising appeal. Accordingly, 45 percent of the costs are
allocated to program and 55 percent to fund-raising.

Relative Direct Cost Method
F.5. Joint costs are allocated to each of the components on the basis of their
respective direct costs. Direct costs are those costs that are incurred in connec
tion with the multipurpose materials or activity and that are specifically
identifiable with a function (program, fund raising, or management and gen
eral). This method may result in an unreasonable allocation ofjoint costs if the
joint costs of the materials and activity are not incurred in approximately the
same proportion and for the same reasons as the direct costs of the materials
and activity. For example, if a relatively costly booklet informing the reader
about the entity’s mission (including a call for action by the recipient that will
help accomplish the entity’s mission) is included with a relatively inexpensive
fund-raising letter, the allocation ofjoint costs based on the cost of these pieces
may be unreasonable, particularly if the booklet and letter weigh approxi
mately the same and therefore contribute equally to the postage costs.
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Illustration

F.6. The costs of a direct mail campaign that can be specifically identified
with program services are the costs of separate program materials and a
postcard which calls for specific action by the recipient that will help accomplish
the entity’s mission. They total $20,000. The direct costs of the fund-raising
component of the direct mail campaign consist of the costs to develop and
produce the fund-raising letter. They total $80,000. Joint costs associated with
the direct mail campaign total $40,000 and would be allocated as follows under
the relative direct cost method:
Program

$20,000/$100,000 X $40,000 = $8,000

Fund raising

$80,000/$100,000 X $40,000 = $32,000

Stand-Alone Joint-Cost-Allocation Method
F.7. Joint costs are allocated to each component of the activity based on a
ratio that uses estimates of costs of items included in joint costs that would
have been incurred had the components been conducted independently. The
numerator of the ratio is the cost (of items included in joint costs) of conducting
a single component independently; the denominator is the cost (of items
included in joint costs) of conducting all components independently. This
method assumes that efforts for each component in the stand-alone situation
are proportionate to the efforts actually undertaken in the joint cost situation.
This method may result in an unreasonable allocation because it ignores the
effect of each function, which is performed jointly with other functions, on other
such functions. For example, the programmatic impact of a direct mail cam
paign or a telemarketing phone message may be significantly lessened when
performed in conjunction with a fund-raising appeal.

Illustration
F.8. Assume that the joint costs associated with a direct mail campaign
including both program and fund-raising components are the costs of station
ery, postage, and envelopes at a total of $100,000. The costs of stationery,
postage, and envelopes to produce and distribute each component separately
would have been $90,000 for the program component and $70,000 for the
fund-raising component. Under the stand-alone joint-cost-allocation method,
the $100,000 in joint costs would be allocated as follows: $90,000/$160,000 X
$100,000 = $56,250 to program services and $70,000/$160,000 X $100,000 =
$43,750 to fund raising.
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Appendix G
Illustrations of Disclosures
G.1. The disclosures discussed in paragraphs .18 and .19 are illustrated
below. Alternative 1 reports the required and encouraged information in
narrative format. Alternative 2 reports that information in tabular format, as
well as information concerning joint costs incurred for each kind of activity by
functional classification, which is neither required nor encouraged, but which
is not prohibited.

Alternative 1
Note X. Allocation of Joint Costs

In 19XX, the organization conducted activities that included requests for
contributions, as well as program and management and general components.
Those activities included direct mail campaigns, special events, and a telethon.
The costs of conducting those activities included a total of $310,000 of joint
costs, which are not specifically attributable to particular components of the
activities (joint costs). [Note to reader: The following sentence is encouraged
but not required.] Joint costs for each kind of activity were $50,000, $150,000,
and $110,000 respectively. These joint costs were allocated as follows:
Fund raising
Program A
Program B
Management and general

$180,000
80,000
40,000
10,000
$310,000

Total

Alternative 2
Note X. Allocation of Joint Costs
In 19XX, the organization conducted activities that included appeals for con
tributions and incurred joint costs of $310,000. These activities included direct
mail campaigns, special events, and a telethon. Joint costs were allocated as
follows:

Fund raising
Program A

Direct
Mail

Special
Events

$40,000

10,000

Program B
Management and
general

Total

Telethon

Total

$50,000

$90,000

$180,000

65,000

5,000

80,000

25,000

15,000

40,000

$110,000

$310,000

10,000

10,000
$50,000

$150,000

[Note to reader: Shading is used to highlight information that is neither
required nor encouraged, but which is not prohibited. However, entities may
prefer to disclose it. Disclosing the total joint costs for each kind of activity
($50,000, $150,000, and $110,000) is encouraged but not required.]
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Appendix H
Contrast of Guidance in This SOP With the Guidance
in SOP 87-214,*
This SOP

SOP 87-2

Applies to all entities that solicit
contributions, including state and
local governments.

Applied to entities that follow the
AICPA Industry Audit Guide Audits
ofVoluntary Health and Welfare Or
ganizations* or SOP 78-10. (SOP 872 was not applicable to entities that
are within the scope of Governmen
tal Accounting Standards Board
Statement No. 29, The Use of Notfor-Profit Accounting and Financial
Reporting Principles by Governmen
tal Entities.)

14 In August 1996, the AICPA issued the Audit and Accounting Guide Not-for-Profit
Organizations, which superseded Statement of Position (SOP) 87-2, Accounting for Joint Costs of
Informational Materials and Activities of Not-for-Profit Organizations That Include a Fund-Raising
Appeal, because the guidance in SOP 87-2 is incorporated into paragraphs 13.36 to 13.45 of the
Guide. Also, Not-for-Profit Organizations superseded the AICPA Industry Audit Guide Audits of
Voluntary Health and Welfare Organizations and SOP 78-10. Not-for-Profit Organizations applies to
all nongovernmental not-for-profit organizations other than those required to follow the Audit and
Accounting Guide Health Care Organizations. Therefore, incorporating the guidance in SOP 87-2 into
Not-for-Profit Organizations broadened the scope of the guidance previously included in SOP 87-2 to
all not-for-profit organizations other than those required to follow Health Care Organizations. The
discussion in this SOP of SOP 87-2 refers to both SOP 87-2 and the guidance included in paragraphs
13.36 to 13.45 ofNot-for-Profit Organizations, except that the guidance in Not-for-Profit Organizations
applies to all not-for-profit organizations other than those required to follow Health Care
Organizations.
The AICPA Audit and Accounting Guides Audits of Colleges and Universities, Audits of
Voluntary Health and Welfare Organizations, and Audits of Certain Nonprofit Organizations were
superseded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit
Organizations. However, because the accounting guidance contained in these Guides remained
applicable to certain governmental entities (pursuant to the provisions of GASB Statement Nos. 15,
Governmental College and University Accounting and Financial Reporting Models, and 29, The Use
of Not-for-Profit Accounting and Financial Reporting Principles by Governmental Entities), the
AICPA continued to make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling
these Guides.
Accordingly, Audits of Colleges and Universities, Audits of Voluntary Health and Welfare
Organizations, and Audits of Certain Nonprofit Organizations will no longer be included as part of
this loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance in
these Guides will no longer be applicable to any governmental entities. Please note that the Guides have
not been updated since 1994. Therefore, if you already have a Guide, and choose to continue using it until
the phase-in period is complete, you must consider guidance issued since they were last updated.

AICPA Technical Practice Aids

§10,730.28

20,488

Statements of Position

This SOP

SOP 87-2

Covers all costs of joint activities.
(Costs that otherwise might be
considered program or management
and general costs if they had been
incurred in a different activity,
except for costs of goods or services
provided in exchange transactions
that are part of joint activities, such
as costs of direct donor benefits of a
special event [for example, a meal],
should be charged to fund raising
unless the criteria in the SOP are
met.)

Covers only joint costs of joint
activities.

Criteria of purpose, audience, and
content should all be met in order to
charge costs of the activity to
program or management and
general.

Unclear concerning whether all cri
teria should be met in order to
charge costs of the activity to pro
gram or management and general.

Neither prescribes nor prohibits any
allocation methods. Includes a
discussion to help users determine
whether an allocation is reasonable,
and provides some illustrations.

Neither prescribes nor prohibits any
allocation methods. No illustrations
are provided.

Requires note disclosures about the
types of activities for which joint
costs have been incurred, amounts
allocated during the period, and
amounts allocated to each functional
expense or expenditure category.

Requires less extensive note disclo
sures: total amount allocated during
the period and amounts allocated to
each functional expense category.
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Appendix I
Effects on Other Guidance
I.1. For nongovernmental organizations, this Statement of Position (SOP)
amends the AICPA Audit and Accounting Guide Health Care Organizations
and paragraphs 13.36 to 13.45 of the AICPA Audit and Accounting Guide
Not-for-Profit Organizations.
I.2. Also, this SOP amends the AICPA Audit and Accounting Guide Notfor-Profit Organizations to clarify that costs of goods or services provided in
exchange transactions that are part of joint activities, such as costs of direct
donor benefits of a special event (for example, a meal), should not be reported
as fund-raising. In particular, paragraphs 13.22, 13.24, and 13.25 of Not-forProfit Organizations are amended as follows:
13.22 Some organizations conduct joint activities* that are special events,
including special social and educational events (such as symposia, dinners,
dances, and theater parties) in which the attendee receives a direct benefit (for
example, a meal or theater ticket). FASB Statement No. 117 requires the
reporting of the gross amounts of revenues and expenses from special events
and other fund-raising activities that are ongoing major or central activities,
but permits (but does not require) reporting net amounts if the receipts and
related costs result from special events that are peripheral or incidental
activities.

* See the sections of this Guide that provide guidance concerning accounting
for the costs of joint activities.
13.24 For example, assume that an organization has a special event that is
an ongoing and major activity with a ticket price of $100. Assume that the
activity does not meet the audience criterion in SOP 98-2, Accounting for Costs
ofActivities ofNot-for-Profit Organizations and State and Local Governmental
Entities That Include Fund Raising, and, therefore, all costs of the activity,
other than the direct donor benefits, should be reported as fund raising. The
event includes a dinner that costs the organization $25 and that has a fair value
of $30. (Chapter 5, “Contributions Received and Agency Transactions,” of this
Guide, discusses the appropriate reporting if the meal or other items of value
are donated to the organization for resale.) In addition, the organization incurs
other direct costs of the event in connection with promoting and conducting the
event, including incremental direct costs incurred in transactions with inde
pendent third parties and the payroll and payroll-related costs for the activities
of employees who are directly associated with, and devote time to, the event.
Those other direct costs, which include (a) $5 that otherwise might be consid
ered management and general costs if they had been incurred in a different
activity, and (6) fund-raising costs of $10, are unrelated to the direct benefits
to donors and, accordingly, should not be included as costs of benefits to donors.
In addition, the organization has the following transactions, which are unre
lated to the special event: unrestricted contributions of $200, program expenses
of $60, management and general expenses of $20, and fund-raising expenses
of $20.

13.25 Some ways in which the organization could display the results of the
special event as part of its statement of activities are illustrated as follows:
AICPA Technical Practice Aids

§10,730.29

20,490

Statements of Position
Illustration 1

Changes in unrestricted net assets:
Contributions
Special event revenue
Less: Costs of direct benefits to donors

Net revenues from special events

Contributions and net revenues from
special events
Other expenses:
Program
Management and general
Fund raising

$200

100
(25)
75
275

60
20
35

Total other expenses

115

Increase in unrestricted net assets

$160

Illustration 2

Changes in unrestricted net assets:
Revenues:
Contributions
Special event revenue

Total revenues
Expenses:
Program
Costs of direct benefits to donors
Management and general
Fund raising

$200
100

300

60
25
20
35

140

Total expenses

Increase in unrestricted net assets

$160

Illustration 3

Changes in unrestricted net asset:
Contributions

Less: Costs of direct benefits to donors

$270
30
(25)

Gross profit on special events

___ 5

Dinner sales

Contributions and net revenues from
special events
Other expenses:
Program
Management and general
Fund raising

Total other expenses

Increase in unrestricted net assets

275
60
20
35

115
$160

I.3. For governmental entities that have applied the accounting and finan
cial reporting principles in SOP 78-10, Accounting Principles and Reporting
Practices for Certain Nonprofit Organizations, or the AICPA Industry Audit
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Guide Audits of Voluntary Health and Welfare Organizations* (modified by all
applicable Financial Accounting Standards Board [FASB] pronouncements
issued through November 30, 1989, and by most applicable Governmental
Accounting Standards Board [GASB] pronouncements) in conformity with GASB
Statement No. 29, The Use ofNot-for-Profit Accounting and Financial Reporting
Principles by Governmental Entities, this SOP amends the principles—based
on SOP 78-10 and Audits of Voluntary Health and Welfare Organizations,* as
modified—that those entities apply. For governmental entities that have ap
plied the accounting and financial reporting principles in the 1973 AICPA
Industry Audit Guide Audits of Colleges and Universities,* as amended by SOP
74-8, Financial Accounting and Reporting by Colleges and Universities, and as
modified by applicable FASB pronouncements issued through November 30,
1989, and all applicable GASB pronouncements in conformity with GASB
Statement No. 15, Governmental College and University Accounting and Fi
nancial Reporting Models, this SOP amends the principles—based on Audits
of Colleges and Universities,* as amended and modified—that those entities
apply. For other governmental organizations, this SOP amends the Audit and
Accounting Guide Audits of State and Local Governmental Units.

The AICPA Audit and Accounting Guides Audits of Colleges and Universities, Audits of Volun
tary Health and Welfare Organizations, and Audits of Certain Nonprofit Organizations were super
seded by the 1996 edition of the AICPA Audit and Accounting Guide Not-for-Profit Organizations.
However, because the accounting guidance contained in these Guides remained applicable to certain
governmental entities (pursuant to the provisions of GASB Statement Nos. 15, Governmental College
and University Accounting and Financial Reporting Models, and 29, The Use of Not-for-Profit
Accounting and Financial Reporting Principles by Governmental Entities), the AICPA continued to
make these Guides available for sale.
With the recent issuance of GASB Statement Nos. 34, Basic Financial Statements—and Management’s
Discussion and Analysis—for State and Local Governments, and 35, Basic Financial Statements—and
Management’s Discussion and Analysis—for Public Colleges and Universities, which supersede the
effect of GASB Statement Nos. 15 and 29, it is no longer necessary for the AICPA to continue selling
these Guides.
Accordingly, Audits of Colleges and Universities, Audits of Voluntary Health and Welfare Organiza
tions, and Audits of Certain Nonprofit Organizations will no longer be included as part of this
loose-leaf publication.
Once the phased-in effective dates of the GASB Statements have occurred, the accounting guidance in
these Guides will no longer be applicable to any governmental entities. Please note that the Guides have
not been updated since 1994. Therefore, if you already have a Guide, and choose to continue using it until
the phase-in period is complete, you must consider guidance issued since they were last updated.
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Glossary
Activities. Activities are efforts to accomplish specific objectives. Some activi
ties include producing and distributing materials. For example, if an entity
undertakes a mass mailing that includes a letter and a pamphlet, produc
ing and distributing the letter and pamphlet are part of the activity. Other
activities may include no materials, such as an annual dinner or a radio
commercial.

Compensation or fees. Reciprocal transfers of cash or other assets in ex
change for services performed.

Contributions. Contributions are unconditional transfers of cash or other
assets to an entity or a settlement or cancellation of its liabilities in a
voluntary nonreciprocal transfer by another entity acting other than as an
owner.

Costs of joint activities. Costs of joint activities are costs incurred for a joint
activity. Costs of joint activities may include joint costs and costs other
than joint costs. Costs other than joint costs are costs that are identifiable
with a particular function, such as fund raising, program, management
and general, and cost of sales. For example, some costs incurred for
printing, paper, professional fees, and salaries to produce donor cards are
not joint costs, although they may be incurred in connection with conduct
ing joint activities.

Fund-raising activities. Fund-raising activities are activities undertaken to
induce potential donors to contribute money, securities, services, materi
als, facilities, other assets, or time. They include publicizing and conduct
ing fund-raising campaigns; maintaining donor mailing lists; conducting
special fund-raising events; preparing and distributing fund-raising manu
als, instructions, and other materials; and conducting other activities
involved with soliciting contributions from individuals, foundations, gov
ernments, and others.

Help accomplish the entity’s mission. Actions that help accomplish the en
tity’s mission are actions that either benefit the recipient (such as by
improving the recipient’s physical, mental, emotional, or spiritual health
and well-being) or benefit society (by addressing societal problems).

Joint activity. A joint activity is an activity that is part of the fund-raising
function and has elements of one or more other functions, such as program,
management and general, membership development, or any other func
tional category used by the entity.

Joint costs. Joint costs are the costs of conducting joint activities that are not
identifiable with a particular component of the activity. For example, the
cost of postage for a letter that includes both fund-raising and program
components is a joint cost. Joint costs may include the costs of salaries,
contract labor, consultants, professional fees, paper, printing, postage,
event advertising, telephones, airtime, and facility rentals.

Management and general activities. Management and general activities
are those that are not identifiable with a single program, fund-raising
activity, or membership-development activity but that are indispensable
to the conduct of those activities and to an organization’s existence. They
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include oversight, business management, general recordkeeping, budget
ing, financing, soliciting revenue from exchange transactions, such as
government contracts and related administrative activities, and all man
agement and administration except for direct conduct of program services
or fund-raising activities. Disseminating information to inform the public
of the organization’s “stewardship” of contributed funds, announcements
concerning appointments, and the annual report, among other activities,
are management and general activities, as are soliciting funds other than
contributions, including exchange transactions (whether program-related
or not).

Medium. A medium is a means of mass communication, such as direct mail,
direct response advertising, or television.

Membership-development activities. Membership-development activities
include soliciting for prospective members and membership dues, member
ship relations, and similar activities. If there are no significant benefits or
duties connected with membership, however, the substance of member
ship-development activities may, in fact, be fund-raising.

Program activities. Program activities are the activities that result in goods
or services being distributed to beneficiaries, customers, or members that
fulfill the purposes or mission for which the organization exists. Those
services are the major purpose for and the major output of the organization
and often relate to several major programs. For example, a large university
may have programs for student instruction, research, and patient care,
among others. Similarly, a health and welfare organization may have
programs for health and family services, research, disaster relief, and
public education, among others.
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Section 10,740

Statement of Position 98-4
Deferral of the Effective Date of a Provision
of SOP 97-2, Software Revenue Recognition
March 31,1998
NOTE
Statements of Position (SOPs) on accounting issues present the conclusions of
at least two-thirds of the Accounting Standards Executive Committee, which is
the senior technical body of the Institute authorized to speak for the Institute in
the areas of financial accounting and reporting. Statement on Auditing Standards
No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted
Accounting Principles, identifies AICPA SOPs that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category b of the hierarchy of generally accepted accounting
principles that it establishes. AICPA members should consider the accounting
principles in this SOP if a different accounting treatment of a transaction or event
is not specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified
by the SOP should be used, or the member should be prepared to justify a
conclusion that another treatment better presents the substance of the
transaction in the circumstances.
SOP 98-4 is amended by SOP 98-9, Modification of SOP-97-2, Software
Revenue Recognition, With Respect to Certain Transactions. The provisions of this
SOP that extend the deferral of the application of certain passages of SOP 97-2
are effective December 15,1998. All other provisions of this SOP are effective for
transactions entered into in fiscal years beginning after March 15,1999. Earlier
adoption is permitted as of the beginning of fiscal years or interior periods for
which financial statements or information has not been issued. Retroactive
application of the provisions of this SOP is prohibited.

Summary
This Statement of Position (SOP) defers for one year the application of the
following passages in SOP 97-2 [section 10,700], which limit what is considered
vendor-specific objective evidence (VSOE) of the fair value of the various
elements in a multiple-element arrangement: (a) the second sentences of
paragraphs 10, 37,41, and 57 [section 10,700.10, .37, .41, and .57], (b) example
3 in “Multiple-Element Arrangements—Products” (appendix A [section
10,700.146]), and (c) example 3 in “Multiple-Element Arrangement—Products
and Services” (appendix A [section 10,700.146]). All other provisions of SOP
97-2 [section 10,700] remain in effect.
This SOP applies to all multiple-element software arrangements, as defined in
paragraph 9 of SOP 97-2 [section 10,700.09], and is effective as of March 31,
1998. If an enterprise had applied SOP 97-2 [section 10,700] in an earlier period
for financial statements or information already issued prior to the promulga
tion of this SOP, amounts reported in those financial statements or as part of
that information may be restated to reflect the deferral of the effective date of
the second sentences of paragraphs 10, 37, 41, and 57 of SOP 97-2 [section
10,700.10, .37, .41, and .57] and the related examples.
AICPA Technical Practice Aids
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Foreword
The accounting guidance contained in this document has been cleared by the
Financial Accounting Standards Board (FASB). The procedure for clearing ac
counting guidance in documents issued by the Accounting Standards Executive
Committee (AcSEC) involves the FASB reviewing and discussing in public board
meetings (a) a prospectus for a project to develop a document, (b) a proposed
exposure draft that has been approved by at least ten of AcSEC’s fifteen members,
and (c) a proposed final document that has been approved by at least ten ofAcSEC’s
fifteen members. The document is cleared if at least five of the seven FASB
members do not object to AcSEC undertaking the project, issuing the proposed
exposure draft, or after considering the input received by AcSEC as a result of the
issuance of the exposure draft, issuing a final document.

The criteria applied by the FASB in their review of proposed projects and
proposed documents include the following.
a.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in special
ized industry accounting, and the proposal adequately justifies the
departure.

b.

The proposal will result in an improvement in practice.

c.

The AICPA demonstrates the need for the proposal.

d.

The benefits of the proposal are expected to exceed the costs of
applying it.

In many situations, prior to clearance, the FASB will propose suggestions,
many of which are included in the documents.

Introduction and Background
.01 On October 27, 1997, the AICPA Accounting Standards Executive
Committee (AcSEC) issued Statement of Position (SOP) 97-2, Software Reve
nue Recognition [section 10,700],

.02 The first two sentences of paragraph 10 of SOP 97-2 [section
10,700.10] state:
If an arrangement includes multiple elements, the fee should be allocated to
the various elements based on vendor-specific objective evidence of fair value,
regardless of any separate prices stated within the contract for each element.
Vendor-specific objective evidence of fair value is limited to the following:
•

The price charged when the same element is sold separately

•

For an element not yet being sold separately, the price established by
management having the relevant authority; it must be probable that
the price, once established, will not change before the separate intro
duction of the element into the marketplace

.03 This SOP defers for one year the application of the following passages
in SOP 97-2 [section 10,700], which limit what is considered vendor-specific
objective evidence (VSOE) of the fair value of the various elements in a
multiple-element arrangement: (a) the second sentences of paragraphs 10, 37,
41, and 57 [section 10,700.10, .37, .41, and .57], (6) example 3 in “MultipleElement Arrangements—Products” (appendix A [section 10,700.146]), and (c)
example 3 in “Multiple-Element Arrangements—Products and Services” (ap
pendix A [section 10,700.146]).

§10,740.01
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Scope
.04 This SOP applies to all multiple-element software arrangements, as
defined in paragraph 9 of SOP 97-2 [section 10,700.09]. Such multiple-element
arrangements include all software arrangements that provide licenses for
multiple software deliverables such as software products, upgrades/enhancements, postcontract customer support (PCS), or services.

Conclusions
.05 The second sentences of paragraphs 10, 37, 41, and 57 of SOP 97-2
[section 10,700.10, .37, .41, and .57], which limit what is considered VSOE
[vendor-specific objective evidence] of the fair value of the various elements in
a multiple-element arrangement, and the related examples noted in paragraph
.03 of this SOP need not be applied to transactions entered into before fiscal
years beginning after March 15,1999. [As amended, effective for transactions
entered into in fiscal years beginning after March 15, 1999, by Statement of
Position 98-9.]
.06 All other provisions of SOP 97-2 [section 10,700], including the re
mainder of paragraph 10 [section 10,700.10], should be applied as stated in
SOP 97-2 [section 10,700]. Accordingly, this SOP does not alter the require
ments that (a) any allocation of the fee in a multiple-element arrangement to
the various elements should be based on the fair values of each element, (b)
those fair values must be supported by VSOE, and (c) in instances where there
is insufficient VSOE of the fair values of each element to allow for an allocation
of revenue to each element, all revenue from the arrangement should be
deferred pursuant to paragraph 12 [section 10,700.12] of that SOP.

Effective Date and Transition
.07 This SOP is effective as of March 31, 1998. If an enterprise had
applied SOP 97-2 [section 10,700] in an earlier period for financial statements
or information already issued prior to the promulgation of this SOP, amounts
reported in those financial statements or as part of that information may be
restated to reflect the deferral of the effective date of the second sentences of
paragraphs 10,37,41, and 57 of SOP 97-2 [section 10,700.10, .37, .41, and .57]
and the related examples noted in paragraph .03 of this SOP.

The provisions of this Statement need
not be applied to immaterial items.

Basis for Conclusions
.08 Paragraph 10 of SOP 97-2 [section 10,700.10] establishes that the fee
in a multiple-element arrangement should be allocated to the various elements
based on VSOE of fair values. The second sentence of paragraph 10 [section
10,700.10] adds that evidence of VSOE of fair values is limited to the price
charged when the same element is sold separately or is to be sold separately.
.09 In developing the “unbundling” guidance in SOP 97-2 [section 10,700],
AcSEC emphasized the need for VSOE of each element’s fair value to properly
recognize revenue upon delivery of each element. That principle remains
unchanged.
AICPA Technical Practice Aids
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.10 AcSEC concluded that the best evidence of the fair value of an element
is the price charged for that element when it is sold separately. Some have
argued, however, that conclusions with respect to the “best evidence” should
not preclude revenue recognition when the fair value of an element can be
determined by reference to other vendor-specific objective information.

.11 Financial Accounting Standards Board (FASB) Statement of Finan
cial Accounting Concepts No. 2, Qualitative Characteristics of Accounting
Information, states the following in paragraphs 95 and 96.
Conservatism no longer requires deferring recognition of income beyond the
time that adequate evidence of its existence becomes available or justifies
recognizing losses before there is adequate evidence that they have been
incurred.
The Board emphasizes that any attempt to understate results consistently is
likely to raise questions about the reliability and the integrity of information
about those results and will probably be self-defeating in the long run. That
kind of reporting, however well-intentioned, is not consistent with the desirable
characteristics described in this Statement. On the other hand, the Board also
emphasizes that imprudent reporting, such as may be reflected, for example,
in overly optimistic estimates of realization, is certainly no less inconsistent
with those characteristics. Bias in estimating components of earnings, whether
overly conservative or unconservative, usually influences the timing of earn
ings or losses rather than their aggregate amount. As a result, unjustified
excesses in either direction may mislead one group of investors to the possible
benefit or detriment of others.

.12 Subsequent to the issuance of SOP 97-2 [section 10,700], several
examples of multiple-element arrangements were brought to AcSEC’s atten
tion in which the application of the limitations on VSOE of fair values in
paragraph 10 of SOP 97-2 [section 10,700.10] would not allow “unbundling”
and, as a result, may produce an unduly conservative pattern of revenue
recognition. Those examples include the following.

•

Software is sold only, or substantially always, in combination with
PCS or other elements and there is VSOE of the fair value of the
PCS or other elements and of the total arrangement. The restric
tions in paragraph 10 of SOP 97-2 [section 10,700.10] led some to
the conclusion that VSOE of fair value does not exist for the
software element because that element is not “sold separately.”
Pursuant to paragraph 12 of SOP 97-2 [section 10,700.12], revenue
for the entire fee, representing the value of both the software and
PCS or other elements, would be recognized ratably over the period
during which the obligations are discharged, even if the software
product has been delivered.

•

PCS or other elements are sold only, or substantially always, in
combination with software in transactions for which there is VSOE of
the fair value of the software and of the total arrangement. Paragraph
10 of SOP 97-2 [section 10,700.10] led some to the conclusion that
VSOE of fair value does not exist for the PCS element in such
circumstances, because that element is not “sold separately” (nor has
a price been established in anticipation of separate introduction of PCS
into the marketplace). Revenue for the entire fee would be recognized
ratably over the period during which the PCS obligations are dis
charged, even if the software product has been delivered.

§10,740.10

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

Deferral of Effective Date of SOP 97-2

•

20,515

Multi-year PCS is included in a multiple-element transaction in situ
ations in which PCS renewals are sold only for periods of one year.
Paragraph 10 of SOP 97-2 [section 10,700.10] could lead to the conclu
sion that VSOE does not exist for the multi-year PCS because PCS
renewals are “sold separately” only for one-year periods. Pursuant to
paragraph 12 of SOP 97-2 [section 10,700.12], revenue for the entire
fee would be recognized ratably over the period during which the PCS
obligations are discharged.

AcSEC considered the FASB guidance contained above in FASB Concepts
Statement No. 2 and certain examples of transactions as presented above.
AcSEC concluded that, although the best evidence of fair value of an element
is the price charged for that element when it is sold separately, requiring
deferral of recognition of revenue related to the delivered element when there
is sufficient other VSOE of fair value to support the allocation of the fee to the
various elements may be unduly conservative. Therefore, AcSEC concluded
that the application of the second sentences of paragraphs 10,37,41, and 57 of
SOP 97-2 [section 10,700.10, .37, .41, and .57] should be deferred for one year
pending reconsideration by AcSEC.

.13 AcSEC notes that the requirement in the first sentence of para
graph 10 of SOP 97-2 [section 10,700.10] remains in effect during this
deferral period, that is, revenues from a multiple-element arrangement
should be allocated to each element on the basis of its fair value. This
allocation principle is consistent with analogous provisions in other areas
of accounting literature directed to multiple-element arrangements. Para
graph 99 of SOP 97-2 [section 10,700.99] cites the requirements of FASB
Statement No. 45, Accounting for Franchise Fee Revenue, as one such
example. Another example is the consensus on FASB’s Emerging Issues
Task Force (EITF) Issue 97-13, Accounting for Costs Incurred in Connection
with a Consulting Contract or an Internal Project That Combines Business
Process Reengineering and Information Technology Transformation, which
requires allocation of third-party consulting costs to different activities
based on the relative fair values of the separate activities. A further
requirement imposed by the first sentence of paragraph 10 of SOP 97-2
[section 10,700.10] is that the amounts determined to be fair value need to
be supported by VSOE. The basis for such a conclusion is set forth in
paragraph 100 of SOP 97-2 [section 10,700.100].
.14 There may be situations in which VSOE of the fair value of each
element does not exist. Not all vendor-specific “evidence” is sufficiently objec
tive and reliable to support a conclusion as to the fair value of an element. For
example, amounts set forth for software products on a published price list may
not represent customary sales prices. In the absence of representative selling
prices, VSOE may not exist.

.15 It is AcSEC’s intention to immediately begin a project to consider
whether guidance is needed on any restrictions that should be placed on
VSOE of fair value and, if so, what that guidance should be. Deferral of the
second sentence of paragraph 10 of SOP.97-2 [section 10,700.10] will allow
AcSEC sufficient time to reconsider its conclusions. Positions of AcSEC are
determined through committee procedures, due process, and deliberation.
Accordingly, this deferral should not be construed as a conclusion that
AcSEC will amend SOP 97-2 [section 10,700]. AcSEC intends to complete
its deliberations and, if determined appropriate, issue an SOP before the
end of 1998.
AICPA Technical Practice Aids
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Effective Date
.16 SOP 97-2 [section 10,700] was issued on October 27, 1997, and is
effective for transactions in fiscal years beginning after December 15, 1997.
This SOP is being issued before the end of the earliest three-month period for
which SOP 97-2 [section 10,700] must be applied. Consequently, it is appropri
ate for this SOP to be effective upon issuance.

Transition
.17 Paragraph 92 of SOP 97-2 [section 10,700.92] prohibits retroactive
application but encourages early application as of the beginning of a fiscal year
or interim period for which financial statements or interim information have
not been issued. AcSEC believes that permitting entities that may have
adopted the SOP early to restate previously issued financial statements or
information to reflect simultaneous adoption of SOP 97-2 [section 10,700] and
this SOP will improve comparability among reporting entities. AcSEC believes
that very few, if any, entities will be affected by the retroactive restatement
provisions of this SOP.

§10,740.16
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Appendix

Response to Comments Received
A.1. On February 11,1998, AcSEC issued an exposure draft of a proposed
Statement of Position (SOP), Deferral ofthe Effective Date of Certain Provisions
of SOP 97-2, Software Revenue Recognition, for Certain Transactions. The
exposure draft proposed deferring the effective date of the provisions of para
graph 10 of SOP 97-2 [section 10,700.10] with respect to what constitutes
vendor-specific objective evidence (VSOE) of fair value of the software element
in multiple-element arrangements in which—
a.

A software element is sold only in combination with postcontract
customer support (PCS) or other service element(s) that qualify for
separate accounting pursuant to SOP 97-2 [section 10,700], or both.

b.

There is VSOE of the fair values of each of the service elements
determined pursuant to paragraphs 10, 57, and 65 of SOP 97-2
[section 10,700.10, .57, and .65].

A.2. None of the commentators on that exposure draft objected to deferral
of the effective date of paragraph 10 of SOP 97-2 [section 10,700.10] with
respect to multiple-element arrangements within the scope proposed in the
exposure draft. A significant number of commentators were concerned, how
ever, about the implications of restricting the scope to only certain multiple
element arrangements, and they urged AcSEC to broaden the scope to all
multiple-element arrangements.
A.3. As a result of AcSEC’s deliberations of the comment letters and
examples of arrangements brought to AcSEC’s attention, AcSEC—
a.

Concluded that, for arrangements for which there is sufficient VSOE
of the fair value of each element, even if each element is not sold
separately, the basis for deferral of revenue recognition with respect
to those elements that otherwise satisfied the criteria for revenue
recognition in SOP 97-2 [section 10,700] needs to be reconsidered.
Accordingly, AcSEC expanded the deferral to all arrangements dis
cussed in paragraph .04 of this SOP, not just those arrangements
described in paragraph A.l. of this SOP.

b.

Affirmed the requirement in SOP 97-2 [section 10,700] that any
allocation of the fee in a multiple-element arrangement to the various
elements should be based on fair values of each element and that
such fair values must be supported by VSOE, thus reinforcing the
applicability of that requirement to all arrangements.
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Statement of Position 98-5
Reporting on the Cosh of Start-Up Activities
April3,1998

NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas
of financial accounting and reporting. Statement on Auditing Standards No. 69,
The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, identifies AICPA Statements of Position that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category b of the hierarchy of generally accepted accounting
principles that it establishes. AICPA members should consider the accounting
principles in this Statement of Position if a different accounting treatment of a
transaction or event is not, specified by a pronouncement covered by Rule 203 of
the AICPA Code of Professional Conduct. In such circumstances, the accounting
treatment specified by the Statement of Position should be used, or the member
should be prepared to justify a conclusion that another treatment better presents
the substance of the transaction in the circumstances.

Summary
This Statement of Position (SOP) provides guidance on the financial reporting
of start-up costs and organization costs. It requires costs of start-up activities
and organization costs to be expensed as incurred.

The SOP broadly defines start-up activities and provides examples to help
entities determine what costs are and are not within the scope of this SOP.
This SOP applies to all nongovernmental entities and, except as stated in the
last paragraph, is effective for financial statements for fiscal years beginning
after December 15, 1998. Earlier application is encouraged in fiscal years for
which annual financial statements previously have not been issued.
Except for certain entities noted in the last paragraph, initial application of
this SOP should be reported as the cumulative effect of a change in accounting
principle, as described in Accounting Principles Board (APB) Opinion No. 20,
Accounting Changes. When adopting this SOP, entities are not required to
report the pro forma effects of retroactive application.

Entities that report substantially all investments at market value or fair value,
issue and redeem shares, units, or ownership interests at net asset value, and
have sold their shares, units, or ownership interests to independent third
parties before the later of June 30, 1998, or the date that the SOP is issued
should adopt the SOP prospectively.
AICPA Technical Practice Aids
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Foreword
The accounting guidance contained in this document has been cleared by the
Financial Accounting Standards Board (FASB). The procedure for clearing
accounting guidance in documents issued by the Accounting Standards Execu
tive Committee (AcSEC) involves the FASB reviewing and discussing in public
board meetings (1) a prospectus for a project to develop a document, (2) a
proposed exposure draft that has been approved by at least ten of AcSEC’s
fifteen members, and (3) a proposed final document that has been approved by
at least ten of AcSEC’s fifteen members. The document is cleared if at least five
of the seven FASB members do not object to AcSEC undertaking the project,
issuing the proposed exposure draft or, after considering the input received by
AcSEC as a result of the issuance of the exposure draft, issuing the final
document.

The criteria applied by the FASB in their review of proposed projects and
proposed documents include the following.
1.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in special
ized industry accounting, and the proposal adequately justifies the
departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of
applying it.

In many situations, prior to clearance, the FASB will propose suggestions,
many of which are included in the documents.

Introduction and Background
.01 The Accounting Standards Executive Committee (AcSEC) had on its
agenda a series of projects on reporting the costs of activities that are under
taken to create future economic benefits.
.02 The first phase of AcSEC’s series of projects resulted in its issuance of
Statement of Position (SOP) 93-7, Reporting on Advertising Costs [section
10,590]. It was AcSEC’s intention to use SOP 93-7 [section 10,590] as a guide
in developing guidance for reporting costs of other kinds of activities under
taken to create future economic benefits. This SOP on start-up costs is the next
phase.

.03 A review of a number of public-company financial statement disclo
sures indicates that some entities capitalize start-up costs whereas others
expense start-up costs as they are incurred. In addition, entities that capitalize
start-up costs use diverse amortization periods. These diverse practices exist
within and across industries. AcSEC believes this SOP will significantly reduce
these diversities in financial reporting.
.04 AcSEC issued an exposure draft of a proposed SOP, Reporting on the
Costs of Start-Up Activities, on April 22, 1997. AcSEC received more than
eighty comment letters in response to the exposure draft.

§10,750.01
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Scope
.05 For purposes of this SOP, start-up activities are defined broadly as
those one-time activities related to opening a new facility, introducing a new
product or service, conducting business in a new territory, conducting business
with a new class of customer1 or beneficiary, initiating a new process in an
existing facility, or commencing some new operation. Start-up activities in
clude activities related to organizing a new entity (commonly referred to as
organization costs). This SOP provides guidance on accounting for the costs of
start-up activities.

.06 In practice, various terms are used to refer to start-up costs, such as
preopening costs, preoperating costs, organization costs and start-up costs. For
purposes of this SOP, these costs are referred to as start-up costs.
Note: As noted in subsequent paragraphs, the accounting for certain costs
incurred in conjunction with start-up activities are not covered by this SOP. An
entity should not infer that costs outside the scope of this SOP should be
capitalized. Such costs should not be capitalized unless they qualify for capitali
zation under other generally accepted accounting principles.

.07 For purposes of this SOP, activities related to routine, ongoing efforts
to refine, enrich, or otherwise improve upon the qualities of an existing
product, service, process,2 or facility are not start-up activities and are not
within the scope of this SOP. In addition, activities related to a merger or
acquisition and to ongoing customer acquisition3 are not start-up activities.

.08 Certain costs that may be incurred in conjunction with start-up activities
are not subject to the provisions of this SOP. Such costs should be accounted for in
accordance with other existing authoritative accounting literature. For example,
the following costs are outside the scope of this SOP:
•

Costs of acquiring or constructing long-lived assets and getting them
ready for their intended uses (However, the costs of using long-lived
assets that are allocated to start-up activities [for example, deprecia
tion of computers] are within the scope of this SOP.)

•

Costs of acquiring or producing inventory

•

Costs of acquiring intangible assets (However, the costs of using
intangible assets that are allocated to start-up activities [for example,
amortization of a purchased patent] are within the scope of this SOP.)

•

Costs related to internally developed assets (for example, internal-use
computer software costs) (However, the costs of using those assets that
are allocated to start-up activities are within the scope of this SOP.)

•

Costs that are within the scope of Financial Accounting Standards
Board (FASB) Statement No. 2, Accounting for Research and Develop-

1 This SOP does not address the financial reporting of costs incurred related to ongoing customer
acquisition, such as policy acquisition costs in Financial Accounting Standards Board (FASB) State
ment No. 60, Accounting and Reporting by Insurance Enterprises, and loan origination costs in FASB
Statement No. 91, Accounting for Nonrefundable Fees and Costs Associated with Originating or
Acquiring Loans and Initial Direct Costs ofLeases. The SOP addresses the more substantive one-time
efforts to establish business with an entirely new class of customers (for example, a manufacturer
who does all of its business with retailers attempts to sell merchandise directly to the public).
2 Costs addressed in Emerging Issues Task Force Issue No. 97-13, Accounting for Costs Incurred
in Connection with a Consulting Contract or an Internal Project That Combines Business Process
Reengineering and Information Technology Transformation, are outside the scope of this SOP.
3 See footnote 1.
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merit Costs, and FASB Statement No. 71, Accounting for the Effects of
Certain Types of Regulation

•

Costs of fund raising incurred by not-for-profit organizations

•

Costs of raising capital

•

Costs of advertising

•

Costs incurred in connection with existing contracts as stated in
paragraph 75d of SOP 81-1, Accounting for Performance of Construc
tion-Type and Certain Production-Type Contracts [section 10,330.75c/]

.09 Illustrations 1 through 3 in the Appendix [paragraph .44] provide
examples of costs that are and are not within the scope of this SOP.
.10 This SOP applies to all nongovernmental entities (including not-forprofit organizations) and it applies to development-stage entities as well as
established operating entities.

.11 This SOP amends the following AICPA SOPs and Audit and Account
ing Guides that address start-up costs:
a.

SOP 81-1,Accountingfor Performance ofConstruction-Type and Certain
Production-Type Contracts, paragraph 75a [section 10,330.75a]

b.

SOP 88-1, Accounting for Developmental and Preoperating Costs,
Purchases and Exchanges of Take-off and Landing Slots, and Air
frame Modifications, paragraphs 23 and 25 [section 10,430.23 and
.25]

c.

Industry Audit Guide Audits ofAirlines, paragraphs 3.115 and 3.117

d.

Audit and Accounting Guide Audits of Casinos, paragraph 2.06

e.

Audit and Accounting Guide Construction Contractors, paragraph
2.14a

f.

Audit and Accounting Guide Audits ofFederal Government Contractors, paragraph 3.09

g.

Audit and Accounting Guide Audits of Investment Companies, para
graphs 5.14, 8.10, 8.16, 8.17, and appendix K

Conclusions
Accounting for Start-Up Costs
.1 2 Costs of start-up activities, including organization costs, should be
expensed as incurred.

Amendments to Other Guidance
.1 3 This SOP amends SOP 81-1 [section 10,330] by requiring precontract
costs that are start-up costs to be expensed as incurred. The following sentence
is added to the end of paragraph 75a [section 10,330.75a]:
Those costs should be expensed as they are incurred if they are within the scope
of SOP 98-5, Reporting on the Costs of Start-Up Activities.

.1 4 This SOP amends SOP 88-1 [section 10,430] by requiring preoperat
ing costs to be expensed as incurred rather than capitalized. Paragraph 23
[section 10,430.23] is amended as follows:
Preoperating costs related to the integration of new types of aircraft should be
expensed as incurred.
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In addition, paragraph 25 [section 10,430.25] is deleted.

.1 5 This SOP amends the Industry Audit Guide Audits of Airlines by
requiring preoperating costs to be expensed as incurred rather than capital
ized. Paragraph 3.115 is amended as follows:
Preoperating costs related to the integration of new types of aircraft should be
expensed as incurred.

In addition, paragraph 3.117 is deleted.

.1 6 This SOP amends the Audit and Accounting Guide Audits of Casinos
by requiring preopening costs to be expensed as incurred. Paragraph 2.06 is
amended to include the following at the end of the first sentence:
Preopening costs, however, should be charged to expense as incurred.

.1 7 This SOP amends the Audit and Accounting Guide Construction
Contractors by requiring precontract costs that are start-up costs to be ex
pensed as incurred. The following sentence is added to the end of paragraph
2.14a:
Those costs should be expensed as they are incurred if they are within the scope
of SOP 98-5, Reporting on the Costs of Start-Up Activities.

.1 8 Paragraph 3.09 of the Audit and Accounting Guide Audits of Federal
Government Contractors refers to paragraph 75 of SOP 81-1 [section 10,330.75]
as the applicable guidance for accounting for precontract costs. This SOP
amends paragraph 3.09 of the Guide as follows:
Precontract costs should be accounted for in conformity with paragraph 75 of
SOP 81-1, as amended by SOP 98-5, Reporting on the Costs of Start-Up
Activities.

.1 9 This SOP amends the Audit and Accounting Guide Audits of Invest
ment Companies by requiring organization costs to be expensed as they are
incurred. The last two sentences of paragraph 8.10 are deleted and replaced by
the following:
Organization costs should be expensed as they are incurred. Entities should
adopt the transition provisions of paragraphs 22 and 23 of SOP 98-5, Reporting
on the Costs of Start-Up Activities.

In addition, paragraphs 8.16 and 8.17 are deleted, and the following footnote
is added after the words deferred organization expense in paragraph 5.14 and
in the Statement of Assets and Liabilities in appendix K (SOP 93-4, Foreign
Currency Accounting and Financial Statement Presentation for Investment
Companies [section 10,570]).
Organization costs should be expensed as they are incurred. Entities should
adopt the transition provisions of paragraphs 22 and 23 of SOP 98-5, Reporting
on the Costs of Start-Up Activities.

.2 0 The following sentence is added to the accounting policies footnote for
organization costs in the illustrative financial statements in paragraph 9.10 of
the Audit and Accounting Guide Guide for Prospective Financial Information:
(Note: SOP 98-5, Reporting on the Costs of Start-Up Activities, requires that
organization costs be expensed as they are incurred.)

Effective Date and Transition
.2 1 Except for certain entities noted in paragraph .23, this SOP is effec
tive for financial statements for fiscal years beginning after December 15,1998.
AICPA Technical Practice Aids
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Earlier application is encouraged in fiscal years for which annual financial
statements have not been issued. Restatement of previously issued financial
statements is not permitted.

2
.2
Except for certain entities noted in paragraph .23, initial application
of this SOP should be reported as the cumulative effect of a change in account
ing principle, as described in Accounting Principles Board (APB) Opinion No.
20, Accounting Changes. When adopting this SOP, entities are not required to
report the pro forma effects of retroactive application. Entities are required to
disclose the effect of adopting this SOP on income before extraordinary items
and on net income (and on the related per share amounts) in the period of the
change.
.2 3 Entities that meet all of the following conditions should not report the
effect of initial application of this SOP as a cumulative effect of a change in
accounting principle: (a) the entities’ specialized accounting practices include
accounting for substantially all investments at market value or fair value; (b)
the entities’ shares, units, or ownership interests are issued and redeemed at
net asset value; and (c) the entities’ shares, units, or ownership interests are
sold to independent third parties (for example, parties other than founders,
sponsors, and investment advisors) before the later of June 30, 1998, or the
date that the SOP is issued. Capitalized costs incurred by these entities prior
to initial application of this SOP should not be adjusted to the amounts that
would have been expensed as incurred had this SOP been in effect when those
costs were incurred. These entities should apply the SOP prospectively for all
costs of start-up activities and organization costs incurred at the later of June
30,1998, or the date that the SOP is issued. For these entities, costs previously
deferred that continue to be reported as assets should continue to be amortized
over the remaining life of the original amortization period used by the entity,
or a shorter period if the expected period of benefit is reduced. The unamortized
balance of deferred start-up costs or organization costs and the remaining
amortization period should be disclosed.
.2 4 Except for those entities noted in paragraph .23, initial application of
this SOP should be as of the beginning of the fiscal year in which the SOP is
first adopted.
The provisions of this Statement need
not be applied to immaterial items.

Basis for Conclusions
Scope
.2 5 AcSEC based its broad definition of start-up activities on the defini
tion used in the 1973 FASB Discussion Memorandum (DM), Accounting for
Research and Development Costs. That DM defines start-up costs as “those
unusual one-time costs incurred in putting a new plant into operation, opening
a new sales outlet, initiating a new process in an existing plant, or otherwise
commencing some new operation.”
.2 6 Some respondents to the exposure draft indicated that the definition
of start-up activities is imprecise and leads to confusion about what differenti
ates start-up costs from certain other costs, such as costs incurred to get a
long-lived asset ready for its intended use.
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.27 AcSEC believes it is not possible to develop a detailed, all-inclusive
definition of start-up activities and start-up costs. AcSEC believes the broad
definition of start-up activities together with the identification of certain costs
that are not start-up costs and the examples provided in the Appendix [para
graph .44] help the reader understand the kinds of activities and costs that
may be involved in a start-up situation. Regardless, AcSEC believes that costs
previously capitalized as either start-up costs or organization costs should now
be expensed as they are incurred.

.28 AcSEC understands that entities may engage in start-up activities to
generate revenue or increase efficiencies; AcSEC believes that it is unneces
sary to distinguish between the objectives for undertaking start-up activities
for purposes of this SOP.
.29 AcSEC recognizes that some entities use the terms start-up, preopen
ing, preoperating, and organization interchangeably and that these terms are
used inconsistently in practice. AcSEC believes that it is unnecessary to define
the terms individually for purposes of this SOP.
.30 AcSEC also recognizes that some entities differentiate between preopening/preoperating costs and start-up costs as follows:
a.

Preopening/preoperating costs are incurred before the commence
ment of operations or production.

b.

Start-up costs are incurred after operations have begun, but before
normal productive capacity is reached.

AcSEC believes that this distinction is not made consistently in practice.
AcSEC also believes that the guidance in this SOP should be followed regard
less of the terms used to describe the activities included in the scope.

.31 AcSEC decided that it was not necessary to develop boundaries for
when the start-up period begins and ends. The definition of start-up activities
is based on the nature of the activities and not the time period in which they
occur. AcSEC believes that costs previously capitalized by entities as start-up
costs will be expensed as incurred as start-up costs or some other costs, such
as general and administrative.

.32 It is not uncommon for start-up activities to occur simultaneously
with other activities, such as the acquisition or development of assets. Para
graph .08 provides examples of costs excluded from the scope of this SOP.
AcSEC did not attempt to provide an all-inclusive detailed list of such costs
because entities have different accounting policies for the kinds of costs capi
talized under existing generally accepted accounting principles (for example,
property, plant, and equipment). AcSEC believes entities are best capable of
identifying those costs.

.33 This SOP applies to start-up activities of development stage entities
as well as established operating entities, as those terms are discussed in FASB
Statement No. 7, Accounting and Reporting by Development Stage Enterprises.
Paragraph 10 of FASB Statement No. 7 states, “Generally accepted accounting
principles that apply to established operating enterprises shall govern the
recognition of revenue by a development stage enterprise and shall determine
whether a cost incurred by a development stage enterprise is to be charged to
expense when incurred or is to be capitalized or deferred.” This SOP sets forth
the generally accepted accounting principles for costs of start-up activities and
thus applies to both kinds of entities.
AICPA Technical Practice Aids
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.34 A majority of respondents to the exposure draft did not address issues
related to organization costs. The majority of those who did address these
issues believes that organization costs should not be included in the scope of
the SOP. One reason proposed to exclude organization costs from the scope of
this SOP was to avoid unnecessary bookkeeping resulting from book/tax differ
ences. AcSEC concluded that organization costs are similar to start-up costs
and that it could not justify excluding organization costs from the scope of the
SOP. Further, if organization costs were excluded from the scope of the SOP,
AcSEC believes that it would have needed to define organization costs to help
entities distinguish between start-up and organization costs. AcSEC’s defini
tion of organization costs would have been narrower than that contained in the
Internal Revenue Code. Therefore, AcSEC concluded that temporary tax dif
ferences would result for some entities whether AcSEC included or excluded
organization costs from the scope of the document.

Accounting for Start-Up Costs
.35 About half of the respondents to the exposure draft believe that
start-up costs should be reported as assets. AcSEC considered requiring capi
talization and amortization of the costs of start-up activities, including organi
zation costs. AcSEC believes that entities incur costs related to start-up and
organization activities with an expectation that there will be future benefits.
However, AcSEC believes that this is also often the case with other costs, such
as costs related to research and development activities.
.36 Paragraph 86 of FASB Concepts Statement No. 5, Recognition and
Measurement in Financial Statements of Business Enterprises, states, “Con
sumption of economic benefits during a period may be recognized either
directly or by relating it to revenues recognized during the period: ...”
Paragraph 148 of FASB Concepts Statement No. 6, Elements of Financial
Statements, states, “Other costs are also recognized as expenses in the period
in which they are incurred because the period to which they otherwise relate
is indeterminable or not worth the effort to determine.”

.37 Some AcSEC members believe that start-up costs may meet the
definition of an asset. However, they note that some items that meet the
definition of an asset are not recognized as assets because of uncertainty.
Paragraph 175 of FASB Concepts Statement No. 6 states,"...business enter
prises engage in research and development activities, advertise, develop mar
kets, open new branches or divisions, and the like, and spend significant funds
to do so. The uncertainty is not about the intent to increase future economic
benefits but about whether and, if so, to what extent they succeeded in doing
so. Certain expenditures for research and development, advertising, training,
start-up and preoperating activities, development stage enterprises, relocation
or rearrangement, and goodwill are examples of the kinds of items for which
assessments of future economic benefits may be especially uncertain.”
.38 Paragraph 24 of APB Opinion 17 states, “Costs of developing, main
taining, or restoring intangible assets which are not specifically identifiable,
have indeterminate lives, or are inherent in a continuing business and related
to an enterprise as a whole—such as goodwill—should be deducted from
income when incurred.” Start-up costs as defined in this SOP meet all three
conditions: they are not specifically identifiable, have indeterminate lives, and
are inherent in a continuing business and related to an enterprise as a whole.
.39 AcSEC decided that the SOP should not amend paragraph 75d of SOP
81-1 [section 10,330.75d]. AcSEC believes that start-up costs incurred in con-
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nection with existing contracts are contract costs related to a specific source of
revenue that should be subject to the accounting prescribed in SOP 81-1
[section 10,330]. Further, AcSEC decided that start-up costs incurred in con
nection with existing contracts and in anticipation of follow-on or future
contracts for the same goods and services should also be accounted for as
contract costs within the existing contract because those costs are expected to
be recovered. AcSEC also believes that it is impracticable to bifurcate incre
mental learning curve or start-up costs that may be incurred under existing
contracts in anticipation of follow-on or future contracts.

Disclosure and Transition
.40 AcSEC considered requiring entities to disclose start-up costs in
curred in an accounting period and total start-up costs expected to be incurred
over the life of a project. AcSEC decided that, for many entities, the costs of
recordkeeping to identify separately start-up costs incurred in an accounting
period likely would outweigh the related benefits of disclosing those costs to
users of financial statements. AcSEC also believes that it cannot provide an
all-inclusive definition of start-up costs, which would ensure comparability
between entities. In addition, AcSEC believes that, if an entity discloses total
start-up costs expected to be incurred, it is likely to do so outside the financial
statements (for example, in Management’s Discussion and Analysis for a
public company).
.41 Some entities currently report certain costs, such as depreciation
incurred in conjunction with start-up activities, as start-up costs. Other enti
ties currently report those costs under captions such as “depreciation.” This
SOP does not require entities to report those costs as start-up costs.
.42 AcSEC decided that entities that report substantially all investments
at market value or fair value, issue and redeem shares, units, or ownership
interests at net asset value, and have sold their shares, units, or ownership
interests to independent third parties before the later of June 30, 1998, or the
date that the SOP is issued should adopt the SOP prospectively. Examples of
such entities include open-end mutual funds, regardless of their load features,
because open-end mutual funds issue and redeem shares at net asset value
(however, closed-end funds would not be examples because those funds may
trade at a premium or discount in relation to net asset value). Before opera
tions begin, these entities often incur start-up or organization costs. The
expectation is that all shareholders will bear the costs as amortization gradu
ally decreases asset value. Alternatively, the sponsors could pay the start-up
or organization costs and get reimbursed through fees charged to the entity
that would be borne by the shareholders. AcSEC believes that existing share
holders would experience negative economic consequences if previously capi
talized costs were required to be expensed immediately, thereby causing an
immediate decrease in net asset value per share. AcSEC believes that it has
made a practical decision to ensure that the adoption of the SOP does not cause
economic harm to existing shareholders in entities that report substantially all
investments at market value or fair value and issue and redeem shares, units,
or ownership interests at net asset value.

Other Authoritative Literature
.43 AcSEC considered the following other authoritative literature in its
deliberations of financial reporting of start-up costs. However, the guidance in
AICPA Technical Practice Aids
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the following literature is not affected by the provisions of this SOP: (a) FASB
Statement No. 19, Financial Accounting and Reporting by Oil and Gas Produc
ing Companies, and the related AICPA Audit and Accounting Guide Audits of
Entities With Oil and Gas Producing Activities; (b) FASB Statement No. 34,
Capitalization of Interest Cost; (c) FASB Statement No. 50, Financial Report
ing in the Record and Music Industry; (d) FASB Statement No. 51, Financial
Reporting by Cable Television Companies; (e) FASB Statement No. 53, Finan
cial Reporting by Producers and Distributors ofMotion Picture Films; (f) FASB
Statement No. 60, Accounting and Reporting by Insurance Enterprises; (g)
FASB Statement No. 67, Accounting for Costs and Initial Rental Operations of
Real Estate Projects; and (h) FASB Statement No. 91, Accounting for Nonre
fundable Fees and Costs Associated with Originating or Acquiring Loans and
Initial Direct Costs of Leases.

§10,750.43

Copyright © 1998, American Institute of Certified Public Accountants, Inc.

Reporting on the Costs of Start-Up Activities

20,535

.44

Appendix

Illustrations
The Illustrations provide examples that should not be interpreted to be all-in
clusive. Accounting for certain costs incurred in conjunction with start-up
activities are not covered by this SOP. An entity should not infer that costs
outside the scope of this SOP should be capitalized. Such costs should not be
capitalized unless they qualify for capitalization under other generally accepted
accounting principles.

Illustration 1
Scenario—A major U.S. beverage company (the Company) begins construction
of a new plant in China. This represents the Company’s initial entry into the
Chinese market. As part of the overall strategy, the Company plans to introduce
into China, on a locally produced basis, the Company’s major U.S. beverage
brands. Following are some of the costs that might be incurred in conjunction
with start-up activities that are subject to the provisions of this SOP:

•

Travel costs, employee salary-related costs, and consulting costs re
lated to feasibility studies, accounting, legal, tax, and governmental
affairs

•

Training of local employees related to production, maintenance, com
puter systems, engineering, finance, and operations

•

Recruiting, organization, and training related to establishing a distri
bution network

•

Nonrecurring operating losses

•

Depreciation, if any, of new computer data terminals and other com
munication devices

The following costs incurred in conjunction with start-up activities are outside
the scope of this SOP (as noted in paragraphs .07 and .08):
•

Costs of long-lived asset additions, such as the new plant, production
equipment, and packaging lines

•

Internal-use computer software systems development costs

•

Costs that are capitalizable as inventory

•

Deferred financing costs

AICPA Technical Practice Aids
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Illustration 2
Scenario—A retail chain is constructing and opening two new stores. One will
open in a territory in which the entity already has three stores operating. The
other will open in a territory new to the entity. (Costs related to both openings
are treated the same for purposes of this SOP.) All of the stores provide the
same products and services. Following are some of the costs that might be
incurred in conjunction with start-up activities that are subject to the provi
sions of this SOP:

•

Salary-related expenses for new employees

•

Salary-related expenses for the management store opening team

•

Training costs and meals for newly hired employees

•

Hotel charges, meals, and transportation for the opening team

•

Security, property taxes, insurance, and utilities costs incurred after
construction is completed

•

Depreciation, if any, of new computer data terminals and other com
munication devices

•

Nonrecurring operating losses

The following costs incurred in conjunction with start-up activities are outside
the scope of this SOP (as noted in paragraphs .07 and .08):
•

Store advertising costs

•

Coupon giveaways

•

Costs of uniforms

•

Costs of furniture and cash registers

•

Costs to obtain licenses, if any

•

Security, property taxes, insurance, and utilities costs related to
construction activities

•

Deferred financing costs
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Illustration 3
Scenario—A not-for-profit organization that has provided meals to the home
less is opening a shelter to house the homeless. The organization will rent the
facility. This will be the organization’s first shelter and it will conduct a
fund-raising campaign to raise money to start up the shelter. The organization
will lease space for the shelter and will incur capital expenditures for leasehold
improvements and furniture. The organization expects that it will require three
months to set up the space for the shelter. The organization will hire a security
firm to secure the premises during the three-month period in which the shelter
is built. Following are some of the costs that might be incurred in conjunction
with start-up activities that are subject to the provisions of this SOP:

•

Employee salary-related costs related to needs and feasibility studies

•

Staff recruiting and training

•

Rent, security, insurance, and utilities

•

Consultant fees for developing policies and procedures for operating
the shelter

•

Amortization and depreciation, if any, of leasehold improvements and
furniture

•

Costs of social workers

The following costs incurred in conjunction with start-up activities are outside
the scope of this SOP (as noted in paragraphs .07 and .08):

•

Costs of fund-raising

•

Costs of leasehold improvements and furniture

•

Architect fees for the leasehold improvements

•

Advertising costs to publicize the shelter
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Statement of Position 98-7
Deposit Accounting: Accounting for
Insurance and Reinsurance Contracts That
Do Not Transfer Insurance Risk
October 19,1998

NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the area of
financial accounting and reporting. Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, identifies AICPA Statements of Position that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category 6 of the hierarchy of generally accepted accounting
principles that it establishes. AICPA members should consider the accounting
principles in this Statement of Position if a different accounting treatment of a
transaction or event is not specified by a pronouncement covered by Rule 203 of
the AICPA Code of Professional Conduct. In such circumstances, the accounting
treatment specified by this Statement of Position should be used, or the member
should be prepared to justify a conclusion that another treatment better presents
the substance of the transaction in the circumstances.

Summary
This Statement of Position (SOP) provides guidance on how to account for
insurance and reinsurance contracts that do not transfer insurance risk. It
applies to all entities and all insurance and reinsurance contracts that do not
transfer insurance risk, except for long-duration life and health insurance
contracts. The method used to account for insurance and reinsurance contracts
that do not transfer insurance risk is referred to in this SOP as deposit
accounting. The SOP does not address when deposit accounting should be
applied.
This SOP specifies the following.

•

Insurance and reinsurance contracts for which the deposit method is
appropriate should be classified as one of the following, which are
those that—
— Transfer only significant timing risk.
— Transfer only significant underwriting risk.
— Transfer neither significant timing nor underwriting risk.
— Have an indeterminate risk.
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•

At inception, a deposit asset or liability should be recognized for
insurance and reinsurance contracts accounted for under deposit
accounting and should be measured based on the consideration paid
or received, less any explicitly identified premiums or fees to be
retained by the insurer or reinsurer, irrespective of the experience of
the contract.

•

Insurance and reinsurance contracts that transfer neither significant
timing nor underwriting risk, and insurance and reinsurance con
tracts that transfer only significant timing risk, should be accounted
for using the interest method. Changes in estimates of the timing or
amounts of recoveries should be accounted for by recalculating the
effective yield. The asset or liability should then be adjusted to the
amount that would have existed had the new effective yield been
applied since the inception of the contract. The revenue and expense
recorded for such contracts shall be included in interest income or
interest expense.

•

Insurance or reinsurance contracts that transfer only significant un
derwriting risk should be accounted for by measuring the deposit
based on the unexpired portion of the coverage provided until losses
are incurred that will be reimbursed under the contracts. Once a loss
is incurred that will be reimbursed under this kind of contract, then
the deposit should be measured by the present value of the expected
future cash flows arising from the contract, plus the remaining unex
pired portion of the coverage provided. Changes in the recorded
amount of the deposit, other than the unexpired portion of the coverage
provided, should be included in the income statement of the insured
as an offset against the loss recorded by the insured that will be
reimbursed under the contract and in an insurer’s income statement
as an incurred loss. The reduction in the deposit related to the
unexpired portion of the coverage provided should be recorded by the
insured and the insurer who are insurance enterprises as an adjust
ment to incurred losses. If the insured is an enterprise other than an
insurance enterprise, then the reduction in the deposit related to the
unexpired portion of the coverage provided should be recorded as an
expense.

•

For insurance and reinsurance contracts with indeterminate risk, the
guidance in SOP 92-5, Accounting for Foreign Property and Liability
Reinsurance [section 10,520] as to the open-year method, should be
followed. The open-year method should not, however, be used to defer
losses that otherwise would be recognized pursuant to Financial
Accounting Standards Board (FASB) Statement of Financial Account
ing Standards No. 5, Accounting for Contingencies. Under the open
year method, the effects of the contracts are not included in the
determination of net income until sufficient information becomes
available to reasonably estimate and allocate premiums. The open
year method requires that these effects be aggregated in the balance
sheet. When sufficient information becomes available to reasonably
estimate and allocate premiums, the insurance or reinsurance con
tract with indeterminate ‘risk should be reclassified into one of the
other three categories as an insurance or reinsurance contract that
transfers neither significant timing nor underwriting risk, transfers
only significant timing risk, or transfers only significant underwriting
risk, as appropriate, and accounted for accordingly.
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This SOP is effective for financial statements for fiscal years beginning after
June 15, 1999, with earlier adoption encouraged. Restatement of previously
issued annual financial statements is not permitted. Initial application of this
SOP is as of the beginning of an entity’s fiscal year (that is, if the SOP were
adopted before the effective date and during an interim period, all prior interim
periods are required to be restated). The effect of initially adopting this SOP
should be reported as a cumulative effect of a change in accounting principle,
in accordance with the provisions of Accounting Principles Board (APB) Opin
ion No. 20, Accounting Changes.

Foreword
The accounting guidance contained in this document has been cleared by the
Financial Accounting Standards Board (FASB). The procedure for clearing
accounting guidance in documents issued by the Accounting Standards Execu
tive Committee (AcSEC) involves the FASB reviewing and discussing in public
board meetings (1) a prospectus for a project to develop a document, (2) a
proposed exposure draft that has been approved by at least ten of AcSEC’s
fifteen members, and (3) a proposed final document that has been approved by
at least ten of AcSEC’s fifteen members. The document is cleared if five of the
seven FASB members do not object to AcSEC undertaking the project, issuing
the proposed exposure draft or, after considering the input received by AcSEC
as a result of the issuance of the exposure draft, issuing the final document.
The criteria applied by the FASB in their review of proposed projects and
proposed documents include the following.

1.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in special
ized industry accounting, and the proposal adequately justifies the
departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of
applying it.

In many situations, prior to clearance, the FASB will propose suggestions,
many of which are included in the documents.

Introduction
.0 1 “Insurance provides indemnification against loss or liability from
specified events and circumstances that may occur or be discovered during a
specified period. In exchange for a payment from the policyholder (a premium),
an insurance enterprise agrees to pay the policyholder if specified events occur
or are discovered. Similarly, the insurance enterprise may obtain indemnifica
tion against claims associated with contracts it has written by entering into a
reinsurance contract with another enterprise.”1 Insurance and reinsurance
contracts may be structured in various ways. The premium paid by the policyholder may represent a payment for the transfer of insurance risk or it may
represent a deposit.2
1 The source is paragraph 1 of FASB Statement No. 113, Accounting and Reporting for Reinsur
ance of Short-Duration and Long-Duration Contracts.
2 Terms defined in the Glossary [paragraph .39] are set in boldface the first time they appear in
this SOP.
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.0 2 Paragraph 44 of Financial Accounting Standards Board (FASB)
Statement of Financial Accounting Standards No. 5, Accounting for Contingen
cies, states the following, in part.
To the extent that an insurance contract or reinsurance contract does not,
despite its form, provide for indemnification of the insured or the ceding
company by the insurer or reinsurer against loss or liability, the premium paid
less the amount of the premium to be retained by the insurer or reinsurer shall
be accounted for as a deposit by the insured or ceding company.

.0 3 FASB Statement No. 113, Accounting and Reporting for Reinsurance
of Short-Duration and Long-Duration Contracts, established certain condi
tions for determining whether a reinsurance contract indemnifies against loss
or liability relating to insurance risk. Although existing accounting literature
does not provide similar criteria to evaluate whether an insurance contract
indemnifies against loss or liability, generally accepted accounting principles
(GAAP) require a determination of whether insurance risk has been trans
ferred (as discussed in paragraph .02 above). This SOP neither addresses when
deposit accounting should be applied nor provides criteria to make this deter
mination. Such guidance is provided on a case-by-case basis in the applicable
pronouncements.

.0 4 As stated above, FASB Statement Nos. 5 and 113 and Emerging
Issues Task Force (EITF) Issue Nos. 93-14, Accounting for Multiple-Year
Retrospectively Rated Insurance Contracts by Insurance Enterprises and Other
Enterprises, and 93-6, Accounting for Multiple-Year Retrospectively Rated Re
insurance Contracts by Ceding and Assuming Enterprises, each require that
the deposit method of accounting be applied when parties enter into insurance
or reinsurance contracts that do not transfer insurance risk. Nevertheless, the
existing accounting pronouncements do not describe what is meant by deposit
accounting in those circumstances or how it should be applied.
.0 5 The consensus decisions in FASB EITF Issue Nos. 93-14 and 93-6
provide further guidance on when deposit accounting should be applied to
reinsurance and insurance contracts.

Applicability and Scope
.06 This SOP provides guidance on how to apply the deposit method of
accounting when it is required for insurance and reinsurance contracts that do
not transfer insurance risk. These contracts may be prospective or retroactive
in nature. This SOP applies to all entities that have entered into the following
kinds of insurance and reinsurance contracts:
a.

Short-duration insurance and reinsurance contracts that do not
transfer insurance risk as described in paragraph 44 of FASB State
ment No. 5 and, for reinsurance contracts, as described in paragraphs
8 through 11 and 18(a) of FASB Statement No. 113 and EITF Issue
No. 93-6.

b.

Multiple-year insurance and reinsurance contracts that do not trans
fer insurance risk or for which insurance risk transfer is not deter
minable. (EITF Issue Nos. 93-14 and 93-6 prescribe the deposit
method of accounting for multiple-year retrospectively rated insur
ance and reinsurance contracts, respectively, that do not transfer
insurance risk.)
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However, FASB Statement No. 97, Accounting and Reporting by Insurance
Enterprises for Certain Long-Duration Contracts and for Realized Gains and
Losses from the Sale of Investments, and FASB Statement No. 113 explicitly
provide that long-duration life and health insurance contracts that do not
indemnify against mortality or morbidity risk should be accounted for as
investment contracts as defined and described in FASB Statement No. 97.
Therefore, such contracts are not covered by this SOP.

.07 This SOP does not address or change existing requirements as to
when deposit accounting should be applied. Appendix A [paragraph .37],
“Illustrations of Application of Conclusions,” herein, provides examples that
illustrate the application of certain provisions of this SOP. The illustrations are
intended as examples only; it should not be construed that any aspect of the
illustrations establishes or changes requirements as to when deposit account
ing should be applied. The conclusions in this SOP apply to both the insured
and the insurer in an insurance contract. The conclusions in this SOP also
apply to the ceding and assuming entity in a reinsurance contract.

Kinds of Contracts
.08 The transfer of insurance risk requires transferring both timing risk
and underwriting risk. Therefore, four possible categories for deposit ar
rangements have been identified as follows.
a.

An insurance or reinsurance contract that transfers only significant
timing risk. For an insurance or reinsurance contract to be consid
ered to have transferred significant timing risk, the timing of the loss
reimbursement under the contract must be based on the timing of
the loss event.3 An insurance or reinsurance contract that transfers
only significant timing risk limits the amount of underwriting risk
to which the insurer or reinsurer is subject and is commonly entered
into by the insured or ceding entity to provide liquidity. These
limitations may result in an insufficient transfer of insurance risk.
For example, insurance and reinsurance contracts that provide for
experience adjustments may indicate that a sufficient amount of
underwriting risk has not been transferred. The recovery of the
amount of the initial deposit for a contract that transfers only
significant timing risk is not substantially dependent on future loss
experience of the insured.

b.

An insurance or reinsurance contract that transfers only significant
underwriting risk. For an insurance or reinsurance contract to be
considered to have transferred significant underwriting risk, the
probability of a significant variation in the amount of payments
under the insurance or reinsurance contract must be more than
remote. Such variation must also result from variation in the in
sured’s losses, and it must be at least reasonably possible that the
insurer will realize a significant loss from the transaction. An insur
ance or reinsurance contract that transfers only significant under
writing risk may be entered into to lessen the overall economic risks

3 With respect to insurance contracts, the timing of the loss reimbursement under the contract
would be based on the timing of the payment with respect to the loss event. For reinsurance
contracts, the timing of the loss reimbursement under the contract would be based on the timing of
payment by the insured (reinsured) of the underlying loss, as well as when recovery is expected from
the reinsurer.
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associated with the contract and permit a greater amount of coverage
than would otherwise be obtainable for a comparable premium.
Features in insurance or reinsurance contracts that transfer only
significant underwriting risk limit the uncertainties about the tim
ing of the receipt and payment of cash flow, thus, limiting the amount
of timing risk assumed by the insurer. A delayed reimbursement of
losses by the insurer is a possible indication that timing risk has not
been transferred.4 Unlike insurance and reinsurance contracts that
transfer only significant timing risk, the recovery of the amount of
the initial deposit for an insurance or reinsurance contract that
transfers only significant underwriting risk is substantially depend
ent on the future loss experience of the insured. Depending on such
experience, the initial deposit may be recovered or the recovery may
be significantly more or less than the original deposit.
c.

An insurance or reinsurance contract that transfers neither signifi
cant timing nor significant underwriting risk. Insurance and rein
surance contracts that transfer neither significant timing nor
significant underwriting risk are expected to be rare.

d.

An insurance or reinsurance contract with an indeterminate risk.
These insurance and reinsurance contracts have uncertain terms, or
there is insufficient information to reasonably estimate and allocate
premiums in proportion to the protection provided. For example,
certain insurance and reinsurance contracts allow the insured to
obtain some degree of coverage for multiple years without exposing
the insurer to a defined level of insurance risk each year. Uncertain
ties surrounding these insurance and reinsurance contracts are
analogous to those often associated with foreign property and liabil
ity reinsurance as addressed in SOP 92-5 [section 10,520].

For short-duration reinsurance contracts, FASB Statement No. 113 requires
that two conditions be met in order to account for that contract as reinsurance.
The first condition is that the contract must transfer significant insurance risk
to the reinsurer. The second condition is that the contract must subject the
reinsurer to the reasonable possibility of realizing a significant loss from the
transaction, unless substantially all of the insurance risk relating to the
reinsured portions of the underlying insurance contracts has been assumed by
the reinsurer. If a short-duration reinsurance contract does not meet the second
condition but transfers significant insurance risk, then the accounting for
contracts that transfer only significant underwriting risk should be followed
(see paragraphs .13 through .15 in this SOP).

Conclusions
Initial Measurement
.0 9 At inception, a deposit asset or liability should be recognized for
insurance and reinsurance contracts accounted for under deposit accounting
4 FASB Statement No. 113, paragraph 9, states, in part, “A reinsurer shall not be considered to
have assumed significant insurance risk under the reinsured contracts if the probability of a
significant variation in either the amount or timing of payments by the reinsurer is remote. Contrac
tual provisions that delay timely reimbursement to the ceding enterprise would prevent this condi
tion from being met.”
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and should be measured based on the consideration paid or received, less any
explicitly identified premiums or fees to be retained by the insurer or reinsurer,
irrespective of the experience of the contract. Accounting for such fees should
be based on the terms of the contract. Deposit assets and liabilities should be
reported on a gross basis, unless the right of offset exists as defined in FASB
Interpretation No. 39, Offsetting ofAmounts Related to Certain Contracts. The
accounting by the insured and insurer are symmetrical, except as noted in
paragraph .15 of this SOP.

Subsequent Measurement
Insurance and Reinsurance Contracts That Transfer Only Significant
Timing Risk and Insurance and Reinsurance Contracts That Transfer
Neither Significant Timing Nor Underwriting Risk
.10 For insurance and reinsurance contracts that transfer only significant
timing risk or that transfer neither significant timing nor significant under
writing risk, the amount of the deposit asset or liability should be adjusted at
subsequent reporting dates by calculating the effective yield on the deposit to
reflect actual payments to date and expected future payments (as discussed in
paragraph .11 below), with a corresponding credit or charge to interest income
or expense. This approach is consistent with the interest method described in
Accounting Principles Board (APB) Opinion No. 21, Interest on Receivables and
Payables, and FASB Statement No. 91, Accounting forNonrefundable Fees and
Costs Associated with Originating or Acquiring Loans and Initial Direct Costs
of Leases.
.11 The calculation of the effective yield should use the estimated amount
and timing of cash flows. Consistent with paragraph 19 of FASB Statement No.
91, if a change in the actual or estimated timing or amount of cash flows occurs,
the effective yield should be recalculated to reflect the revised actual or
estimated cash flows. The deposit should be adjusted to the amount that would
have existed at the balance-sheet date had the new effective yield been applied
since the inception of the insurance or reinsurance contract. Changes in the
carrying amount of the deposit should be reported as interest income or
interest expense.
.12 Significant changes in the expected amounts of aggregate cash flows
are expected to occur infrequently because of the nature of these kinds of
contracts. Should a significant change occur in the total amount of actual or
estimated cash flows, the enterprise should determine whether the change
indicates that the contract does include significant underwriting risk and
therefore should be converted to the accounting for contracts that transfer only
significant underwriting risk. (See paragraphs .13 through .15 for the account
ing guidance for insurance and reinsurance contracts that transfer only signifi
cant underwriting risk.) In addition, a contract that transfers only significant
timing risk, which subsequently is determined also to transfer significant
underwriting risk, cannot be accounted for under insurance or reinsurance
accounting when the revised determination is made.

Insurance and Reinsurance Contracts That Transfer Only Significant
Underwriting Risk
.13 Until such time as a loss is incurred that will be reimbursed under an
insurance or reinsurance contract that transfers only significant underwriting
AICPA Technical Practice Aids
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risk, the deposit should be measured based on the unexpired portion of the
coverage provided. Once a loss is incurred that will be reimbursed under such
a contract, then the deposit should be measured by the present value of the
expected future cash flows arising from the contract plus the remaining unex
pired portion of the coverage provided.

.14 Changes in the recorded amount of the deposit, other than the unex
pired portion of the coverage provided, arising from an insurance or reinsur
ance contract that transfers only significant underwriting risk should be
recorded in an insured’s income statement as an offset against the loss re
corded by the insured that will be reimbursed under the insurance or reinsur
ance contract and in an insurer’s income statement as an incurred loss.
Insurance enterprises should record the reduction in the deposit related to the
unexpired portion of the coverage provided as an adjustment to incurred losses.
Insurance enterprises should disclose the amounts related to those deposit
contracts that are reported in incurred losses in their statement of earnings.
(See paragraph .19.) If the insured is an enterprise other than an insurance
enterprise, the reduction in the deposit related to the unexpired portion of the
coverage provided should be recorded as an expense.

.15 For the insured or ceding enterprise, the discount rate used to deter
mine the deposit asset should be the current rate on United States government
obligations with similar cash-flow characteristics, adjusted for default risk.
Consideration of the default risk, if any, should be based on the assessment of
the creditworthiness of the insurer. For the insurer or assuming enterprise, the
discount rate used to determine the deposit liability should be the current rate
on United States government obligations with similar cash-flow charac
teristics. These rates should be established at the date of each loss incurred
and used for the remaining life of the contract and should not be changed. If
numerous losses occur, the use of average rates is permitted because estab
lishing individual rates might require detailed recordkeeping and computa
tions that could be burdensome and unnecessary to produce reasonable
approximations of the results.

Insurance and Reinsurance Contracts With Indeterminate Risk
.16 Uncertainties surrounding insurance and reinsurance contracts with
indeterminate risk are analogous to those often associated with foreign prop
erty and liability reinsurance as addressed in SOP 92-5 [section 10,520]. As a
result, the guidance in SOP 92-5 [section 10,520], regarding the open-year
method, should be followed. The open-year method should not, however, be
used to defer losses that otherwise would be recognized pursuant to FASB
Statement No. 5.
.17 Under the open-year method, the effects of the contracts are not
included in the determination of net income until sufficient information be
comes available to reasonably estimate and allocate premiums. The open-year
method requires that these effects be aggregated in the balance sheet. If
sufficient information becomes available to reasonably estimate and allocate
premiums, the insurance or reinsurance contract with indeterminate risk
should be reclassified into one of the three categories as an insurance or
reinsurance contract that transfers neither significant timing nor significant
underwriting risk, transfers only significant timing risk, or transfers only
significant underwriting risk, as appropriate, and accounted for accordingly.
The change in deposit assets or liabilities that result if sufficient information
becomes available is treated as a change in accounting estimate in accordance
with APB Opinion 20, Accounting Changes.
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Disclosures
.18 Entities should disclose a description of the contracts accounted for as
deposits and the separate amounts of total deposit assets and total deposit
liabilities reported in the statement of financial position.

.19 Insurance enterprises should disclose the following information re
garding the changes in the recorded amount of the deposit arising from an
insurance or reinsurance contract that transfers only significant underwriting
risk:
a.

The present values of initial expected recoveries that will be reim
bursed under the insurance or reinsurance contracts that have been
recorded as an adjustment to incurred losses

b.

Any adjustment of amounts initially recognized for expected recov
eries (The individual components of the adjustment (meaning, inter
est accrual, the present value of additional expected recoveries, and
the present value of reductions in expected recoveries) should be
disclosed separately.)

c.

The amortization expense attributable to the expiration of coverage
provided under the contract

Effective Date and Transition
.2 0 This SOP is effective for financial statements for fiscal years begin
ning after June 15,1999, with earlier adoption encouraged. Previously issued
annual financial statements should not be restated. The initial application of
this SOP should be as of the beginning of an entity’s fiscal year (that is, if the
SOP is adopted prior to the effective date and during an interim period, all
prior interim periods should be restated). The effect of initially adopting this
SOP should be reported as a cumulative effect of a change in accounting
principle (in accordance with the provisions of APB Opinion 20).

The provisions of this Statement need
not be applied to immaterial items.

Basis for Conclusions
.2 1 Because of questions raised about the application of the deposit
method of accounting to insurance and reinsurance contracts that do not
indemnify against loss or liability and the scarcity of guidance concerning the
accounting for such contracts, AcSEC believes that guidance is needed for all
entities that enter into insurance and reinsurance contracts that are to be
accounted for as deposits under FASB Statement Nos. 5,60, and 113 and EITF
Issue Nos. 93-6 and 93-14. Long-duration life and health insurance and rein
surance contracts that do not indemnify against mortality and morbidity risk
are not covered under this SOP because FASB Statement Nos. 97 and 113
provide sufficient guidance on accounting for these kinds of insurance and
reinsurance contracts.
.2

2 Paragraph 44 of FASB Statement No. 5 states the following.

To the extent that an insurance contract or reinsurance contract does not,
despite its form, provide for indemnification of the insured or the ceding
company by the insurer or reinsurer against loss or liability, the premium paid
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less the amount of the premium to be retained by the insurer or reinsurer shall
be accounted for as a deposit by the insured or ceding company. Those contracts
may be structured in various ways, but if, regardless of form, their substance
is that all or part of the premium paid by the insured or the ceding company is
a deposit, it shall be accounted for as such.5

That guidance also is incorporated in paragraph 18(a) of FASB Statement
No.113.
.2

3 The consensus in EITF Issue No. 93-6 states, the following, in part.

The Task Force reached a consensus that in order to be accounted for as
reinsurance, a contract that reinsures risk arising from short-duration insur
ance contracts must meet all of the following conditions: (1) the contract must
qualify as a short-duration contract under paragraph 7(a) of Statement 60, (2)
the contract must not contain features that prevent the risk transfer criteria
in paragraphs 8 through 13 of Statement 113 from being reasonably applied
(and those criteria must be met), and (3) the ultimate premium expected to be
paid or received under the contract must be reasonably estimable and allocable
in proportion to the reinsurance protection provided as required by paragraph
14(a) and (b) of Statement 60 and paragraph 21 of Statement 113. If any of
these conditions are not met, a deposit method of accounting should be applied
by the ceding and assuming enterprises.

The consensus in EITF No. 93-14 states, the following, in part.
The Task Force reached a consensus that in order to be accounted for as
insurance, an insurance contract must indemnify the insured as required by
paragraph 44 of Statement 5. For those contracts that do not provide indemnification, the premium paid, less the amount of the premium to be retained by
the insurer, should be accounted for as a deposit by the insured.

Initial Measurement
.2 4 This SOP states that, at inception, insurance and reinsurance con
tracts accounted for under deposit accounting should be measured based on the
consideration paid or received, less any explicitly identified premiums or fees
to be retained by the insurer or reinsurer, irrespective of the experience of the
contract. The provisions of paragraph 44 of FASB Statement No. 5 and para
graph 18a of FASB Statement No. 113 state that “for those contracts that do
not provide indemnification, the premium paid, less the amount of the pre
mium to be retained by the insurer, should be accounted for as a deposit by the
insured.” AcSEC believes that it may be difficult, if not impossible, to reason
ably determine the amount of the premium to be retained by the insurer when
initially measuring the deposit unless it is explicitly identified in the contract
because the implicit rate of interest in the contract reflects a combination of
considerations including prevailing market rates, uncertainty regarding
amounts and timing of cash flows, as well as ranges of possible margins that
may be retained by the insurer. The accounting provided in this SOP is similar
to accounting for prepaid insurance.
5 FASB Statement No. 113 amended FASB Statement No. 5 to include the following footnote at
the end of paragraph 44: “Paragraphs 8 to 13 of FASB Statement No. 113, Accounting and Reporting
for Reinsurance of Short-Duration and Long-Duration Contracts, identify conditions that are re
quired for a reinsurance contract to indemnify the ceding enterprise against loss or liability and to be
accounted for as reinsurance. Any transaction between enterprises to which FASB Statement No. 60,
Accounting and Reporting by Insurance Enterprises, applies must meet those conditions to be
accounted for as reinsurance.”
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Insurance and Reinsurance Contracts That Transfer Only
Significant Timing Risk and Insurance and Reinsurance
Contracts That Transfer Neither Significant Timing Nor
Significant Underwriting Risk
.25 AcSEC concluded that the revenue and expense associated with in
surance and reinsurance contracts that transfer only significant timing risk,
and with insurance and reinsurance contracts that transfer neither significant
timing nor significant underwriting risk are attributable primarily to the time
value of money. Accordingly, AcSEC concluded that the interest method de
scribed in FASB Statement No. 91 is the appropriate model to apply to these
kinds of insurance and reinsurance contracts. AcSEC also concluded that
changes in actual or estimates of timing and, where applicable, the amount of
cash flows under such insurance and reinsurance contracts should be ac
counted for consistent with paragraph 19 of FASB Statement No. 91 by
recalculating the effective yield for the entire contract.

Insurance and Reinsurance Contracts That Transfer Only
Significant Underwriting Risk
.26 This SOP requires that deposits under insurance and reinsurance
contracts that transfer only significant underwriting risk be measured based
on the unexpired portion of the coverage provided until such time as a loss is
incurred that will be reimbursed under the contract. Once a loss is incurred
that will be reimbursed under the insurance or reinsurance contract that
transfers only significant underwriting risk, the deposit is to be measured by
the present value of the expected future cash flows arising from the contract
plus the remaining unexpired portion of the original deposit for the coverage
provided.
.27 AcSEC considered a variety of discount rates and concluded that the
deposit should be measured by the present value of expected future cash flows
discounted at the current risk-free rate available in the market, adjusted for
default risk associated with the insurer’s creditworthiness in the case of a
deposit asset. AcSEC also discussed whether this rate should continue to be
used in subsequent periods (often referred to as the lock-in concept) or whether
the rate should change throughout the remaining life of the contract. AcSEC
concluded that the rate should be established at the date of each loss incurred
and used until the expected cash flows associated with the loss are collected.
AcSEC believes that changes that occur are only changes in the estimate of
cash flows and, therefore, the rate should not change. In those circumstances
in which there is more than one loss, there will be different rates for each of the
loss occurrences. If numerous losses occur, establishing these rates might
require detailed recordkeeping and computations that could be burdensome as
well as unnecessary to produce reasonable approximations of the results.
Therefore, the use of average rates is permitted.

.28 For insurance and reinsurance contracts that transfer insurance risk
(meaning contracts that transfer both underwriting and timing risk), the
purchaser (who is in a comparable position to the insured or ceding entity) pays
a fixed or determinable amount and receives a right to an uncertain future
return. Estimated recoveries under such contracts generally are recorded at
undiscounted amounts. For insurance and reinsurance contracts that transfer
only significant underwriting risk, the deposit is measured by the present
value of the expected future cash flows. AcSEC believes that this difference in
AICPA Technical Practice Aids
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measurement—between insurance and reinsurance contracts that transfer
insurance risk and those that transfer only significant underwriting risk—ap
propriately reflects the dissimilarities in these contracts, principally the fail
ure of contracts that transfer only significant underwriting risk to match the
timing of the recoveries to the timing of the payments of the loss.

.29 When an asset or liability is measured by discounting expected future
cash flows, the present value of such asset or liability will increase from one
reporting period to the next as a result of the passage of time (assuming that
the actual or expected timing and amount of cash flows remain constant).
Nevertheless, the present value of a deposit under an insurance or reinsurance
contract that transfers only significant underwriting risk may change from one
reporting period to the next as a result of not only the passage of time but also
the changes in actual or estimated timing and amount of cash flows.
.30 AcSEC considered whether the change in the present value of the cash
flows should be recognized entirely as interest related, entirely as underwrit
ing related (offsetting the recorded loss under the insurance or reinsurance
contract), or partly as interest related and partly underwriting related. AcSEC
concluded that the entire change should be recognized in the income statement
as an offset to the loss recorded by the insured that will be reimbursed under
the insurance or reinsurance contract that transfers only significant under
writing risk. With regard to insurance enterprises and because of the signifi
cance of amounts recorded as incurred losses by these enterprises, AcSEC
believes that disclosure of the components of the deposit that are recorded in
incurred losses is appropriate. AcSEC noted that, if the amount of expected
future cash flows under the deposit contract changes, the reporting entity will
report both a change in the deposit and a corresponding change related to the
underlying loss accrual; AcSEC concluded that both of those changes should be
recognized in a similar manner. Additionally, because this kind of contract
transfers significant underwriting risk, AcSEC considered it inappropriate to
recognize the entire change in the present value of the cash flows as interest
related. AcSEC also concluded that the costs of accounting separately for the
interest-related component of the change in the present value of the cash flows
outweighed the benefits of such separate accounting. AcSEC noted the follow
ing areas in which the interest-related component of a change in the present
value of an asset or liability is recognized as an operating item rather than as
interest related:
a.

Accounting for long-duration insurance liabilities and changes in
cash surrender value of life insurance contracts

6.

Accounting for pension and other post-retirement benefit expenses

c.

Accounting generally used when insurance claim liabilities are meas
ured on a discounted basis

d.

Accounting for a change in the present value of an impaired loan

.3 1 AcSEC considered a variety of possible ways to apply deposit account
ing to insurance and reinsurance contracts that transfer only significant
underwriting risk. The following graph, which is based on the example in
Appendix A [paragraph .37], “Illustrations of Application of Conclusions,”
paragraphs A.6 through A.9, illustrates the effects of four alternative methods
of accounting for insurance and reinsurance contracts that transfer only sig
nificant underwriting risk that were considered by AcSEC. In this example, the
insured or ceding entity pays an initial premium of $1,000 and expects to re
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cover $5,000 at the end of Year 8 based on an actual loss incurred by the
insured. A delayed reimbursement clause mitigates timing risk.6

.32 AcSEC eliminated from consideration the cash basis and the undis
counted value of cash flows methods because they fail to properly reflect the
time value of money, the receivable or payable under the contract, or both.

.33 AcSEC concluded that the interest method fails to recognize that the
$5,000 incurred loss is a discrete event that has been recorded under the
contract in Year 1 giving rise to the ultimate recovery of $5,000 in Year 8.

SOP Method—Discounted Value of Cash Flows

Interest Method
Undiscounted Value of Cash Flows

Cash Basis

Insurance and Reinsurance Contracts With Indeterminate Risk
.34 In insurance and reinsurance contracts with indeterminate risk,
there are uncertain terms, or there is insufficient information to reasonably
estimate and allocate premiums in proportion to the protection provided.
Paragraph 15 of SOP 92-5 [section 10,520.15] provides that, in circumstances
in which a foreign ceding entity cannot provide the information required by the
assuming entity to estimate both the ultimate premiums and the appropriate
periods of recognition, the open-year method should be used.

.35’ AcSEC concluded that uncertainties surrounding these insurance and
reinsurance contracts are analogous to those often associated with foreign
property and liability reinsurance as addressed in SOP 92-5 [section 10,520].
As a result, the guidance in SOP 92-5 [section 10,520] as to the open-year
method should be followed.
.36 If sufficient information becomes available to reasonably estimate
and allocate premiums, the insurance or reinsurance contract with indetermi
nate risk should be reclassified into one of three categories as an insurance or
reinsurance contract that transfers neither significant timing nor underwrit
ing risk, transfers only significant timing risk, or transfers only significant
underwriting risk, as appropriate, and accounted for accordingly. FASB State
ment No. 113 provides that the determination of whether a contract transfers
risk should be evaluated at the inception of the contract. There are no provi
sions in FASB Statement No. 113 that provide for subsequent reevaluation of
6 The table only presents the recovery under the contract and does not depict the underlying loss
associated with the contract.
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a contract. Therefore, AcSEC concluded that when sufficient information
becomes available to reasonably estimate and allocate premiums, the account
ing for an insurance or reinsurance contract, with indeterminate risk at its
inception, should be reclassified as an insurance or reinsurance contract that
does one of the following:
1.

Transfers neither significant timing nor significant underwriting risk

2.

Transfers only significant timing risk

3.

Transfers only significant underwriting risk

As appropriate, the reclassified contract should be accounted for accordingly
using deposit accounting as described in this SOP.
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.37

Appendix A
Illustrations of Application of Conclusions
A.1. The following examples illustrate the application of the conclusions in
this SOP. The illustrations are intended as examples only; it should not be
construed that any aspect of the illustrations establishes or changes require
ments as to when deposit accounting should be applied. Rather, the examples
illustrate how deposit accounting is to be applied when it is determined that it
should be applied under other accounting literature. These examples illustrate
the accounting by the insured. The accounting by the insurer would be sym
metrical, except as noted in paragraph .15 of this SOP.

Insurance and Reinsurance Contracts That Transfer
Neither Significant Timing Nor Significant
Underwriting Risk
A.2. This example illustrates the accounting by the insured for an insur
ance or reinsurance contract that transfers neither significant timing nor
significant underwriting risk. The facts are as shown in the following table.
Premium
Coverage period
Expected recoveries
Implicit interest rate

$1,000
1 year
$250 at the end of each year for five years
8 percent(*)

Present value of $250 per year for five years at 8 percent = $1,000.

A.3. At contract inception, the insured records a $1,000 asset. Changes in
the amount or timing of cash flows are not anticipated. As they are received,
cash recoveries reduce the carrying amount of the deposit, and the carrying
amount of the deposit is increased at each reporting date by the amount of the
interest earned during the period. The example assumes that the enterprise is
reporting related financial information as of the end of each year, as shown in
the following table.
Description

Initial payment
Year 1
End of Year 1
Year 2
End of Year 2
Year 3
End of Year 3
Year 4
End of Year 4
Year 5
End of Year 5
Totals
AICPA Technical Practice Aids

8-Percent
Interest Income

Cash
Recoveries

(250)

$1,000
1,080
830
896
646
698
448
484
234
250
0

$(1,250)

$____ 0

$ 80
$ (250)

66

(250)
52

(250)
36

(250)

16
$250

Deposit
Balance
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Insurance and Reinsurance Contracts That Transfer
Only Significant Timing Risk
A.4. This example illustrates the accounting by the insured for an insur
ance or reinsurance contract that transfers only significant timing risk. The
facts are as shown in the following table.
Premium
Coverage period
Initial expected
recoveries
Initial implicit rate

$1,000
1 year

$225 per year (at end of year) for five years
4 percent(*)

Present value of $225 per year for five years at 4 percent = $1,000.

This implicit rate often will be less than the current risk-free rate because of
the uncertainties as to the timing of cash flows in the insurance or reinsurance
contract.

A.5. At contract inception, the insured records a $1,000 asset. Though the
total amount ($1,125) is likely to be paid, changes in estimates of the timing of
cash flows are expected. At each subsequent reporting date, the amount of the
deposit would be increased by the amount of interest earned during the period,
calculated using the estimated future cash flows to determine the then-current
implicit discount rate (this is consistent with the retrospective approach in
applying the interest method). At the end of Year 2, the timing of anticipated
recoveries under the insurance or reinsurance contract is revised. A reevalu
ation of the implicit interest rate produces a rate of 3.63 percent and an asset
of $640 at the end of the year. Given the change in the expected timing of cash
flows at the end of Year 2, the carrying amount of the asset would be calculated
as shown in the following table.
Description

Interest Income

Cash
Recoveries

Initial payment
Year 1 (4 percent)(*)
End of Year 1
Year 2 (4 percent)
End of Year 2
Yield adjustment
Year 3 (3.63 percent)
End of Year 3
Year 4 (3.63 percent)
End of Year 4
Year 5 (3.63 percent)
End of Year 5
Year 6 (3.63 percent)
End of Year 6

7
____

(175)

Totals

$125

$(1,125)

$ 40

$ (225)
33
(200)
(8)
23

(175)

18
(175)

12
(175)

Deposit
Balance
$1,000
1,040
815
848
648
640
663
488
506
331
343
168
175
_____ 0

$

0

Implicit rate at the inception of the insurance or reinsurance contract.
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Insurance and Reinsurance Contracts That Transfer
Only Significant Underwriting Risk
A.6. This example illustrates the accounting by the insured for an insur
ance or reinsurance contract that transfers only significant underwriting risk.
The facts are as shown in the following table.
Initial Premium
Coverage period
Expected recoveries

$1,000
1 year
Could aggregate up to $10,000 with none
paid prior to Year 8 regardless of when the
insured incurs or pays a loss

A.7. A delayed reimbursement clause, which provides that the full amount
will be paid to the insured or ceding entity at the end of Year 8, mitigates timing
risk. A $5,000 loss is incurred at the end ofYear 1 and is expected to be recovered
at the end of Year 8. The risk-free rate of interest in Year 1 for the period from
the loss to the expected payment date, adjusted for default risk, is 6 percent.
(For the insurer, the risk-free rate would be used but it would not be adjusted
for default risk.) At the end of Year 3, the estimated loss is increased from
$5,000 to $6,000.
A.8. At contract inception, the insured records a $1,000 asset. The $1,000
amount is amortized over the coverage period of one year. If the $5,000 loss is
incurred, the insured increases the amount of the asset by the present Value of
the $5,000. (Note that the insured has recorded the entire $5,000 loss from the
underlying event in the same period.) At each subsequent reporting date, the
portion of the carrying amount of the asset attributable to the incurred loss
would be recalculated by discounting the estimated future cash flows.
A.9. The carrying amount of the asset would be calculated as shown in the
following table.
Cash
Offset to
Recoveries
Deposit
Recorded
Description
Amortization
Balance
Losses
at End of Year
Initial payment
Amortization
Year 1
Year 2
Year 3

Adjustment

747

Year 4

270
284
303
320
340

$6,000

$1,000
0
3,325(†
3,525
3,736
4,483(‡)
4,753
5,037
5,340
5,660
0

$6,000

$6,000

$____ 0

$1,000
$3,325(*)
200
211

Year 5

Year 6
Year 7
Year 8
Totals

$1,000

The loss occurred on the last day of the year.
The present value of $5,000 received after seven years discounted at 6
percent. At the end of Year 1, there is no remaining deposit applicable to the
unexpired portion of the coverage because it is a one-year contract.

(‡) The present value of $6,000 received after five years discounted at 6 percent.
AICPA Technical Practice Aids
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Conversion From a Contract That Transfers Neither Significant
Timing Risk Nor Significant Underwriting Risk or a Contract
That Transfers Only Significant Timing Risk to a Contract That
Transfers Significant Underwriting Risk
A.10. The following illustration builds on the examples in paragraphs A.4
and A.5. It uses the same assumptions and facts as that example for the first
two years; however, at the end of Year 3, the estimated recovery is increased
from $1,125 to $1,950 (with the remaining recovery to be $450 per year for the
remaining three years). For purposes of this example, assume the magnitude
of the change in the estimated recovery is such that a determination should be
reached that the contract does include significant underwriting risk. The
risk-free rate of interest at Year 1 is 6 percent adjusted for default risk. In
addition, this rate would be utilized when appropriate for the life of the
contract.

Description

Initial payment
Year 1
(4 percent)
Year 2
(4 percent)
Year 3
(3.63 percent)
Adjustment
Year 4
(6 percent)
Year 5
(6 percent)
Year 6
(6 percent)
Totals

Interest
Income

Offset to
Recorded
Losses

Cash
Recoveries
at End of Year

Deposit
Balance

$1,000
$ (225)

815

(200)

640

(175)

488
1,203(‡)

72

(450)

825

50

(450)

425

25

(450)

0

$862

$(1,950)
—

$40

25(*)
23
$715(†)

$88
—

$

0
——

W The interest income adjustment at 4 percent of $33 less the yield adjust
ment of $8 equals $25.
At the end of Year 3, there is a change in the estimated recovery to $1950.
The payment of the remaining losses will occur over three years, in Years 4,
5, and 6.

(‡) The present value of $450 per year for three years discounted at 6 percent
(the risk-free rate at the time of the loss adjusted for default risk).
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Appendix B
Discussion of Comments Received on the
Exposure Draft
B.1. An exposure draft of a proposed Statement of Position, Deposit Ac
counting: Accounting for Insurance and Reinsurance Contracts That Do Not
Transfer Insurance Risk, was issued for public comment on June 30,1997, and
distributed to a variety of interested parties to encourage comment by those
who would be affected by the proposal. Twenty-three comment letters were
received in response on the exposure draft. The most significant and pervasive
comments received were in the following areas:
a.

Scope

b.

Kinds of contracts

c.

Risk transfer criteria for direct insurance contracts

d.

Recognition of fees to be retained by the insurer or reinsurer

e.

Discount rate

f.

Accounting for contracts that transfer only significant underwriting
risk

Scope
B.2. The guidance regarding scope in the exposure draft caused some
confusion. Several respondents requested clarification about the kinds of insur
ance contracts that would be covered by the SOP. AcSEC clarified the guidance
to explain that the SOP applies to contracts that do not transfer insurance risk,
except for those contracts which Financial Accounting Standards Board (FASB)
Statements of Financial Accounting Standards Nos. 97, Accounting and
Reporting by Insurance Enterprises for Certain Long-Duration Contracts and
for Realized Gains and Losses from the Sale ofInvestments and 113, Account
ing and Reporting for Reinsurance of Short-Duration and Long-Duration
Contracts, provide explicit guidance.

Kinds of Contracts
B.3. Several comment letters expressed concern about the complexity of
the various contract types. AcSEC continues to believe that the various deposit
categories are appropriate and adequately capture the majority of potential
kinds of contracts.

B.4. For short-duration reinsurance contracts, FASB Statement No. 113
requires that two conditions be met in order to account for that contract as
reinsurance. The first condition is that the contract must transfer significant
insurance risk to the reinsurer. The SOP provides guidance on accounting for
contracts that fail to transfer one or both of these risks, which must be
transferred for a contract to be considered to have transferred significant
insurance risk. FASB Statement No. 113 also provides a second condition that
AICPA Technical Practice Aids

§10,760.38

20,564

Statements of Position

must be met for a contract to receive reinsurance accounting. The second
condition is that the contract must subject the reinsurer to the reasonable
possibility of realizing a significant loss from the transaction, unless substan
tially all of the insurance risk relating to the reinsured portions of the under
lying insurance contracts has been assumed by the reinsurer. The exposure
draft did not specifically identify this situation. The SOP has been changed to
state that for short-duration reinsurance contracts that do not meet the second
condition, but that do transfer significant insurance risk, the accounting for
these reinsurance contracts should be the same as the accounting for contracts
that transfer only significant underwriting risk. AcSEC believes that for
short-duration reinsurance contracts to satisfy the requirements of paragraph
9a of FASB Statement No. 113, there is an expectation that there is variability
in the amount and timing of expected cash flows. Therefore, the accounting for
contracts that transfer only significant underwriting risk would be appropriate.

Risk Transfer Criteria for Direct Insurance Contracts
B.5. Several comment letters expressed concern that the risk transfer
criteria from FASB Statement No. 113 were being applied to direct insurance
contracts. Paragraph 44 of FASB Statement No. 5, Accounting for Contingen
cies, and FASB Statement No. 60, Accounting and Reporting by Insurance
Enterprises, do not specifically state risk transfer criteria in the same manner
as does FASB Statement No. 113. The SOP’s objective is to address how to
account for contracts that do not transfer insurance risk and consequently must
be accounted for as deposit accounting. The SOP is not intended to provide a
method to determine whether risk transfer exists.

Recognition of Fees to Be Retained by the Insurer or Reinsurer
B.6. Several comments were received on the initial measurement of the
deposit asset or liability relating to the recognition of fees to be retained by the
insurer or reinsurer. AcSEC continues to believe that such fees should be
measured based on the consideration paid or received, less any explicitly
identified premiums or fees to be retained by the insurer or reinsurer, based
upon the terms and conditions of the contract. AcSEC believes that a reasonable
determination of premiums or fees is ordinarily not possible at the inception of
the contract. Each contract should be evaluated based on its relevant terms and
conditions.

Discount Rate
B.7. The use of a risk-free interest rate locked in at the loss event was
addressed in several comment letters. Several respondents believe that this
method is inconsistent with other accounting literature and believe the rate
does not fully recognize the current market value of the deposit. AcSEC believes
that the method chosen is consistent with other recent literature issued. The
SOP has been changed to explicitly document that AcSEC believes that changes
that occur are only changes in the estimate of expected cash flows resulting
from the previous loss event and, therefore, the rate should not change. It is
not AcSEC’s intention to measure the deposit amount on a fair-value basis.

Accounting for Contracts That Transfer Only Significant
Underwriting Risk
B.8. The accounting in the SOP prescribes that recoveries for contracts
that transfer only significant underwriting risk to be recognized through un
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derwriting income. Some respondents believe that the accounting is inconsis
tent with FASB Statement No. 113. Other respondents believe that these kinds
of contracts should receive reinsurance accounting under FASB Statement No.
113 when a recovery under the contract occurs. Some changes in the balance
of the amount recoverable are related to underwriting activities and it is,
therefore, reasonable to include that activity in the underwriting account.
AcSEC believes that bifurcation or a financial approach that would allocate
underwriting and interest components would be preferable; however, current
insurance company GAAP does not permit that approach. Therefore, AcSEC
continues to believe that the accounting described in the SOP is appropriate.
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Glossary
Assuming entity (or enterprise). The party that receives a reinsurance pre
mium in a reinsurance transaction. The assuming enterprise (or reinsurer)
accepts an obligation to reimburse a ceding enterprise under the terms of
the reinsurance contract.

Ceding entity (or enterprise). The party that pays a reinsurance premium in
a reinsurance transaction. The ceding enterprise receives the right to
reimbursement from the assuming enterprise under the terms of the
reinsurance contract.

Experience adjustment. A provision in an insurance or reinsurance contract
that modifies the premium, coverage, commission, or a combination of the
three, in whole or in part, based on experience under the contract.

Insurance risk. The risk arising from uncertainties about both underwriting
risk and timing risk. Actual or imputed investment returns are not an
element of insurance risk. Insurance risk is fortuitous; the possibility of
adverse events occurring is outside the control of the insured.

Timing risk. The risk arising from uncertainties about the timing of the
receipt and payments of the net cash flows from premiums, commissions,
claims, and claim settlement expenses paid under a contract.

Underwriting risk. The risk arising from uncertainties about the ultimate
amount of net cash flows from premiums, commissions, claims, and claim
settlement expenses paid under a contract.

§10,760.39
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Statement of Position 98-9
Modification of SOP 97-2, Software
Revenue Recognition, With Respect to
Certain Transactions
December 22,1998
NOTE
Statements of Position on accounting issues present the conclusions of at least
two thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting. Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, identifies AICPA Statements of Position that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category b of the hierarchy of generally accepted accounting principles
that it establishes. AICPA members should consider the accounting principles in this
Statement of Position if a different accounting treatment of a transaction or event is
not specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified by
the Statement of Position should be used, or the member should be prepared to justify
a conclusion that another treatment better presents the substance of the transaction
in the circumstances.

Summary
This Statement of Position (SOP) amends paragraphs 11 and 12 of SOP 97-2,
Software Revenue Recognition [section 10,700.11 and .12], to require recogni
tion of revenue using the “residual method” when (1) there is vendor-specific
objective evidence of the fair values of all undelivered elements in a multiple
element arrangement that is not accounted for using long-term contract ac
counting, (2) vendor-specific objective evidence of fair value does not exist for
one or more of the delivered elements in the arrangement, and (3) all revenue
recognition criteria in SOP 97-2 [section 10,700] other than the requirement
for vendor-specific objective evidence of the fair value of each delivered element
of the arrangement are satisfied. Under the residual method, the arrangement
fee is recognized as follows: (1) the total fair value of the undelivered elements,
as indicated by vendor-specific objective evidence, is deferred and subsequently
recognized in accordance with the relevant sections of SOP 97-2 [section 10,700]
and (2) the difference between the total arrangement fee and the amount
deferred for the undelivered elements is recognized as revenue related to the
delivered elements.

Effective December 15, 1998, this SOP amends SOP 98-4, Deferral of the
Effective Date of a Provision of SOP 97-2, Software Revenue Recognition
[section 10,740], to extend the deferral of the application of certain passages of
SOP 97-2 [section 10,700] provided by SOP 98-4 [section 10,740] through fiscal
years beginning on or before March 15,1999.
AICPA Technical Practice Aids
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All other provisions of this SOP are effective for transactions entered into in
fiscal years beginning after March 15,1999. Earlier adoption is permitted as of
the beginning of fiscal years or interim periods for which financial statements
or information has not been issued. Retroactive application of the provisions of
this SOP is prohibited.

Foreword
The accounting guidance contained in this document has been cleared by the
Financial Accounting Standards Board (FASB). The procedure for clearing
accounting guidance in documents issued by the Accounting Standards Execu
tive Committee (AcSEC) involves the FASB reviewing and discussing in public
board meetings (1) a prospectus for a project to develop a document, (2) a
proposed exposure draft that has been approved by at least ten of AcSEC’s
fifteen members, and (3) a proposed final document that has been approved by
at least ten of AcSEC’s fifteen members. The document is cleared if at least five
of the seven FASB members do not object to AcSEC undertaking the project,
issuing the proposed exposure draft, or after considering the input received by
AcSEC as a result of the issuance of the exposure draft, issuing a final
document.
The criteria applied by the FASB in their review of proposed projects and
proposed documents include the following.
1.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in special
ized industry accounting, and the proposal adequately justifies the
departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of
applying it.

In many situations, prior to clearance, the FASB will propose suggestions,
many of which are included in the documents.

Introduction and Background
.0 1 On October 27, 1997, the AICPA Accounting Standards Executive
Committee (AcSEC) issued Statement of Position (SOP) 97-2, Software Reve
nue Recognition [section 10,700].
.0 2 Paragraph 10 of SOP 97-2 [section 10,700.10] states that, if an ar
rangement includes multiple elements, the fee should be allocated to the
various elements based on vendor-specific objective evidence of fair value.
Vendor-specific objective evidence of fair value is limited to the following:
a.

The price charged when the same element is sold separately

b.

For an element not yet being sold separately, the price established
by management having the relevant authority (it must be probable
that the price, once established, will not change before the separate
introduction of the element into the marketplace)

§10,770.01
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.03 Paragraph 12 of SOP 97-2 [section 10,700.12] requires deferral of all
revenue from multiple-element arrangements that are not accounted for using
long-term contract accounting if sufficient vendor-specific objective evidence
does not exist for the allocation of revenue to the various elements of the
arrangement.
.04 This SOP amends that guidance to require recognition of revenue in
accordance with the “residual” method in the limited circumstances described
in paragraph .05 of this SOP.

Scope
.05 This SOP applies only to multiple-element arrangements in which (a)
a software element or other delivered element is sold only in combination with
one or more other elements that qualify for separate accounting pursuant to
SOP 97-2 [section 10,700], (b) vendor-specific objective evidence of fair value
does not exist for one or more of the delivered elements, and (c) there is
vendor-specific objective evidence of the fair value of each of the undelivered
elements determined pursuant to paragraphs 10, 37, 57, and 66 of SOP 97-2
[section 10,700.10, .37, .57, and .66].

Conclusions
.06 The following changes are made to SOP 97-2 [section 10,700].
a.

The following sentence is added to the end of paragraph 11 of SOP
97-2 [section 10,700.11].

Moreover, to the extent that a discount exists, the residual method
described in paragraph 12 [of SOP 97-2] attributes that discount
entirely to the delivered elements.
b.

The following is added to the end of paragraph 12 of SOP 97-2 [section
10,700.12].

•

c.

There may be instances in which there is vendor-specific objec
tive evidence of the fair values of all undelivered elements in an
arrangement but vendor-specific objective evidence of fair value
does not exist for one or more of the delivered elements in the
arrangement. In such instances, the fee should be recognized
using the residual method, provided that (a) all other applicable
revenue recognition criteria in this SOP [SOP 97-2] are met and
(6) the fair value of all of the undelivered elements is less than
the arrangement fee. Under the residual method, the arrange
ment fee is recognized as follows: (a) the total fair value of the
undelivered elements, as indicated by vendor-specific objective
evidence, is deferred and (b) the difference between the total
arrangement fee and the amount deferred for the undelivered
elements is recognized as revenue related to the delivered elements.

The following example is added to appendix A of SOP 97-2 [section
10,700.146], following “Multiple Element Arrangements—Products
and Services—Example 3.”
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Multiple Element Arrangements—Products and Services—
Example 4
Facts
A vendor sells software product A for $950. The license arrangement
for product A always includes one year of “free” PCS. The annual
renewal price of PCS is $150.

Revenue Recognition
Assuming that, apart from the lack of vendor-specific objective evi
dence of the fair value of the delivered software element, all applica
ble revenue recognition criteria in this SOP [SOP 97-2] are met,
revenue in the amount of $150 should be deferred and recognized in
income over the one-year PCS service period. Revenue of $800 should
be allocated to the software element and recognized upon delivery of
the software.

Discussion
Vendor-specific objective evidence of the fair value of the software
does not exist because the software is never sold separately. Conse
quently, sufficient vendor-specific objective evidence of fair value
does not exist for the allocation of revenue to the various elements
based on their relative fair values. Paragraph 12 of this SOP [SOP
97-2] states, however, that the residual method should be used when
there is vendor-specific objective evidence of the fair values of all
undelivered elements; all other applicable revenue recognition crite
ria in this SOP [SOP 97-2] are met; and the fair value of all of the
undelivered elements is less than the total arrangement fee.

If there had been vendor-specific objective evidence of the fair value
of the delivered software but not of the undelivered PCS, the entire
arrangement fee would be deferred and recognized ratably over the
contractual PCS period in accordance with paragraphs 12 and 58 [of
SOP 97-2].

.07 Paragraph 5 of SOP 98-4, Deferral of the Effective Date of a Provision
of SOP 97-2, Software Revenue Recognition [section 10,740.05], is replaced
with the following.
The second sentences of paragraphs 10,37,41, and 57 of SOP 97-2, which limit
what is considered VSOE [vendor-specific objective evidence] of the fair value
of the various elements in a multiple-element arrangement, and the related
examples noted in paragraph 3 of this SOP [SOP 98-4] need not be applied to
transactions entered into before fiscal years beginning after March 15, 1999.

.08 All provisions of SOP 97-2 [section 10,700] for software transactions
outside the scope of this SOP and all other provisions of SOP 97-2 [section
10,700] for transactions within the scope of this SOP should be applied as
stated in SOP 97-2 [section 10,700].

Effective Date and Transition
.09 The provisions of this SOP that extend the deferral of the application
of certain passages of SOP 97-2 [section 10,700] are effective December 15,
1998. All other provisions of this SOP are effective for transactions entered into
in fiscal years beginning after March 15,1999. Earlier adoption is permitted as
of the beginning of fiscal years or interim periods for which financial state
ments or information has not been issued. Retroactive application of the
provisions of this SOP is prohibited.
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The provisions of this Statement need
not be applied to immaterial items.

Background Information and Basis for Conclusions
.10 SOP 97-2, Software Revenue Recognition [section 10,700], was issued
on October 27,1997 and became effective for transactions entered into in fiscal
years beginning after December 15,1997, with earlier application encouraged.
.11 Paragraph 10 of SOP 97-2 [section 10,700.10] provides that, if a
software arrangement includes multiple elements, the fee should be allocated
to the various elements based on vendor-specific objective evidence of fair
value. Paragraph 12 of SOP 97-2 [section 10,700.12] provides that, if sufficient
vendor-specific objective evidence of fair value does not exist for the allocation
of revenue to the various elements of the arrangement, all revenue from the
arrangement should be deferred.
.12 Paragraph 10 of SOP 97-2 [section 10,700.10] establishes only two
conditions that constitute vendor-specific objective evidence of fair value.
Neither of those conditions allows for the determination of the fair value of an
element of a multiple-element arrangement that is never sold separately. A
consequence of not having separate sales of one or more elements under SOP
97-2 [section 10,700], as issued, is that all revenue from such an arrangement
would be deferred in accordance with paragraph 12 of SOP 97-2 [section
10,700.12].

.13 In developing the “unbundling” guidance in SOP 97-2 [section 10,700],
AcSEC deliberated the need for verifiable fair values of each of the elements.
AcSEC did not support permitting allocation of the sales price of the package
of elements to the individual elements using differential measurement, in
which an amount to allocate to an element for which there is no separate
vendor-specific objective evidence of fair value is inferred by reference to the
fair values of elements for which there is vendor-specific objective evidence of
fair value and the fair value of the total arrangement.1 AcSEC was concerned
that, under differential measurement, any difference between the fair values
of the individual elements when sold separately and the fair value of the
elements when sold as a package (that is, a discount) would be allocated
entirely to undelivered elements, possibly resulting in a significant overstate
ment of reported revenue in the period in which the software is delivered.

.14 In arriving at its conclusion in SOP 97-2 [section 10,700], AcSEC did
not deliberate situations in which software or other delivered elements would
always be sold with one or more services or other undelivered elements that
qualify for separate accounting. In such situations, there could be vendor-spe
cific objective evidence of the fair value of the undelivered elements when sold
separately (for example, by reference to renewal PCS or to the price for user
training that is sold separately). Application of the conclusions in paragraph
10 of SOP 97-2 [section 10,700.10], however, would have resulted in a determi
nation that there was not vendor-specific objective evidence of the fair value of
the delivered element (for example, software). The provisions in paragraph 12
of SOP 97-2 [section 10,700.12] would have required the initial deferral of all
revenue from such arrangements.
1 Differential measurement encompasses the residual method described in this SOP.
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.15 Subsequent to the issuance of SOP 97-2 [section 10,700], some AcSEC
members came to believe that it is inappropriate to defer all revenue from the
arrangement in such situations, because the use of the residual method would
result in allocation of any discount entirely to the delivered element. Thus,
there would be no potential for overstatement of revenue at the time of initial
delivery of the software element. Indeed, it had been argued that recognizing
no revenue from the delivered software element in such circumstances would
inappropriately understate reported income.
.16 AcSEC considered this matter in light of paragraphs 95 and 96 of
Financial Accounting Standards Board (FASB) Statement of Financial Ac
counting Concepts No. 2, Qualitative Characteristics of Accounting Informa
tion. Those paragraphs state the following.

Conservatism no longer requires deferring recognition of income be
yond the time that adequate evidence of its existence becomes avail
able or justifies recognizing losses before there is adequate evidence
that they have been incurred.
The Board emphasizes that any attempt to understate results consis
tently is likely to raise questions about the reliability and the integrity
of information about those results and will probably be self-defeating
in the long run. That kind of reporting, however well-intentioned, is
not consistent with the desirable characteristics described in this
Statement. On the other hand, the Board also emphasizes that impru
dent reporting, such as may be reflected, for example, in overly
optimistic estimates of realization, is certainly no less inconsistent
with those characteristics. Bias in estimating components of earnings,
whether overly conservative or unconservative, usually influences the
timing of earnings or losses rather than their aggregate amount. As a
result, unjustified excesses in either direction may mislead one group
of investors to the possible benefit or detriment of others.

.17 On February 11,1998, AcSEC issued an exposure draft of a proposed
SOP, Deferral of the Effective Date of Certain Provisions ofSOP 97-2, Software
Revenue Recognition, for Certain Transactions. The exposure draft proposed
deferring the effective date of the provisions of paragraph 10 of SOP 97-2
[section 10,700.10] with respect to what constitutes vendor-specific objective
evidence of fair value of the software element in multiple-element arrange
ments in which—
a.

A software element is sold only in combination with PCS or other
service elements that qualify for separate accounting pursuant to
SOP 97-2 [section 10,700], or both.

b.

There is vendor-specific objective evidence of the fair value of each
of the service elements determined pursuant to paragraphs 10, 57,
and 65 of SOP 97-2 [section 10,700.10, .57, and .65].

.1 8 None of the commentators on that exposure draft objected to deferral
of the effective date of paragraph 10 of SOP 97-2 [section 10,700.10] with
respect to multiple-element arrangements within the scope proposed in the
exposure draft. A significant number of commentators were concerned, how
ever, about the implications of restricting the scope to only certain multiple
element arrangements, and they urged AcSEC to broaden the scope to all
multiple-element arrangements.
.1 9 As a result of AcSEC’s deliberations of the comment letters on the
February 11, 1998, exposure draft and examples of arrangements brought to
AcSEC’s attention, AcSEC —
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a.

Concluded that, for arrangements for which there is sufficient vendor-specific objective evidence of the fair value of each element, even
if each element is not sold separately, the basis for deferral of revenue
recognition with respect to those elements that otherwise satisfied
the criteria for revenue recognition in SOP 97-2 [section 10,700]
needed to be reconsidered. Accordingly, AcSEC expanded the defer
ral to encompass all multiple-element software arrangements.

b.

Affirmed the requirement in SOP 97-2 [section 10,700] that any
allocation of the fee in a multiple-element arrangement to the various
elements should be based on fair values of each element and that
such fair values must be supported by vendor-specific objective
evidence, thus reinforcing the applicability of that requirement to all
arrangements.

These conclusions were set forth in SOP 98-4, Deferral of the Effective Date of
a Provision of SOP 97-2, Software Revenue Recognition [section 10,740].
.20 On July 31, 1998, AcSEC issued an exposure draft of an SOP, Modi
fication of the Limitations on Evidence ofFair Value in Software Arrangements
(A proposed amendment to SOP 97-2, Software Revenue Recognition). That
exposure draft proposed rescinding the second sentences of paragraphs 10, 37,
41, and 57 of SOP 97-2 [section 10,700.10, .37, .41, and .57]. Further, the
exposure draft proposed that vendor-specific objective evidence of the fair
value of any one element of an arrangement could be inferred by reference to
vendor-specific objective evidence of the fair value of the remaining elements
in the arrangement and vendor-specific objective evidence of the fair value of
the total arrangement. An example in the exposure draft suggested that such
vendor-specific objective evidence of the fair value of the total arrangement,
which could differ from the arrangement fee, might be provided by sufficiently
consistent pricing for the total arrangement in sales to other customers.

.21 Under AcSEC’s July 31, 1998, proposal, any difference between the
fair value of the total arrangement and the arrangement fee (the discount) for
the particular transaction would be allocated to each element in the arrange
ment based on each element’s fair value without regard to the discount, in
accordance with paragraph 11 of SOP 97-2 [section 10,700.11].
.22 AcSEC received twenty comment letters on the exposure draft. Al
though none of the commentators opposed modification of the evidentiary
requirements of the second sentence of paragraph 10 of SOP 97-2 [section
10,700.10], approximately half of the commentators requested further guid
ance on some aspect of what would constitute vendor-specific objective evi
dence of fair value and on some aspect of what might constitute “consistent
pricing.” Five respondents requested reconsideration of the acceptability of
methods, perhaps in addition to the exposure draft method, that would permit
recognition of a “minimum” amount of revenue when vendor-specific objective
evidence of fair value does not exist for each element in an arrangement or for
the total arrangement.
.23 The Software Revenue Recognition Working Group, which had been
advising AcSEC during this process continued to support the position in the
exposure draft. However, AcSEC was troubled by the significant number of
comment letters requesting more guidance on the terms “consistent pricing”
and “vendor-specific objective evidence.” In addition, certain comment letters
explained that determining vendor-specific objective evidence of fair value of
total arrangements is difficult because, in many cases, each sale represents an
AICPA Technical Practice Aids
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independent negotiation. AcSEC believes that, because of the wide variety of
facts and circumstances that influence individual transactions, not all of which
can be anticipated, it cannot further define the term consistent pricing without
making arbitrary decisions and drafting a multitude of rules. AcSEC believes
that promulgating such specificity and arbitrary rules would be unwise. Ac
SEC was further troubled by the concept that there could be a fair value for a
multiple-element arrangement that differs from the price paid for the total
arrangement, which is negotiated between independent parties.

.24 AcSEC concluded, based on the information obtained during AcSEC’s
due process, that the approach proposed in the July 31, 1998, exposure draft
was not operational for multiple-element software arrangements. This conclu
sion, combined with concerns about the potential for a disproportionate alloca
tion of any discount on an arrangement to undelivered elements (possibly
resulting in an overstatement of revenue reported in the period of initial
delivery of the software), caused AcSEC to conclude that it should retain the
limitations on evidence of fair value in SOP 97-2 [section 10,700]. AcSEC did
agree, however, to provide for the use of the residual method in circumstances
where there is vendor-specific objective evidence of the fair value of all the
undelivered elements in an arrangement but there is not vendor-specific
objective evidence of the fair value of one or more delivered elements.
.25 AcSEC notes that the residual method is not an acceptable alternative
to allocation based on relative fair values when there is vendor-specific objec
tive evidence of the fair value of each element in a multiple-element arrange
ment. AcSEC acknowledges that the residual method represents an exception
to the revenue-recognition model in SOP 97-2 [section 10,700] that the ar
rangement fee should be allocated on the basis of relative fair values. AcSEC
believes, however, that, in the particular circumstances discussed in this SOP,
recognition of some revenue for a delivered element is more appropriate than
deferral of all revenue.

Effective Date and Transition
.26 AcSEC initially agreed that this SOP should be effective for trans
actions entered into in fiscal years beginning after December 15, 1998, the
date on which the deferral of certain passages of SOP 97-2 [section 10,700]
that is provided by SOP 98-4 [section 10,740] would have expired. However,
several subsequent letters from the software industry stated that some
software companies would have difficulty implementing this SOP (and the
provisions of SOP 97-2 [section 10,700] that had been deferred for one year
by SOP 98-4 [section 10,740]) by that date. In response, AcSEC agreed to
change the effective date of this SOP to make it apply to transactions
entered into in fiscal years beginning after March 15, 1999. Moreover, in
order to avoid the need for two accounting changes, AcSEC agreed to amend
SOP 98-4 [section 10,740] to extend the deferral period through fiscal years
beginning on or before March 15,1999. AcSEC believes that this additional
three-month period is sufficient to permit companies to implement both this
SOP and the passages of SOP 97-2 [section 10,700] that had been deferred
by SOP 98-4 [section 10,740].
.27 The transition provisions of both SOP 97-2 [section 10,700] and SOP
98-4 [section 10,740] are transaction based. It is, therefore, appropriate for this
SOP to be applied on a prospective basis to transactions entered into in fiscal
years beginning after March 15,1999.
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.28 The guidance that was deferred by SOP 98-4 [section 10,740] was to
have been applied prospectively. As this SOP reinstates the guidance in SOP
97-2 [section 10,700] while adding one narrow exception, it is appropriate for
this SOP to provide also for prospective application.

.29 Some entities may have adopted SOP 97-2 [section 10,700] before its
December 15,1997, effective date and, upon the issuance of SOP 98-4 [section
10,740], may have chosen not to restate their financial statements to reflect the
deferral of the second sentences of paragraphs 10, 37, 41, and 57 of SOP 97-2
[section 10,700.10, .37, .41, and .57], as was permitted. Any differences in
reported revenue pursuant to SOP 97-2 [section 10,700] from the revenue that
would have been reported under SOP 97-2 [section 10,700] as amended by this
SOP will reverse as the revenue recognition criteria are met for the undeliv
ered elements of these arrangements. This is consistent with the transition
methodology incorporated in SOP 97-2 [section 10,700]. AcSEC believes that it
is therefore unnecessary to permit retroactive application of this SOP by any
entities.

Due Process
.30 The exposure draft that preceded this SOP proposed rescinding the
second sentences of paragraphs 10, 37, 41, and 57 of SOP 97-2 [section
10,700.10, .37, .41, and .57]. Further, the exposure draft proposed that vendor
specific objective evidence of the fair value of any one element of an arrange
ment could be inferred by reference to vendor-specific objective evidence of the
fair value of the remaining elements in the arrangement and vendor-specific
objective evidence of the fair value of the total arrangement. An example in the
exposure draft suggested that such vendor-specific objective evidence of the
fair value of the total arrangement, which could differ from the arrangement
fee, might be provided by sufficiently consistent pricing for the total arrange
ment in sales to other customers.

.31 The July 31, 1998, exposure draft did not propose the use of the
residual method that is required by this SOP. However, the comment letters
on the exposure draft clearly identified perceived weaknesses in the proposed
approach. The comment letters also included recommendations to adopt the
residual method in addition to the proposed approach that AcSEC ultimately
rejected. Moreover, AcSEC received and considered comments on the scope of
the February 11, 1998, exposure draft, which was similar to the scope of this
SOP. AcSEC concluded that it could reach an informed decision based on the
comments received on the two exposure drafts, without issuing a revised
exposure draft for public comment.
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Section 10,780
Statement of Position 99-2
Accounting for and Reporting of
Postretirement Medical Benefit (401 (h))
Features of Defined Benefit Pension Plans
July 28,1999
NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting. Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, identifies AICPA Statements of Position that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category 6 of the hierarchy of generally accepted accounting principles
that it establishes. AICPA members should consider the accounting principles in this
Statement of Position if a different accounting treatment of a transaction or event is
not specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified by
the Statement of Position should be used, or the member should be prepared to justify
a conclusion that another treatment better presents the substance of the transaction
in the circumstances.

Summary
This Statement of Position (SOP) would amend chapters 2 and 4 of the AICPA
Audit and Accounting Guide Audits ofEmployee Benefit Plans (the Guide). This
SOP specifies the accounting for and disclosure of 401(h) features of defined
benefit pension plans, by both defined benefit pension plans and health and
welfare benefit plans.

The SOP requires—

a.

Defined benefit pension plans to record the aggregate amount of net
assets held in a 401(h) account related to health and welfare plan
obligations for retirees as both assets and liabilities on the face of the
statement of net assets available for pension benefits in order to
arrive at net assets available for pension benefits

b.

401(h) account assets used to fund health benefits, and the changes
in those assets, to be reported in the financial statements of the
health and welfare benefit plan. Benefit obligations related to the
401(h) account are also required to be reflected in the health and
welfare plan financial statements

c.

Defined benefit pension plans to disclose the fact that the 401(h)
account assets are available only to pay retirees’ health benefits

AICPA Technical Practice Aids
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d.

Health and welfare benefit plans to disclose in the notes to the
financial statements the fact that retiree health benefits are funded
partially through a 401(h) account of the defined benefit pension plan.

This SOP is effective for financial statements for plan years beginning after
December 15, 1998. Earlier application is encouraged. Accounting changes
adopted to conform to the provisions of this SOP should be made retroactively
by restatement of financial statements for prior periods.

Foreword
The accounting guidance contained in this document has been cleared by the
Financial Accounting Standards Board (FASB). The procedure for clearing
accounting guidance in documents issued by the Accounting Standards Execu
tive Committee (AcSEC) involves the FASB reviewing and discussing in public
board meetings (1) a prospectus for a project to develop a document, (2) a
proposed exposure draft that has been approved by at least ten of AcSEC’s
fifteen members, and (3) a proposed final document that has been approved by
at least ten of AcSEC’s fifteen members. The document is cleared if five of the
seven FASB members do not object to AcSEC undertaking the project, issuing
the proposed exposure draft or, after considering the input received by AcSEC
as a result of the issuance of the exposure draft, issuing the final document.
The criteria applied by the FASB in its review of proposed projects and proposed
documents include the following.

1.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in special
ized industry accounting, and the proposal adequately justifies the
departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of
applying it.

In many situations, prior to clearing the FASB will propose suggestions, many
of which are included in the documents.

Introduction
.0 1 Some defined benefit pension plans provide a postretirement medical
benefit component in addition to the normal retirement benefits of the plan,
pursuant to Section 401(h) of the Internal Revenue Code (IRC). Employers may
fund a portion of their postretirement medical-benefit obligations related to
their health and welfare benefit plans through a health benefit account (401(h)
account) in their defined benefit pension plans, subject to certain restrictions
and limitations.

.0 2 Funding can be accomplished through a qualified transfer of excess
pension plan assets (as defined in Section 420 of the IRC) or through additional
contributions to the 401(h) account by the employer, employees, or both. Any
assets transferred to a 401(h) account in a qualified transfer of excess pension
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plan assets (and any income allocable thereto) must be used only to pay
qualified current retiree health benefits for the taxable year of the transfer
(whether directly or through reimbursement). Any assets transferred to the
401(h) account to pay retiree medical expenses in a qualified transfer of excess
pension plan assets (and any income allocable thereto) that are not used during
the year must be transferred out of the account to the transferor plan and
treated as an employer reversion for purposes of a 20 percent excise tax on
reversions. The IRC allows employers to allocate up to 25 percent of total
contributions to the plan, subject to certain limitations, to the 401(h) account.
If the full amount of these contributions is not used during the year, they may
be accumulated for future retiree medical expenses in the 401(h) account. The
deductibility of employer contributions to a 401(h) account is subject to sepa
rate limitations and, therefore, such contributions have no effect on the
amount of deductible contributions an employer can make to fund pension
benefits under the plan. The earnings on the 401(h) account are ignored for
minimum funding purposes. Additionally, under the IRC, qualified transfers
are not treated as prohibited transactions for purposes of Section 4975.

.0 3 The plan sponsor has discretion in making contributions to the 401(h)
account. A pension or annuity plan may provide for payment of medical
benefits for retired employees, their spouses, and their dependents if all of the
following conditions are met.
a.

Benefits are subordinate (as defined in section 401(h) of the IRC) to
the retirement benefits provided by the plan.

b.

A separate account is established and maintained for such benefits.

c.

The employer’s contributions to the separate account are reasonable
and ascertainable.

d.

It is impossible, at any time prior to the satisfaction of all obligations
under the plan to provide such benefits, for any part of the corpus or
income of the separate account to be (within the taxable year or
thereafter) used for or diverted to any purpose other than the pro
viding of such benefits.

e.

Notwithstanding the provisions of certain IRC sections, upon satis
faction of all obligations under the plan to provide such benefits, any
amount remaining in the separate account must, under the terms of
the plan, be returned to the employer.

f.

In the case of an employee who is a key employee, (as defined in
Section 416(i)), a separate account is established and maintained for
such benefits payable to such employee (and the spouse and depend
ents) and such benefits (to the extent attributable to plan years
beginning after March 31, 1984, for which the employee is a key
employee) are payable only to such employee (and the spouse and
dependents) from that separate account.

.0 4 The 401(h) assets may be used only to pay current retiree health
benefits, which are obligations of a separate health and welfare benefit plan or
health benefit arrangement. They may not be used to satisfy pension obliga
tions. Although the assets may be invested together with assets that are
available to pay pension benefits, a separate accounting must be maintained
for all qualified transfers, contributions, distributions and/or expenses, and
income earned thereon.
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.0 5 Financial Accounting Standards Board (FASB) Statement No. 35,
Accounting and Reporting by Defined Benefit Pension Plans, and the AICPA
Audit and Accounting Guide Audits of Employee Benefit Plans (the Guide)
provide guidance to preparers and auditors of financial statements of defined
benefit pension plans. Neither document addresses accounting for and report
ing of 401(h) features of those plans.

Scope
.0 6 Paragraphs .08 through .10 and paragraphs .13 and .14 of this SOP
apply to all defined benefit pension plans that contain a 401(h) feature.
.0 7 Paragraphs .11, .12, .15, and .16 of this SOP apply to health and
welfare benefit plans if a portion or all of the benefits under such plans are
funded through a 401(h) feature in a defined benefit pension plan.

Conclusions
Accounting and Reporting
Defined Benefit Pension Plans
.0 8 Because the 401(h) net assets may not be used to satisfy pension
obligations, the total of net assets available for pension benefits must not
include assets held in the 401(h) account related to obligations of the health
and welfare benefit plan. The 401(h) account assets less liabilities (net assets
of the 401(h) account) are required to be shown in defined benefit pension plan
financial statements as a single line item on the face of the statements (as
illustrated in appendix B [paragraph .22]). Those net assets related to the
401(h) account also must be deducted before arriving at the total of net assets
available for pension benefits. In deducting those net assets, the amount
relating to 401(h) features should be presented as a separate line item in the
liabilities section of the statement of net assets available for pension benefits.
The financial statement caption should clearly denote that the net assets held
in the 401(h) account relate to obligations of the health and welfare plan or
arrangement. The statement of changes in net assets should show only the
changes in net assets of the pension plan and not any of the components of the
changes in the net assets in the 401(h) account. The only amounts that should
be reported in the statement of changes in net assets are qualified transfers to
the 401(h) account and/or any unused or unspent amounts (including allocated
income) in the 401(h) account at the end of the year that were qualified
transfers of excess pension plan assets that should have been but were not
transferred back to the defined benefit pension plan.
.0 9 Information regarding accumulated plan benefits should relate
only to pension obligations. Even in situations in which separate financial
statements are not prepared for the health and welfare benefit plan, obli
gations related to retiree health benefits should not be reported in the
statement of accumulated plan benefits of the defined benefit pension plan
financial statements.
.1 0 Illustrative financial statements for a defined benefit pension plan
with a 401(h) feature are presented in appendix B [paragraph .22].
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Health and Welfare Benefit Plans
.11 The 401(h) account assets used to fund health benefits, and the
changes in those assets, should be reported in the financial statements of the
health and welfare benefit plan. The 401(h) account assets and liabilities and
changes in them can be shown in the health and welfare benefit plan financial
statements in one of two ways. An entity can present that information either
as a single line item on the face of the statements (as illustrated in appendix C
[paragraph .23] or included in individual line items with separate disclosure in
the footnotes about the 401(h) amounts included in those individual line items.
If the assets and liabilities are shown as a single line item in the statement of
net assets, the changes in net assets also should be shown as a single line item
in the statement of changes in net assets. If the assets and liabilities are
included in individual asset and liability line items in the statement of net
assets, the changes in individual 401(h) amounts should be included in the
changes in the individual line items in the statement of changes in net assets,
with separate disclosure in the footnotes about the 401(h) amounts included in
those individual line items. The notes to the financial statements should
disclose the significant components of net assets and changes in net assets of
the 401(h) account. The 401(h) obligations are reported in the health and
welfare benefit plan’s statement of benefit obligations as required by SOP 92-6,
Accounting and Reporting by Health and Welfare Benefit Plans [section
10,530]. Likewise, the health and welfare benefit plan’s statement of changes
in benefit obligations should include claims paid through the 401(h) account.
.12 Illustrative financial statements of a health and welfare benefit plan
funded through a 401(h) account in a separate defined benefit pension plan are
presented in appendix C [paragraph .23].

Disclosures
Defined Benefit Pension Plans
.13 Defined benefit pension plans should disclose in the notes to the
financial statements the nature of the assets related to the 401(h) account, and
the fact that the assets are available only to pay retiree health benefits.
.14 The Employee Retirement Income Security Act of 1974 (ERISA) re
quires that the 401(h) assets be reported as assets of the defined benefit
pension plan in regulatory filings with the U.S. government. Paragraph 12.27
of the Guide notes that ERISA requires a plan’s financial statements to include
a note explaining differences between amounts reported in the financial state
ments and the amounts reported in the Form 5500 Annual Return/Report.
Because ERISA requires 401(h) accounts to be reported as assets of the pension
plan, a reconciliation of the net assets reported in the financial statements to
those reported in Form 5500 is required. The reconciliation should be accom
panied by a discussion of the 401(h) account, explaining clearly that the assets
in the 401(h) account are not available to pay pension benefits.

Health and Welfare Benefit Plans
.15 Health and welfare benefit plans should disclose in the notes to the
financial statements the fact that retiree health benefits are funded partially
through a 401(h) account of the defined benefit pension plan. Those plans also
should disclose the fact that the assets in the 401(h) account are available only
to pay retiree health benefits. The notes to the financial statements should
disclose the significant components of net assets and changes in net assets of
the 401(h) account.
AICPA Technical Practice Aids
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.16 As noted in paragraph .14 above, ERISA requires that the 401(h)
assets be reported as assets of the defined benefit pension plan and not as
assets of the health and welfare benefit plan in regulatory filings with the U.S.
government. Paragraph 12.27 of the Guide notes that ERISA requires a plan’s
financial statements to include a note explaining differences between amounts
reported in the financial statements and the amounts reported in the Form
5500. Because ERISA requires 401(h) accounts to be reported as assets of the
pension plan, a reconciliation of the net assets reported in the financial
statements to those reported in the Form 5500 is required for the health and
welfare benefit plan.

Amendments to the Guide
.17 The following is added to chapter 2, “Accounting and Reporting by
Defined Benefit Pension Plans,” of the Guide as paragraphs 2.36 through 2.44
under the section “Additional Financial Statement Disclosures.” The existing
Guide paragraphs 2.36 through 2.42 will be renumbered to paragraphs 2.43
through 2.51 as a result of these amendments.
2.36 401(h) Accounts. Some defined benefit pension plans provide
a postretirement medical-benefit component in addition to the nor
mal retirement benefits of the plan, pursuant to Section 401(h) of the
Internal Revenue Code (IRC). Employers may fund a portion of their
postretirement medical-benefit obligations related to their health
and welfare benefit plans through a health benefit account (401(h)
account) in their defined benefit pension plans, subject to certain
restrictions and limitations. Funding can be accomplished through a
qualified transfer of excess pension plan assets or through additional
contributions. Any assets transferred to a 401(h) account in a quali
fied transfer of excess pension plan assets (and any income allocable
thereto) must be used only to pay qualified current retiree health
benefits for the taxable year of the transfer (whether directly or
through reimbursement). Any assets transferred to a 401(h) account
in a qualified transfer of excess pension plan assets (and any income
allocable thereto) that are not used in the year must be transferred
out of the account to the pension plan.
2.37 The IRC allows employers to allocate up to 25 percent of total
contributions to the plan, subject to certain limitations, to the 401(h)
account. If the full amount of these contributions is not used during
the year, they may be accumulated for future retiree medical ex
penses in the 401(h) account. The deductibility of employer contribu
tions to a 401(h) account is subject to separate limitations and,
therefore, such contributions have no effect on the amount of deduct
ible contributions an employer can make to fund pension benefits under
the plan. The earnings on the 401(h) account are ignored for minimum
funding purposes. Additionally, under the IRC, qualified transfers are
not treated as prohibited transactions for purposes of Section 4975.
2.38 The plan sponsor has discretion in making contributions to the
401(h) account. A pension or annuity plan may provide for payment
of medical benefits for retired employees, their spouses, and their
dependents if all of the following conditions are met.
a. Benefits are subordinate (as defined in Section 401(h) of the
IRC) to the retirement benefits provided by the plan.
b. A separate account is established and maintained for such
benefits.
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c. The employer’s contributions to the separate account are reason
able and ascertainable.
d.

It is impossible, at any time prior to the satisfaction of all obli
gations under the plan to provide such benefits, for any part of
the corpus or income of the separate account to be (within the
taxable year or thereafter) used for, or diverted to, any purpose
other than the providing of such benefits.

e.

Notwithstanding the provisions of certain IRC sections, upon
satisfaction of all obligations under the plan to provide such
benefits, any amount remaining in the separate account must,
under the terms of the plan, be returned to the employer.

In the case of an employee who is a key employee (as defined in
Section 416(i)), a separate account is established and main
tained for such benefits which are payable to such employee
(and the spouse and dependents), and such benefits (to the ex
tent attributable to plan years beginning after March 31,1984,
for which the employee is a key employee) are payable only to
that employee (and the spouse and dependents) from the separ
ate account.
2.39 The 401(h) assets may be used only to pay current retiree health
benefits, which generally are obligations ofa separate health and welfare
benefit plan or health benefit arrangement. They may not be used to
satisfy pension obligations. Although the assets may be invested toget
her with assets that are available to pay pension benefits, a separate
accounting must be maintained for all qualified transfers, contribu
tions, distributions and/or expenses, and income earned thereon.
f.

2.40 Because the 401(h) net assets may not be used to satisfy pension
obligations, the total of net assets available for pension benefits must
not include net assets held in the 401(h) account related to obliga
tions of the health and welfare benefit plan. The 401(h) account
assets less liabilities (net assets of the 401(h) account) are required
to be shown in defined benefit pension plan financial statements as
a single line item on the face of the statements (as illustrated in
appendix B of SOP 99-2). Those net assets related to the 401(h)
account also must be deducted before arriving at the total of net
assets available for pension benefits. In deducting those net assets,
the amount related to the 401(h) features should be presented as a
separate line item in the liabilities section of the statement of net
assets available for pension benefits. The financial statement caption
should clearly denote that the net assets held in the 401(h) account
relate to obligations of the health and welfare benefit plan or ar
rangement. The statement of changes in net assets should show only
the changes in net assets of the pension plan and not any of the
components of the changes in the net assets in the 401(h) account.
The only amounts that should be reported in the statement of
changes in net assets are qualified transfers to the 401(h) account
and/or any unused or unspent amounts (including allocated income)
in the 401(h) account at the end of the year that were qualified
transfers of excess pension plan assets that should have been, but
were not, transferred back to the defined benefit pension plan.
2.41 Information regarding accumulated plan benefits should re
late only to pension obligations. Even in situations in which separate
financial statements are not prepared for the health and welfare bene
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fit plan, obligations related to retiree health benefits should not be
reported in the statement of accumulated plan benefits of the defined
benefit pension plan financial statements.

2.42 Defined benefit pension plans should disclose in the notes to
the financial statements the fact that the 401(h) account assets are
available only to pay retiree health benefits.

.18 The following is added to chapter 4, “Accounting and Reporting by
Health and Welfare Benefit Plans,” of the Guide as paragraphs 4.54 and 4.55
under the section “Postretirement Benefit Obligations.” The existing Guide
paragraphs 4.54 through 4.55 are renumbered to paragraphs 4.56 through 4.57
as a result of these amendments.

4.54 Certain retiree health benefits may be funded through a 401(h)
account in a defined benefit pension plan, pursuant to Section 401(h)
of the Internal Revenue Code (IRC). Refer to paragraphs 2.36
through 2.42 of this Guide for a detailed discussion of 401(h) ac
counts. The 401(h) account assets and liabilities used to fund retiree
health benefits, and the changes in those assets and liabilities,
should be reported in the financial statements of the health and
welfare benefit plan. The 401(h) account assets used to fund health
benefits, and the changes in those assets, should be reported in the
financial statements of the health and welfare benefit plan. The
401(h) account assets and liabilities and changes in them can be
shown in the health and welfare benefit plan financial statements in
one of two ways. An entity can present that information either as a
single line item on the face of the statements or included in individual
line items with separate disclosure in the footnotes about the 401(h)
amounts included in those individual line items. If the assets and
liabilities are shown as a single line item in the statement of net
assets, the changes in net assets also should be shown as a single line
item in the statement of changes in net assets. If the assets and
liabilities are included in individual asset and liability line items in
the statement of net assets, the changes in individual 401(h) amounts
should be included in the changes in the individual line items in the
statement of changes in net assets, with separate disclosure in the
footnotes about the 401(h) amounts included in those individual line
items. The notes to the financial statements should disclose the
significant components of net assets and changes in net assets of the
401(h) account. The 401(h) obligations are reported in the health and
welfare benefit plan’s statement of benefit obligations. Likewise, the
health and welfare benefit plan’s statement of changes in benefit
obligations should include claims paid through the 401(h) account.

4.55 If retiree health benefit obligations are funded partially
through a 401(h) account of the defined benefit pension plan, the plan
should also disclose the fact that the assets are available only to pay
retiree health benefits. The notes to the financial statements should
disclose the significant components of net assets and changes in net
assets of the 401(h) account. Additionally, the notes should include
a reconciliation of amounts reported in the financial statements to
the amounts reported in the Form 5500 (see paragraph 12.27).

.19 The illustrative financial statements examples in appendix B [para
graph .22] of this SOP are added to the Guide as exhibits D-9 through D-11.
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The illustrative financial statements examples in appendix C [paragraph .23]
of this SOP are added to the Guide as exhibits F-9 through F-13.

Effective Date and Transition
.20 This SOP is effective for financial statements for plan years beginning
after December 15, 1998. Earlier application is encouraged. Accounting
changes adopted to conform to the provisions of this SOP should be made
retroactively by restatement of financial statements for prior periods. If finan
cial statements for prior periods are not presented, the financial statements for
the year in which this SOP is first applied should disclose the effect of any
restatement on the beginning balance of net assets.
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Appendix A
Background Information and Basis for Conclusions
A.1. Practice in the area of accounting and reporting for 401(h) features of
defined benefit pension plans was diverse. Some defined benefit pension plans
reported all defined benefit and 401(h) account assets together in the statement
of net assets available for benefits, and disclosed information about the 401(h)
account in the notes to the defined benefit pension plan and health and welfare
benefit plan financial statements. Others displayed the assets separately in
multicolumnar format in the defined benefit pension plan financial statements,
with note disclosures in the defined benefit plan and health and welfare benefit
plan financial statements. The content of note disclosures varied significantly.
Still others did not include the 401(h) assets in the defined benefit pension plan
financial statements at all. Instead, the assets were reported in the financial
statements of the related health and welfare benefit plan.

A.2. 401(h) account assets are used to pay benefits promised by a separate
health and welfare benefit plan. Payments for retiree health benefits are made
directly from the 401(h) account to the participant or his or her designee or as
reimbursements to the sponsoring company. The pension plan basically is a
funding vehicle for payment of those benefits. The AICPA Accounting Stand
ards Executive Committees (AcSEC) believes the reporting of those 401(h)
assets should be similar to financial statement reporting of separate accounts
of life insurance companies, where the assets in the separate accounts are
shown as a single line item described as “assets held in separate accounts.” The
same amount also is shown as a liability captioned “liabilities related to the
separate accounts.” The Industry Audit Guide Audits of Stock Life Insurance
Companies states in the glossary that “separate accounts constitute a separate
operation under which the assets fund the liabilities to variable annuity
contractholders, pension funds, and others.”
A.3. In substance, those 401(h) assets are assets of the health and welfare
benefit plan because they will be used to pay retiree health benefits promised
by that plan. Paragraph 25 of FASB Statement of Financial Accounting Con
cepts Statement No. 6, Elements of Financial Statements, defines assets as
“probable future economic benefits obtained or controlled by a particular entity
as a result of past transactions or events.” FASB Concepts Statement No. 6
further states in paragraph 172 that “Future economic benefit is the essence of
an asset. An asset has the capacity to serve the entity by being exchanged for
something else of value to the entity, by being used to produce something of
value to the entity, or by being used to settle its liabilities.”

A.4. This document was exposed for public comment for a period of ninety
days. Some respondents to the exposure draft questioned the need for a detailed
disclosure of 401(h) net assets in a defined benefit pension plans financial
statements. The 401(h) assets legally are assets of the defined benefit pension
plan. In addition, the Employee Retirement Income Security Act of 1974
(ERISA) requires that for regulatory filings with the U.S. government, 401(h)
assets be reported in the financial statements of the defined benefit pension
plan. Accordingly, AcSEC believes the legal status of the assets should be
reflected in the defined benefit pension plan’s statement of net assets available
for benefits.

§10,780.21
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A.5. Because the 401(h) account assets are available only to pay retiree
health and welfare benefits, it would be misleading to report them as assets in
the statement of net assets available for plan benefits in a defined benefit
pension plan without also reporting the same amounts as obligations in the
liabilities section of the statement of net assets available for pension benefits.
AcSEC also believes the net amount of 401(h) assets held in the pension plan
should be included in the net assets of the health and welfare benefit plan and
the changes in those net assets should be reflected in the statement of changes
in net assets available for benefits, with note disclosure of the nature of the
401(h) account assets and activity.
A.6. Some respondents commented that the 401(h) account assets should
only be displayed as a single line item on the face of the benefit plan’s financial
statements and not included in the individual asset and liability line items with
a separate footnote disclosure. AcSEC considered two alternative presentations
of the 401(h) account net assets in defined benefit pension plan financial
statements—either single line item treatment on the face of the financial
statements (single line presentation) or including the individual asset and
liability line items with other defined benefit plan assets and liabilities and
disclosing in the footnotes the 401(h) amounts included in those individual line
items (broad presentation). Because those 401(h) assets are not available to
defined benefit pension plan participants for the payment of benefits, AcSEC
believes the broad presentation method may confuse the users of defined
benefit pension plan financial statements. Therefore, AcSEC agreed to the
single line presentation method of reporting 401(h) account assets and liabili
ties in defined benefit pension plan financial statements.

A.7. In health and welfare benefit plans, the proceeds from 401(h) account
assets can be used only to pay retiree health and welfare benefits. They are not
available to pay benefits for active employees. Legal title to such assets is held
by the defined benefit pension plan. Therefore, some believe the single line
presentation is most appropriate. Others believe such factors do not prevent
the broad presentation which they believe is more useful. Because paragraph
.11 of this SOP requires disclosure regarding the significant components of net
assets and changes in net assets of the 401(h) account, AcSEC concluded it did
not need to resolve this issue at this time and agreed to allow health and welfare
benefit plans the option of reporting either the single line presentation or the
broad presentation of the 401(h) account assets in the health and welfare
benefit plan’s financial statements.
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Appendix B
Illustrative Defined Benefit Pension Plan Financial Statements
and Related 401(h) Account Disclosures
B.l. This appendix illustrates certain applications of the provisions of this
SOP that apply for the annual financial statements of a hypothetical defined
benefit pension plan that has been amended to include a 401(h) account. It does
not illustrate other provisions of this SOP that might apply in circumstances
other than those assumed in this illustration. It also does not illustrate all
disclosures required for a fair presentation in conformity with generally ac
cepted accounting principles (GAAP). The formats presented and the wording
of accompanying notes are only illustrative and are not necessarily the only
possible presentations.

B.2. Although GAAP does not require comparative financial statements,
Employee Retirement Income Security Act (ERISA) requires a comparative
statement of net assets available for benefits. The illustrative financial state
ments are intended to comply with the requirements of ERISA.
B.3. ERISA and the Department of Labor (DOL) regulations require that
certain information be included in supplemental schedules, which are not
required under GAAP, and reported on by the independent auditor. See
appendix A of Audits of Employee Benefit Plans for a further discussion of the
ERISA and DOL requirements.
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Example 1
C&H Company Pension Plan
Statement of Net Assets Available for Pension Benefits
December 31,

Assets
Investments, at fair value (Note A):
Plan interest in C&H Master Trust
C&H Company common stock
Investment contract with insurance company
Corporate bonds and debentures
U.S. government securities
Mortgages
Money market fund
Total investments

Net assets held in 401(h) account (Note H)

Receivables:
Employer’s contribution
Securities sold
Accrued interest and dividends
Total receivables

Cash
Total assets

Liabilities
Due to broker for securities purchased
Accounts payable
Accrued expenses
Amounts related to obligation of 401(h) account
Total liabilities

Net assets available for pension benefits

20X1

20X0

$2,000,000
600,000
850,000
3,000,000
300,000
480,000
270,000

$1,660,000
800,000
800,000
3,170,000
200,000
460,000
240,000

7,500,000

7,330,000

1,072,000

966,000

20,000
310,000
70,000

10,000
175,000
70,000

400,000

255,000

180,000

80,000

9,152,000

8,631,000

—
70,000
70,000
1,072,000

400,000
60,000
25,000
966,000

1,212,000

1,451,000

$7,940,000

$7,180,000

The accompanying notes are an integral part of the financial statements.
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Example 2
C&H Company Pension Plan
Statement of Changes in Net Assets Available for Pension Benefits
For the Year Ended
December 31, 20X1

Investment income:
Net appreciation in fair value of investments
Interest
Dividends
Less investment expenses

$ 233,000
293,000
4,000

530,000
30,000
500,000

Plan interest in C&H Master Trust investment
income (Note F)

117,000
617,000

Contributions (Note C):
Employer
Employees

740,000
450,000
1,190,000

Total additions

1,807,000

Benefits paid directly to participants
Purchases of annuity contracts (Note G)

740,000
257,000

Administrative expenses

997,000
50,000

Total deductions

Net increase

Net assets available for pension benefits:
Beginning of year
End of year

1,047,000

760,000

7,180,000
$7,940,000

The accompanying notes are an integral part of the financial statements.
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Notes to Financial Statements
A. 401 (h) Account
Effective January 1, 19X0, the Plan was amended to include a medicalbenefit component in addition to the normal retirement benefits to fund a
portion of the postretirement obligations for retirees and their beneficiar
ies in accordance with Section 401(h) of the Internal Revenue Code (IRC).
A separate account has been established and maintained in the Plan for
the net assets related to the medical-benefit component (401(h) account).
In accordance with IRC Section 401(h), the Plan’s investments in the
401(h) account may not be used for, or diverted to, any purpose other than
providing health benefits for retirees and their beneficiaries. Any assets
transferred to the 401(h) account from the defined benefit pension plan in
a qualified transfer of excess pension plan assets (and any income allocable
thereto) that are not used during the plan year must be transferred out of
the account to the pension plan. The related obligations for health benefits
are not included in this Plan’s obligations in the statement of accumulated
plan benefits but are reflected as obligations in the financial statements of
the health and welfare benefit plan. Plan participants do not contribute to
the 401(h) account. Employer contributions or qualified transfers to the
401(h) account are determined annually and are at the discretion of the
Plan Sponsor. Certain of the Plan’s net assets are restricted to fund a
portion of postretirement health benefits for retirees and their beneficiar
ies in accordance with IRC Section 401(h).

H. Reconciliation of Financial Statements to Form 55001
The following is a reconciliation of net assets available for pension benefits
per the financial statements to the Form 5500:

December 31,
Net assets available for pension benefits
per the financial statements
Net assets held in 401(h) account
included as assets in Form 5500
Net assets available for benefits per
the Form 5500

20X1

20X0

$7,940,000

$7,180,000

1,072,000

966,000

$9,012,000

$8,146,000

The net assets of the 401(h) account included in Form 5500 are not
available to pay pension benefits but can be used only to pay retiree health
benefits.

1 The reconciliation of amounts reported in the plan’s financial statements to amounts reported
in Form 5500 is required by ERISA.
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The following is a reconciliation of the changes in net assets per the
financial statements to the Form 5500:
For the Year Ended
December 31, 20X1

Net appreciation in fair
value of investments
Interest income
Employer contributions
Benefits paid to retirees
Administrative expenses

§10,780.22

Amounts per
Financial
Statements

401(h)
Account

Amounts per
Form 5500

$233,000
293,000
740,000
740,000
50,000

$10,800
80,200
40,000
10,000
15,000

$243,800
373,200
780,000
750,000
65,000
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Appendix C
Illustrative Health and Welfare Benefit Plan Financial Statements
and Related 401(h) Account Disclosures—Single Line
Presentation Approach
C.l. This appendix illustrates certain applications of the provisions of this
SOP that apply to the financial statements of a health and welfare benefit plan
that includes retiree health benefits that are funded partially through a 401(h)
account in the plan sponsor’s defined benefit pension plan. It illustrates the
single line approach to presenting information about the 401(h) account per
mitted by paragraph .11 of this SOP. It does not illustrate other provisions of
this SOP that might apply in circumstances other than those assumed in this
illustration. It also does not illustrate all disclosures required for a fair presen
tation in conformity with generally accepted accounting principles (GAAP). The
formats presented and the wording of accompanying notes are only illustrative
and are not necessarily the only possible presentations.
C.2. Although GAAP does not require comparative financial statements, the
Employee Retirement Income Security Act (ERISA) requires a comparative
statement of net assets available for benefits. The illustrative financial state
ments are intended to comply with the requirements of ERISA.

C.3. ERISA and the Department of Labor (DOL) regulations require that
certain information be included in supplemental schedules, which are not
required under GAAP, and reported on by the independent auditor. See
appendix A of Audits of Employee Benefit Plans for a further discussion of the
ERISA and DOL requirements.

AICPA Technical Practice Aids

§10,780.23

20,618

Statements of Position

Example 1
C&H Company Welfare Benefit Plan
Statement of Net Assets Available for Plan Benefits
December 31,

Assets
Investments, at fair value:
U.S. government securities
Corporate bonds and debentures
Common stock
Total investments

Net assets held in C&H Company defined
benefit plan—restricted for 401(h) account
(Notes A and E)
Receivables
Employer contribution
Employee contributions
Accrued interest and dividends
Total receivables

Cash
Total assets

Liabilities
Due to broker for securities purchased
Accounts payable for administrative expenses
Total liabilities

Net assets available for plan benefits

20X1

20X0

$5,000,000
2,000,000
1,000,000

$4,000,000
1,600,000
600,000

8,000,000

6,200,000

1,072,000

966,000

500,000
100,000
50,000

430,000
80,000
40,000

650,000

550,000

110,000

115,000

9,832,000

7,831,000

250,000
25,000

240,000
25,000

275,000

265,000

$9,557,000

$7,566,000

The accompanying notes are an integral part of the financial statements.
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Example 2
C&H Company Welfare Benefit Plan
Statement of Changes in Net Assets Available for Plan Benefits
For the Year Ended
December 31, 20X1

Additions
Contributions
Employer contributions
Employee contributions

$15,000,000
3,000,000

Total contributions

18,000,000

Investment income
Net appreciation in fair value of investments
Interest
Dividends

300,000
500,000
50,000

Total investment income
Less investment expense

850,000
15,000

Net investment income

835,000

Net increase in 401(h) account (Note E)
Total additions

106,000

18,941,000

Deductions
Benefits paid directly to participants:
Health care
Disability and death

16,000,000
770,000

Total benefits paid
Administrative expenses

16,770,000
180,000

Total deductions

16,950,000

Net increase during the year

1,991,000

Net assets available for benefits:
Beginning of year

7,566,000

End of year

$ 9,557,000

The accompanying notes are an integral part of the financial statements.
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Example 3
C&H Welfare Benefit Plan
Statement of Benefit Obligations
For the
Year Ended
December 31,
20X1

For the
Year Ended
December 31,
20X0

$ 1,100,000
100,000

$ 975,000
75,000

1,200,000

1,050,000

425,000
925,000

390,000
610,000

Total other obligations for current
benefit coverage

1,350,000

1,000,000

Total obligations other than
postretirement benefit obligations

2,550,000

2,050,000

3,900,000
2,100,000

3,500,000
2,000,000

5,000,000

4,165,000

11,000,000

9,665,000

$13,550,000

$11,715,000

Amounts currently payable to or
for participants, beneficiaries,
and dependents
Health claims payable
Death and disability benefits payable
Total amounts currently payable

Other obligations for current benefit coverage,
at present value of estimated amounts
Claims incurred but not reported
Long-term disability benefits

Postretirement benefit obligations
Current retirees
Other participants fully eligible for benefits
Other participants not yet fully eligible
for benefits
Total postretirement benefit obligations
Total benefit obligations

The accompanying notes are an integral part of the financial statements.
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Example 4
C&H Company Welfare Benefit Plan
Statement of Changes in Benefit Obligations
For the Year Ended
December 31, 20X1

Amounts currently payable to or for participants,
beneficiaries, and dependents
Balance, beginning of year
Claims reported and approved for payment
Claims paid (including disability)
Claims paid through 401(h) account (Note E)
Balance, end of year

Other obligations for current benefit coverage,
at present value of estimated amounts
Balance, beginning of year
Net change during year:
Long-term disability benefits
Other

$ 1,050,000
16,930,000
(16,770,000)
(10,000)
1,200,000

1,000,000
315,000
35,000

Balance, end of year

1,350,000

Total obligations other than postretirement
benefit obligations

2,550,000

Postretirement benefit obligations
Balance, beginning of year
Increase (decrease) during the year attributable to:
Benefits earned and other changes
Plan amendment
Changes in actuarial assumptions
Balance, end of year
Total benefit obligations, end of year

9,665,000

1,250,000
(175,000)
260,000
11,000,000
$13,550,000

The accompanying notes are an integral part of the financial statements.
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Notes to Financial Statements

A. 401(h) Account
Effective January 1, 19X0, the [Company’s defined benefit pension plan]
was amended to include a medical-benefit component in addition to normal
retirement benefits to fund a portion of the postretirement obligations for
retirees and their beneficiaries in accordance with Section 401(h) of the
Internal Revenue Code (IRC). A separate account has been established and
maintained in the [defined benefit pension plan] for such contributions. In
accordance with IRC Section 401(h), the Plan’s investments in the 401(h)
account may not be used for, or diverted to, any purpose other than
providing health benefits for retirees and their beneficiaries. The related
obligations for health benefits are not included in the [defined benefit
pension plan’s] obligations in the statement of accumulated plan benefits
but are reported as obligations in the financial statements of the [health
and welfare benefit plan].

E. 401(h) Account
A portion of the Plan’s obligations are funded through contributions to the
Company’s [defined benefit pension plan] in accordance with IRC Section
401(h). The following table presents the components of the net assets
available for such obligations and the related changes in net assets avail
able.

Net Assets Available for Postretirement
Health and Welfare Benefits in 401(h) Account
December 31,

20X1

Investments at fair value:
U.S. government securities
Money market fund

$

20X0

14,000
900,000

$150,000
800,000

Cash
Employer’s contribution receivable2
Accrued interest

1,040,000
20,000
20,000
7,000

950,000
10,000
15,000
6,000

Total assets
Accrued administrative expenses

1,087,000
(15,000)

981,000
(15,000)

Net assets available

$1,072,000

$966,000

2 A receivable from the employer must meet the requirements of paragraph 10 of FASB State
ment No. 35, Accounting and Reporting by Defined Benefit Pension Plans.
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Changes in Net Assets in 401(h) Account
For the Year Ended
December 31,20X1
Net appreciation in fair value of investments:
U.S. government securities
Interest
Employer contributions
Health and welfare benefits paid to retirees
Administrative expenses

Net increase in net assets available

$ 10,800
80,200
91,000
40,000
(10,000)
(15,000)

$106,000

H. Reconciliation of Financial Statements to Form 55003
The following is a reconciliation of net assets available for benefits per the
financial statements to the Form 5500:
Net assets available for benefits per
the financial statements
Claims payable
Net assets held in defined benefit
plan-401(h) account

Net assets available for benefits
per Form 5500

$ 9,557,000
(1,200,000)

(1,072,000)
$ 7,285,000

The following is a reconciliation of claims paid per the financial statements
to the Form 5500:

Claims paid per the financial statements
Add: Amounts payable at December 31, 20X1
Less: Amounts payable at December 31, 20X0
Claims paid per Form 5500

$16,770,000
1,200,000
(1,050,000)

$16,920,000

3 The reconciliation of amounts reported in plan financial statements to amounts reported in
Form 5500 is required by ERISA.
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Statement of Position 99-3
Accounting for and Reporting of Certain
Defined Contribution Plan Investments and
Other Disclosure Matters
September 15, 1999
NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting. Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, identifies AICPA Statements of Position that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category b of the hierarchy of generally accepted accounting principles
that it establishes. AICPA members should consider the accounting principles in this
Statement of Position if a different accounting treatment of a transaction or event is
not specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified by
the Statement of Position should be used, or the member should be prepared to justify
a conclusion that another treatment better presents the substance of the transaction
in the circumstances.

Summary
This Statement of Position (SOP) amends chapters 3 and 4 of the AICPA Audit
and Accounting Guide Audits ofEmployee Benefit Plans (the Guide). This SOP
amends SOP 94-4, Reporting of Investment Contracts Held by Health and
Welfare Benefit Plans and Defined Contribution Plans [section 10,620], and
SOP 92-6, Accounting and Reporting by Health and Welfare Benefit Plans
[section 10,530]. This SOP simplifies disclosures for certain investments and
supersedes AICPA Practice Bulletin 12, Reporting Separate Investment Fund
Option Information of Defined-Contribution Pension Plans.
This SOP—

•

Amends paragraph 3.20 of the Guide to eliminate the previous require
ment for a defined contribution plan to present plan investments by
general type for participant-directed investments in the statement of
net assets available for benefits.

•

Amends paragraph 3.28(k) and supersedes paragraph 3.28(Z) of the
Guide and supersedes Practice Bulletin 12 to eliminate the require
ment for a defined contribution plan to disclose participant-directed
investment programs and to eliminate the requirement to disclose the
total number of units and the net asset value per unit during the
period, and at the end of the period, by defined contribution pension
plans that assign units to participants.
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•

Amends paragraph 3.28(g) of the Guide to require a defined contribu
tion plan to identify nonparticipant-directed investments that repre
sent 5 percent or more of net assets available for benefits.

•

Amends paragraphs 3.28(p) and 4.57 of the Guide, paragraph 53 of
SOP 92-6 [section 10,530.58], and paragraph 15 of SOP 94-4 [section
10,620.15] to eliminate the requirement for defined contribution
plans, including both health and welfare benefit plans and pension
plans, to disclose benefit-responsive investment contracts by invest
ment fund option.

•

Replaces exhibits E-l through E-5 in the Guide.

This SOP is effective for financial statements for plan years ending after
December 15,1999. Earlier application is encouraged for fiscal years for which
annual financial statements have not been issued. If the previously required
“by-fund” disclosures are eliminated, the reclassification of comparative
amounts in financial statements for earlier periods is required.

Foreword
The accounting guidance contained in this document has been cleared by the
Financial Accounting Standards Board (FASB). The procedure for clearing
accounting guidance in documents issued by the Accounting Standards Execu
tive Committee (AcSEC) involves the FASB reviewing and discussing in public
board meetings (1) a prospectus for a project to develop a document, (2) a
proposed exposure draft that has been approved by at least ten of AcSEC’s
fifteen members, and (3) a proposed final document that has been approved by
at least ten of AcSEC’s fifteen members. The document is cleared if five of the
seven FASB members do not object to AcSEC undertaking the project, issuing
the proposed exposure draft or, after considering the input received by AcSEC
as a result of the issuance of the exposure draft, issuing the final document.
The criteria applied by the FASB in its review of proposed projects and proposed
documents include the following.
1.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in special
ized industry accounting, and the proposal adequately justifies the
departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of
applying it.

In many situations, the clearance of the proposed project and proposed docu
ments by the FASB reflect suggested changes to the proposed items.

Introduction
.0 1 The primary objective of a defined contribution plan’s1 financial
statements is to provide information that is useful in assessing the plan’s
present and future ability to pay benefits. This objective is consistent with the
1 Terms defined in the glossary [paragraph .34] are set in boldface type the first time they appear
in this SOP.
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objectives of a pension plan’s financial statements as stated in Financial
Accounting Standards Board (FASB) Statement of Financial Accounting
Standards No. 35, Accounting and Reporting by Defined Benefit Pension Plans.
The primary users of a defined contribution plan’s financial statements are the
plan sponsor(s), plan participants, and the following governmental regulators:
the U.S. Department of Labor (DOL), the Internal Revenue Service (IRS), and
the Securities and Exchange Commission (SEC). For employee benefit plans
that are subject to the Employee Retirement Income Security Act (ERISA),
many of the disclosures in a plan’s financial statements are provided in order
to comply with certain regulatory requirements. For substantially all plans,
the financial statement information is reported to the regulatory agencies on
Form 5500, Annual Return/Report of Employee Benefit Plans, which includes
financial statements and supplemental schedules (for example, plan invest
ments and reportable transactions).

.02 Paragraph 3.28(k) of the AICPA Audit and Accounting Guide Audits
ofEmployee Benefit Plans (the Guide) established requirements for separately
reporting information about participant-directed investment fund options
within defined contribution plans. AICPA Practice Bulletin 12, Reporting
Separate Investment Fund Option Information of Defined-Contribution Pen
sion Plans, clarified the reporting requirements set forth in paragraph 3.28(k).
Plans that provide participant-directed investment programs were required to
disclose amounts relating to each such program as a separate fund, either in
columnar form in the financial statements or in the related disclosures, or
through separate financial statements for each investment fund option.
.03 Statement of Position (SOP) 94-4, Reporting of Investment Contracts
Held by Health and Welfare Benefit Plans and Defined Contribution Plans,
paragraph 15 [section 10,620.15]; paragraphs 3.28(p) and 4.57 of the Guide;
and SOP 92-6, Accounting and Reporting by Health and Welfare Benefit
Plans (SOP 92-6 [section 10,530], as amended by SOP 94-4 [section
10,620]2), paragraph 53 [section 10,620.58], required defined contribution
pension and health and welfare benefit plans to disclose the following
information relating to benefit-responsive investment contracts in the
aggregate by investment fund option:

•

The average yield for each period for which a statement of net assets
available for benefits is presented

•

The crediting interest rate as of the date of each statement of net assets
available for benefits presented

•

The amount of valuation reserves recorded to adjust contract amounts

•

The fair values of benefit-responsive investment contracts reported at
contract value, in accordance with FASB Statement No. 107, Disclo
sures about Fair Value of Financial Instruments, as amended

. 04 Paragraph 3.28(Z) of the Guide required defined contribution pension
plans that assign units to participants to disclose “the total number of units
and the net asset value per unit during the period (for example, monthly or
quarterly, depending on the plan’s provisions for calculating the unit values)
and at the end of the period.”
2 The original paragraph 53 of SOP 92-6, Accounting and Reporting by Health and Welfare Benefit
Plans [section 10,530.58], has been renumbered to paragraph 58 by the issuance of SOP 94-4, Reporting
of Investment Contracts Held by Health and Welfare Benefit Plans and Defined-Contribution Pension
Plans [section 10,620],
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.05 Paragraph 3.20 of the Guide required defined contribution plans to
present plan investments in the statement of net assets available for benefits
by general type.

.06 Paragraph 3.28(g) of the Guide requires identification of investments
that represent 5 percent or more of the net assets available for benefits.

Scope
.07 Paragraphs .08 through .12 of this SOP apply to all defined contribu
tion plans with participant-directed investment programs. Paragraphs .13 and
.14 of this SOP apply to all defined contribution health and welfare benefit
plans with benefit-responsive investment contracts.

Conclusions
Defined Contribution Plans
Presentation in Defined Contribution Plan Financial Statements of
Information About Investments, Participant-Directed Investment
Programs, and Units of Participation
.08 A defined contribution plan that provides participant-directed invest
ment programs is no longer required to disclose amounts relating to those
individual programs as a separate fund in the financial statements in colum
nar form, or in the related disclosures, or by separate financial statements for
each program as required by Practice Bulletin 12. However, if a defined
contribution plan provides for both participant-directed and nonparticipantdirected3 investment programs, the plan should disclose information in the
financial statements about the net assets and significant components of the
changes in net assets relating to the nonparticipant-directed program with
such reasonable detail, either in the financial statements or the accompanying
notes, as is necessary to identify the types of investments and changes therein.
.09 Defined contribution plans are not required to present participantdirected plan investments in the statement of net assets available for
benefits by general type as required by paragraph 3.20 of the Guide. Participantdirected plan investments may be shown in the aggregate, as a one-line item,
in the statement of net assets available for benefits. The presentation of
nonparticipant-directed investments in the statement of net assets available
for benefits or in the notes should be detailed by general type, such as regis
tered investment companies (also known as mutual funds), government secu
rities, short-term securities, corporate bonds, common stocks, mortgages, loans
to participants, and real estate. The presentation should indicate whether the
fair values of the investments have been measured by quoted market prices in
an active market or were determined otherwise.
3 If a plan offers a program that is both participant- and nonparticipant-directed, and if the
participant-directed and nonparticipant-directed amounts cannot be separately determined, the plan
will be deemed to be nonparticipant-directed for purposes of this disclosure. For example, an
employer-sponsored plan offers six investment fund options, one of which is a stock fund that
includes only the employer’s stock. Employees at their discretion may invest their contributions in
any or all of the six options. However, the employer’s contribution to the plan (for example, the
company match) is automatically invested in the employer’s stock fund. The stock fund is considered
to be nonparticipant-directed for purposes of this disclosure if the employee and the employer
amounts cannot be separately determined.

§10,790.05

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

20,645

Defined Contribution Plan Investments

.10 In addition to the current requirement to identify those investments
that represent 5 percent or more of net assets available for benefits, defined
contribution plans should specifically identify those investments that repre
sent 5 percent or more of net assets available for benefits that are nonparticipant-directed.
.11 Defined contribution plans no longer need to disclose, by investment
fund option, the information on benefit-responsive investment contracts as
required by paragraph 15 of SOP 94-4 [section 10,620.15], paragraphs 3.28(p)
and 4.57 of the Guide, and paragraph 534 of SOP 92-6 [section 10,530.58].
However, the disclosures set forth in SOP 94-4, paragraph 15 [section
10,620.15]; the Guide, paragraphs 3.28(p) and 4.57 (bullet 17); and SOP 92-6,
paragraph 53 [section 10,530.58] (as amended by SOP 94-4 [section 10,620]4),
are still required in the aggregate.
.12 Defined contribution plans (participant-directed and nonparticipantdirected) that assign units to participants are not required to disclose the total
number of units and the net asset value per unit during the period, and at the
end of the period as required by Guide paragraph 3.28(l).

Defined Contribution Health and Welfare Benefit Plans
.13 Defined contribution health and welfare benefit plans no longer need
to disclose the information on benefit-responsive investment contracts by
investment fund option, as required by paragraph 15 of SOP 94-4 [section
10,620.15], paragraphs 3.28(p) and 4.57 of the Guide, and paragraph 534 of
SOP 92-6 [section 10,530.58]. However, the disclosures set forth in SOP 94-4,
paragraph 15 [section 10,620.15]; the Guide, paragraphs 3.28(p) and 4.57
(bullet 17); and SOP 92-6, paragraph 53 [section 10,530.58] (as amended by
SOP 94-4 [section 10,620]4), are still required in the aggregate.

.14 In addition to the disclosures listed in paragraph .13, defined contri
bution health and welfare benefit plans should specifically identify those
investments that represent 5 percent or more of net assets available for
benefits.

Amendments to the Guide
.15 In paragraph 3.09 and footnote 6, the phrase “when they are due” is
deleted.

.16 In paragraphs 3.11 and 4.20, the phrase “when due” is deleted.

.17 Paragraph 3.20 is replaced with the following.
Participant-directed plan investments may be shown in the aggregate, as
a one-line item, in the statement of net assets available for benefits. The
presentation of nonparticipant-directed investments in the statement of
net assets available for benefits or in the notes should be detailed by
general type, such as registered investment companies (also known as
mutual funds), government securities, short-term securities, corporate
bonds, common stocks, mortgages, loans to participants, and real estate.
The presentation should indicate whether the fair values of the invest
ments have been measured by quoted market prices in an active market
or were determined otherwise.
4 The original paragraph 53 of SOP 92-6 [section 10,530.58] has been renumbered to paragraph
58 by the issuance of SOP 94-4 [section 10,620].
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.18 In paragraph 3.28(g), the following is added after the first sentence:

If any of those investments are nonparticipant-directed, they should
be identified as such.

.19 Paragraph 3.28(k) is replaced with the following:
If a defined contribution plan provides for participant-directed and
nonparticipant-directed investment programs, the plan should dis
close information in the financial statements about the net assets and
significant components of the changes in net assets relating to the
nonparticipant-directed program with such reasonable detail, either
in the financial statements or accompanying notes, as is necessary to
identify the types of investments and changes therein.

A plan provides for participant-directed investment programs if it
allows participants to choose among various investment alternatives.
The available alternatives are usually pooled fund vehicles, such as
registered investment companies or commingled funds of banks, that
provide varying kinds of investments—for example, equity funds and
fixed income funds. The participant may select among the various
available alternatives and periodically change that selection.
.20 Paragraph 3.28(l) is eliminated.
.21 In paragraph 3.28(p), the phrase “by investment option” is deleted.
.22 In the seventeenth bullet of paragraph 4.57, the phrase “by invest
ment option” is deleted.

.23 Exhibits E-l through E-5 in the Guide are superseded by the illustra
tive financial statements and disclosures in appendix B [paragraph .33] of this
SOP.
.24 The terms “benefit-responsive investment contract” and “investment
fund option,” as defined in the glossary [paragraph .34] of this SOP, are added
to the glossary of the Guide.

Amendments to SOP 94-4 [section 10,620]
.25 In paragraph 15 [section 10,620.15], the phrase “by investment op
tion” is deleted.
.26 In paragraph 17(g)(o) [section 10,620.17(g)(o)], the phrase “by invest
ment option” is deleted.

.27 In paragraph 17(l)(i) [section 10,620.17(l)(i)], the phrase “by invest
ment option” is deleted.
.28 In the first bullet of paragraph 18(e) [section 10,620.18(e)], the phrase
“by investment option” is deleted.

Amendment to SOP 92-6 [section 10,530]
.29 In the sixteenth bullet of paragraph 53 [section 10,530.58]5 (which
was added by SOP 94-4 [section 10,620]), the phrase “by investment option” is
deleted.
5 The original paragraph 53 of SOP 92-6 [section 10,530.58] has been renumbered to paragraph
58 by the issuance of SOP 94-4 [section 10,620].
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Practice Bulletin 12
.30 This SOP supersedes AICPA Practice Bulletin 12, Reporting Separate
Investment Fund Option Information of Defined-Contribution Pension Plans.

Effective Date and Transition
.31 This SOP is effective for financial statements for plan years ending
after December 15,1999. Earlier application is encouraged for fiscal years for
which annual financial statements have not been issued. If the previously
required “by-fund” disclosures are eliminated, the reclassification of compara
tive amounts in financial statements for earlier periods is required.
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.32

Appendix A
Background Information and Basis for Conclusions
A.1. The Accounting Standards Executive Committee (AcSEC) considered
whether the disclosures required by paragraph 3.28(A) of the Guide should be
made by a defined contribution plan for its participant-directed investment
programs. Paragraph 3.28(A) of the Guide, as clarified by Practice Bulletin 12,
required all plans that provide participant-directed investment fund options to
disclose the options separately and show in the financial statements amounts
relating to each individual investment fund option, either in columnar format
on the face of the financial statements, in the related notes to the financial
statements, or in separate financial statements for each option. Practice Bul
letin 12 clarified that paragraph 3.28(k) requires plans to disclose information
about the net assets and significant components of changes in net assets for
each participant-directed investment fund option.

A.2. Since the issuance of Practice Bulletin 12, there has been an increase
in the number of investment programs offered to participants of defined
contribution plans. At the same time, financial information about many invest
ment fund options has become widely available, often with more frequency than
the issuance of plan financial statements. For example, certain daily business
publications and information services, such as Bloomberg Pricing Service and
Interactive Data Corporation, provide financial information about investment
fund options. In addition, financial information is publicly available for many
investment fund options throughout the year, including upon request from fund
distributors and the Securities and Exchange Commission (SEC). In each
instance, participants and other interested parties are provided with financial
information that is similar in many respects to the information required to be
disclosed under paragraph 3.28(k) of the Guide. In addition, plan participants
receive information about the plan in the form of at least annual (often
quarterly) individual single-employer account statements and summary an
nual reports. Also, plan administrators and the trustees regularly provide plan
participants with information on the investment fund options, such as prospec
tuses on mutual funds, or provide copies of the individual account statements
on a quarterly basis.

A.3. The primary objective of a defined contribution plan’s financial state
ments is to provide information that is useful in assessing the plan’s present
and future ability to pay benefits. That objective is fulfilled, in part, when the
plan’s financial statements provide information that is relevant and timely and
the benefit of doing so justifies the cost. In view of the fact that plan participants
now have available from other sources financial information about many
participant-directed investment fund options, in many cases more timely and
frequently than plan financial statements (for example, daily valuations),
AcSEC believes that the benefit of plans presenting certain disclosures re
quired by Guide paragraphs 3.28(A) and 3.28(1) for defined contribution plans
is diminished. Furthermore, the periodic per unit net asset value disclosure is
not a meaningful disclosure in the current plan investment environment
because of the increased frequency of measuring unit values (that is, daily
valuations), and plan participants generally receive more timely investment
information from their individual participant statements. AcSEC believes that
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continuing to require those disclosures under these circumstances would im
pose an increasing compliance burden on plans, the cost of which would grow
increasingly difficult to justify as more investment programs are offered to
participants. Consequently, AcSEC has concluded that certain disclosures
required by paragraphs 3.28(k) and 3.28(l) should not be required for defined
contribution plans. Paragraph 3.28(k) is amended to reflect this conclusion and
to reflect certain other disclosure requirements carried forward from Practice
Bulletin 12, which is superseded by this SOP. Paragraph 3.28(l) is eliminated
from the Guide.

A.4. The U. S. Department of Labor (DOL) is a primary user of a defined
contribution plan’s financial statements, and many of the disclosures in a plan’s
financial statements are provided in order to comply with certain regulatory
requirements. Although this SOP eliminates the Guide paragraph 3.28(A)
requirement to disclose amounts relating to individual participant-directed
investment programs, it still requires that information about nonparticipantdirected investment programs in the aggregate be disclosed. This SOP also
amends paragraph 3.20 of the Guide to require a defined contribution plan to
present in the financial statements or accompanying notes plan investments
by general type for only nonparticipant-directed investments. In addition, this
SOP adds to the existing Guide paragraph 3.28(g) requirements to identify
those investments that represent 5 percent or more of net assets available for
benefits that are nonparticipant-directed. The DOL has advised that disclosure
of information about nonparticipant-directed investment programs in the ag
gregate is useful in its regulation of defined contribution plans. In addition,
AcSEC believes disclosure of such information is useful in providing informa
tion about plan resources and how the plan trustee’s stewardship responsibility
for those resources has been discharged.

A.5. SOP 94-4, paragraph 15 [section 10,620.15], and the Guide, paragraphs
3.28(p) and 4.57, required defined contribution plans to disclose certain aggre
gate information about benefit-responsive investment contracts by investment
option. Furthermore, SOP 94-4, paragraph 15 [section 10,620.15]; the Guide,
paragraph 4.57; and SOP 92-6, paragraph 53 [section 10,530.58] (as amended
by SOP 94-4 [section 10,620]), required defined contribution health and welfare
plans to disclose certain aggregate information about fully benefit-responsive
investment contracts by investment option. AcSEC believes that disclosure of
this information by investment option should not be required, and elimination
of this disclosure is consistent with the elimination of certain Guide paragraph
3.28(A) disclosures. However, disclosure of this information in the aggregate is
still required. Consequently, SOP 94-4, paragraph 15 [section 10,620.15];
paragraphs 3.28(p) and 4.57 of the Guide; and SOP 92-6, paragraph 53 [section
10,530.58], are amended.
A.6. This document was exposed for public comment for a period of sixty
days. Certain respondents to the exposure draft believed that paragraph 3.20
of the Guide should not be amended. Paragraph 3.20 of the Guide required
defined contribution plans to present plan investments detailed by general type
in the statement of net assets available for benefits. AcSEC believes including
participant-directed investments by general type in the financial statements
for a defined contribution plan does not provide useful information in assessing
the plan’s present and future ability to pay benefits, nor does AcSEC believe it
provides useful information to evaluate the trustee’s stewardship responsibili
ties over those assets. Consequently, AcSEC has concluded that a defined
contribution plan may present participant-directed plan investments in the
aggregate, as a one-line item, on the statement of net assets available for benefits
AICPA Technical Practice Aids
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without detailing them by general type.6 In addition, as mentioned in para
graph A.4, AcSEC believes the disclosure of nonparticipant-directed invest
ment information by general type is useful in providing information about plan
resources and how the plan trustee’s stewardship responsibility for those
resources has been discharged.

A.7. AcSEC decided to permit, but not require, early application of this SOP
in plan financial statements for a fiscal year for which annual financial
statements have not been issued. AcSEC believes that requiring entities that
may adopt the SOP early to reclassify amounts in the financial statements
when by-fund disclosures are eliminated will improve comparability.

6 Form 5500, item 31, requires investments to be detailed by general type.
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Appendix B
Illustrative Financial Statements and Disclosures of a Defined
Contribution Plan With Participant-Directed and
Nonparticipant-Directed Investment Programs
B.l. This Appendix illustrates certain applications of the provisions of this
SOP that apply to the annual financial statements of a defined contribution
plan with participant-directed and nonparticipant-directed investments. These
illustrative financial statements and disclosures supersede exhibits E-l
through E-5 in the Guide.
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XYZ Company 401 (k) Plan
Statements of Net Assets Available for Benefits
December 31,
Assets:
Investments (See Note C)

Receivables:
Employer contribution
Participant contributions
Total receivables
Total assets

Liabilities:
Accounts payable
Accrued expenses
Total liabilities

Net assets available for benefits

20X1

20X0

$9,177,000

$7,995,000

14,000
52,000

10,000
50,000

66,000

60,000

9,243,000

8,055,000

10,000
15,000

20,000
—

25,000

20,000

$9,218,000

$8,035,000

See accompanying notes to the financial statements.
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XYZ Company 401(k) Plan
Statement of Changes in Net Assets Available for Benefits
Year Ended
December 31, 20X1

Additions:
Additions to net assets attributed to:
Investment income:
Net appreciation in fair value
of investments (see Note C)
Interest
Dividends
Less investment expenses

$ 279,000
439,000
165,000
883,000
(50,000)

833,000

Contributions:
Participant
Employer

900,000
699,000

1,599,000
Total additions

Deductions:
Deductions from net assets attributed to:
Benefits paid to participants
Administrative expenses (see Note F)

2,432,000

1,144,000
105,000

Total deductions

1,249,000

Net increase

1,183,000

Net assets available for benefits:
Beginning of year
End of year

8,035,000

$9,218,000

See accompanying notes to the financial statements.
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Notes to Financial Statements
A. Description of Plan
The following description of the XYZ Company (“Company”) 401(k) Plan
(Plan) provides only general information. Participants should refer to the
Plan agreement for a more complete description of the Plan’s provisions.

1.

General. The Plan is a defined contribution plan covering all fulltime employees of the Company who have one year of service and are
age twenty-one or older. It is subject to the provisions of the Employee
Retirement Income Security Act (ERISA).

2.

Contributions. Each year, participants may contribute up to 12
percent of pretax annual compensation, as defined in the Plan.
Participants may also contribute amounts representing distributions
from other qualified defined benefit or defined contribution plans.
Participants direct the investment of their contributions into various
investment options offered by the Plan. The Plan currently offers two
mutual funds and an insurance investment contract as investment
options for participants. The Company contributes 25 percent of the
first 6 percent of base compensation that a participant contributes
to the Plan. The matching Company contribution is invested directly
in XYZ Company common stock. Additional profit sharing amounts
may be contributed at the option of the Company’s board of directors
and are invested in a portfolio of investments as directed by the
Company. Contributions are subject to certain limitations.

3.

Participant Accounts. Each participant’s account is credited with
the participant’s contribution and allocations of (a) the Company’s
contribution and (b) Plan earnings, and charged with an allocation
of administrative expenses. Allocations are based on participant
earnings or account balances, as defined. The benefit to which a
participant is entitled is the benefit that can be provided from the
participant’s vested account.

4.

Vesting. Participants are vested immediately in their contributions
plus actual earnings thereon. Vesting in the Company’s contribution
portion of their accounts is based on years of continuous service. A
participant is 100 percent vested after five years of credited service.

5.

Participant Loans. Participants may borrow from their fund accounts
a minimum of $1,000 up to a maximum of $50,000 or 50 percent pf their
account balance, whichever is less. The loans are secured by the balance
in the participant’s account and bear interest at rates that range from
6 percent to 10 percent, which are commensurate with local prevailing
rates as determined quarterly by the Plan administrator.

6.

Payment ofBenefits. On termination of service due to death, disability,
or retirement, a participant may elect to receive either a lump-sum
amount equal to the value of the participant’s vested interest in his or
her account, or annual installments over a ten-year period. For termi
nation of service for other reasons, a participant may receive the value
of the vested interest in his or her account as a lump-sum distribution.

B. Summary of Accounting Policies
Use of Estimates
The preparation of financial statements in conformity with generally
accepted accounting principles requires management to make estimates
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and assumptions that affect the reported amounts of assets and liabilities
and changes therein, and disclosure of contingent assets and liabilities.
Actual results could differ from those estimates.
Investment Valuation and Income Recognition
The Plan’s investments are stated at fair value except for its benefit-responsive
investment contract, which is valued at contract value (Note E). Quoted
market prices are used to value investments. Shares of mutual funds are
valued at the net asset value of shares held by the Plan at year end.

Purchases and sales of securities are recorded on a trade-date basis.
Dividends are recorded on the ex-dividend date.

C. Investments
The following presents investments that represent 5 percent or more of the
Plan’s net assets.
December 31,
20X1

20X0

XYZ Company common stock, 400,000
$ 470,000*
and 390,000 shares, respectively
ABC Corporation common stock, 390,000
490,000*
and 380,000 shares, respectively
Prosperity Investments Common Stock Fund,
2,262,500*
226,250 and 200,000 shares, respectively
Prosperity Investments Balanced Fund,
1,422,000
40,000 and 210,000 shares, respectively
Investment Contract with National Insurance
Company, #2012A, matures 12/31/X5 (Note E) 1,500,000

$ 420,000*
450,000*

2,000,000*
2,100,000
650,000

* Nonparticipant-directed

During 20X1, the Plan’s investments (including gains and losses on invest
ments bought and sold, as well as held during the year) appreciated in
value by $279,000 as follows:

$229,000
30,000
30,000
(10,000)

Mutual funds
Common stock
Corporate bond
U.S. Government Securities

$279,000

D. Nonparticipant-Directed Investments
Information about the net assets and the significant components of the
changes in net assets relating to the nonparticipant-directed investments
is as follows:
December 31,
Net Assets:
Common stock
Mutual funds
Corporate bonds
U.S. Government Securities

AICPA Technical Practice Aids

20X1

20X0

$ 960,000
2,262,500
307,500
225,000

$ 870,000
2,000,000
255,000
120,000

$3,755,000

$3,245,000
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Year Ended
December 31, 20X1

Changes in Net Assets:
Contributions
Dividends
Net appreciation
Benefits paid to participants
Transfers to participant-directed investments

$ 699,000
165,000
60,000
(280,000)
(134,000)

$ 510,000

E. Investment Contract with Insurance Company
In 20X0, the Plan entered into a benefit-responsive investment contract
with National Insurance Company (National). National maintains the
contributions in a general account. The account is credited with earnings
on the underlying investments and charged for participant withdrawals
and administrative expenses. The contract is included in the financial
statements at contract value as reported to the Plan by National. Contract
value represents contributions made under the contract, plus earnings,
less participant withdrawals and administrative expenses. Participants
may ordinarily direct the withdrawal or transfer of all or a portion of their
investment at contract value.

There are no reserves against contract value for credit risk of the contract
issuer or otherwise. The average yield and crediting interest rates were
approximately 8 percent for 20X1 and 20X0. The crediting interest rate is
based on a formula agreed upon with the issuer, but may not be less than
4 percent. Such interest rates are reviewed on a quarterly basis for
resetting.

F. Related-Party Transactions
Certain Plan investments are shares of mutual funds managed by Pros
perity Investments. Prosperity Investments is the trustee as defined by
the Plan and, therefore, these transactions qualify as party-in-interest
transactions. Fees paid by the Plan for the investment management
services amounted to $105,000 for the year ended December 31, 20X1.

G. Plan Termination
Although it has not expressed any intent to do so, the Company has the
right under the Plan to discontinue its contributions at any time and to
terminate the Plan subject to the provisions of ERISA. In the event of Plan
termination, participants would become 100 percent vested in their em
ployer contributions.

H. Tax Status
The Internal Revenue Service has determined and informed the Company
by a letter dated August 30, 1986, that the Plan and related trust are
designed in accordance with applicable sections of the Internal Revenue
Code (IRC). Although the Plan has been amended since receiving the
determination letter, the Plan administrator and the Plan’s tax counsel
believe that the Plan is designed and is currently being operated in
compliance with the applicable requirements of the IRC.
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Defined Contribution Plan Investments
.34

Glossary
Defined contribution plan. A plan that provides an individual account for
each participant and provides benefits that are based on (a) amounts
contributed to the participant’s account by the employer or employee, (b)
investment experience, and (c) any forfeitures allocated to the account, less
any administrative expenses charged to the plan.

Benefit-responsive investment contract. A contract between an insurance
company, a bank, a financial institution, or any financially responsible
entity and a plan that provides for a stated return on principal invested
over a specified period and that permits withdrawals at contract value for
benefit payments, loans, or transfers to other investment options offered
to the participant by the plan. Participant withdrawals from the plan are
required to be at contract value.

Health and welfare benefit plan. A plan that provides the following:
1.

Medical, dental, visual, psychiatric, or long-term health care; sever
ance benefits; life insurance; accidental death or dismemberment
benefits

2.

Unemployment, disability, vacation or holiday benefits

3.

Apprenticeships, tuition assistance, day-care, housing subsidies, or
legal services benefits

Investment fund option. An investment alternative provided to a participant
in a defined contribution plan. The alternatives are usually pooled fund
vehicles, such as registered investment companies (meaning, mutual
funds), commingled funds of banks, or insurance company pooled separate
accounts providing varying kinds of investments, for example, equity funds
and fixed income funds. The participant may select from among the various
available alternatives and periodically change that selection.
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Section 10,800

Statement of Position 00-2
Accounting by Producers or Distributors
of Films
June 12, 2000
NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting. Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, identifies AICPA Statements of Position that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category b of the hierarchy of generally accepted accounting principles
that it establishes. AICPA members should consider the accounting principles in this
Statement of Position if a different accounting treatment of a transaction or event is
not specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified by
the Statement of Position should be used, or the member should be prepared to justify
a conclusion that another treatment better presents the substance of the transaction
in the circumstances.

Summary
This Statement of Position (SOP) provides guidance on generally accepted
accounting principles for all kinds of films, except where specifically noted, and
is applicable to all producers or distributors that own or hold rights to distribute
or exploit films. For purposes of this SOP, films are defined as feature films,
television specials, television series, or similar products (including animated
films and television programming) that are sold, licensed, or exhibited, whether
produced on film, video tape, digital or other video recording format. The SOP
requires, among other things, the following.
•

An entity should recognize revenue from a sale or licensing arrange
ment of a film when all of the following conditions are met.
— Persuasive evidence of a sale or licensing arrangement with a
customer exists.
— The film is complete and, in accordance with the terms of the
arrangement, has been delivered or is available for immediate and
unconditional delivery.
— The license period of the arrangement has begun and the customer
can begin its exploitation, exhibition, or sale.
— The arrangement fee is fixed or determinable.
— Collection of the arrangement fee is reasonably assured.
If an entity does not meet any one of the preceding conditions, the entity
should defer recognizing revenue until all of the conditions are met.
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•

If a licensing arrangement covering a single film provides that an
entity will receive a flat fee, then the amount of that fee is considered
fixed and determinable. In such instances, the entity should recognize
the entire amount of the license fee as revenue when it has met all of
the other revenue recognition conditions.

•

An entity’s arrangement fee may be based on a percentage or share of
a customer’s revenue from the exhibition or other exploitation of a film.
In such instances, and when the entity meets all of the other revenue
recognition conditions, the entity should recognize revenue as the
customer exhibits or exploits the film.

•

In certain licensing arrangements that provide for variable fees, a
customer guarantees and pays or agrees to pay an entity a nonrefundable minimum amount that is applied against the variable fees on a
film or films that are not cross-collateralized. In such arrangements,
the amount of the nonrefundable minimum guarantee is considered
fixed and determinable, and the entity should recognize the minimum
guarantee as revenue when it has met all of the other revenue recog
nition conditions.

•

If a licensing arrangement provides for a nonrefundable minimum guar
antee that is applied against variable fees from a group of films on a
cross-collateralized basis, the amount of the minimum guarantee appli
cable to each film cannot be objectively determined. Consequently, the
entity should recognize revenue as the customer exhibits or exploits the
film. If, at the end of the license period, a portion of the nonrefundable
minimum guarantee remains unearned, an entity should recognize the
remaining guarantee as revenue by allocating it to the individual films
based on their relative performance under the arrangement.

•

The costs of producing a film and bringing that film to market consist
of film costs, participation costs, exploitation costs, and manufacturing
costs.

•

An entity should report film costs as a separate asset on its balance sheet.

•

An entity should amortize film costs and accrue (expense) participa
tion costs using the individual-film-forecast-computation method,
which amortizes or accrues (expenses) such costs in the same ratio that
current period actual revenue (numerator) bears to estimated remain
ing unrecognized ultimate revenue as of the beginning of the current
fiscal year (denominator). An entity should begin amortization of
capitalized film costs and accrual (expensing) of participation costs
when a film is released and it begins to recognize revenue from that film.

•

Ultimate revenue to be included in the denominator of the individual
film-forecast-computation method fraction is subject to the limitations
set forth in this SOP.

•

If an event or change in circumstance indicates that an entity should
assess whether the fair value of a film is less than its unamortized film
costs, the entity should determine the fair value of the film (the
determination of which is affected by estimated future exploitation
costs still to be incurred) and write off to the income statement the
amount by which the unamortized capitalized costs exceeds the film’s
fair value. An entity should not subsequently restore any amounts
written off in previous fiscal years.
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•

An entity should account for advertising costs in accordance with the
provisions of SOP 93-7, Reporting on Advertising Costs [section
10,590]. All other exploitation costs, including marketing costs, should
be expensed as incurred.

•

An entity should charge manufacturing and/or duplication costs of
products for sale, such as videocassettes and digital video discs, to
expense on a unit-specific basis when the related product revenue is
recognized.

•

This SOP is effective for financial statements for fiscal years beginning
after December 15, 2000. Earlier application is encouraged. The cu
mulative effect of changes in accounting principles caused by adopting
the provisions of this SOP should be included in the determination of
net income in conformity with paragraph 20 of Accounting Principles
Board (APB) Opinion No. 20, Accounting Changes. Disclosure of pro
forma effects of retroactive application (APB Opinion 20, paragraph
21) is not required. An entity should not restate previously issued
annual financial statements.

Foreword
The accounting guidance contained in this document has been cleared by the
Financial Accounting Standards Board (FASB). The procedure for clearing
accounting guidance in documents issued by the Accounting Standards Execu
tive Committee (AcSEC) involves the FASB reviewing and discussing in public
board meetings (1) a prospectus for a project to develop a document, (2) a
proposed exposure draft that has been approved by at least ten of AcSEC’s
fifteen members, and (3) a proposed final document that has been approved by
at least ten of AcSEC’s fifteen members. The document is cleared if at least five
of the seven FASB members do not object to AcSEC undertaking the project,
issuing the proposed exposure draft or, after considering the input received by
AcSEC as a result of the issuance of the exposure draft, issuing the final document.

The criteria applied by the FASB in its review of proposed projects and proposed
documents include the following.

1.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in special
ized industry accounting, and the proposal adequately justifies the
departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of
applying it.

In many situations, prior to clearance, the FASB will propose suggestions,
many of which are included in the documents.

Introduction and Background
.0 1 In 1981, the Financial Accounting Standards Board (FASB) issued
Statement of Financial Accounting Standards No. 53, Financial Reporting by
Producers and Distributors of Motion Picture Films. FASB Statement No. 53
extracted specialized accounting and reporting principles and practices from the
American Institute of Certified Public Accountants (AICPA) Industry Accounting
AICPA Technical Practice Aids
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Guide Accounting for Motion Picture Films, and AICPA Statement of Position
(SOP) 79-4, Accounting for Motion Picture Films, and established financial ac
counting and reporting standards for producers or distributors of films.1

.02 Since FASB issued FASB Statement No. 53, extensive changes have
occurred in the film industry. Through 1981, the majority of a film’s revenue
resulted from distribution to movie theaters and free television. Since that time,
numerous additional forms of exploitation (such as home video, satellite and cable
television, and pay-per-view television) have come into existence, and interna
tional revenue has increased in significance. Concurrent with these changes,
significant variations in the application of FASB Statement No. 53 have arisen.
.03 In 1995, in response to concerns raised by constituents, the FASB
requested that the AcSEC of the AICPA develop an SOP providing guidance on
the accounting and financial reporting requirements for producers or distribu
tors of films. In September 1998, the FASB concluded that it would rescind
FASB Statement No. 53 when AcSEC completed its project. An entity that
previously was subject to the requirements of FASB Statement No. 53 should
follow the guidance in this SOP. This SOP and FASB Statement No. 139,
Rescission of FASB Statement No. 53 and Amendments to FASB Statements
No. 63, 89, and 121, are simultaneously effective for fiscal years beginning
after December 15, 2000.

.04 AcSEC issued an exposure draft of a proposed SOP, Accounting by
Producers and Distributors of Films, on October 16, 1998. AcSEC received
twenty-eight comment letters in response to the exposure draft. See the section
entitled “Basis for Conclusions” for a discussion of AcSEC’s response to the
comment letters received.

Scope
.05 The guidance in this SOP applies to all kinds of films, except where
specifically noted below, and is applicable to all producers or distributors that
own or hold rights to distribute or exploit films. For purposes of this SOP, films
are defined as feature films, television specials, television series, or similar
products (including animated films and television programming) that are sold,
licensed, or exhibited, whether produced on film, video tape, digital, or other
video recording format. This SOP does not apply to the following:
a.

Activities or transactions within the scope of FASB Statement No.
50, Financial Reporting in the Record and Music Industry (For
example, accounting for the creation and distribution of recorded
music products is within the scope of FASB Statement No. 50,
whereas accounting for the cost of acquiring music rights for use in
a film is within the scope of this SOP.)

b.

Activities or transactions within the scope of FASB Statement No.
51, Financial Reporting by Cable Television Companies

c.

Activities or transactions within the scope of FASB Statement No.
63, Financial Reporting by Broadcasters

d.

Activities or transactions within the scope of FASB Statement No.
86, Accounting for the Costs of Computer Software to Be Sold, Leased,
. or Otherwise Marketed

1 Terms defined in the glossary [paragraph .134] are set in boldface type the first time they
appear in this SOP.
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e.

Activities or transactions within the scope of SOP 97-2, Software
Revenue Recognition [section 10,700]

f.

Products within the scope of Emerging Issues Task Force (EITF) Issue
No. 96-6, “Accounting for the Film and Software Costs Associated with
Developing Entertainment and Educational Software Products”

Conclusions
Revenue Recognition—Basic Principles
.0 6 A licensing arrangement for a single film or multiple films involves the
transfer of a single right or a group of rights. An entity may license films to
customers such as distributors, theaters, exhibitors, or other licensees on either an
exclusive or nonexclusive basis in a particular market and territory. The terms
of licensing arrangements may vary significantly from contract to contract. In
common licensing arrangements, the license fee may be fixed in amount (flat fee)
or may be based on a percentage of the customer’s revenue (variable fee). When
based on a percentage of a customer’s revenue, an arrangement may include a
nonrefundable minimum guarantee, which may be paid in advance or over a
license period. The terms of a licensing arrangement may allow a producer to
exercise direct control over the distribution of a film, or may transfer that control
to a distributor, exhibitor, or other licensee.
.0 7 An entity should recognize revenue from a sale or licensing arrange
ment of a film when all of the following conditions are met.
a.

Persuasive evidence of a sale or licensing arrangement with a cus
tomer exists.

b.

The film is complete and, in accordance with the terms of the
arrangement, has been delivered or is available for immediate and
unconditional delivery.

c.

The license period of the arrangement has begun and the customer
can begin its exploitation, exhibition, or sale.

d.

The arrangement fee is fixed or determinable.

e.

Collection of the arrangement fee is reasonably assured.

If an entity does not meet any one of the preceding conditions, the entity should
defer recognizing revenue until all of the conditions are met.
.08 If an entity recognizes a receivable in its balance sheet for advances
presently due pursuant to an arrangement for any form of distribution, exhibition,
or exploitation prior to the date of revenue recognition, or an entity receives cash
payments under such an arrangement prior to revenue recognition, it should also
recognize an equivalent liability for deferred revenue until the entity meets all of
the conditions of paragraph .07. If an entity sells or otherwise transfers to a third
party that receivable, the liability for deferred revenue established pursuant to the
preceding sentence should not be reduced, and revenue for the film should not be
recognized, until the conditions of paragraph .07 are met. Amounts scheduled to
be received in the future pursuant to an arrangement for any form of distribution,
exploitation, or exhibition should not be recognized as a receivable prior to the time
those amounts are presently due or have been recognized as revenue pursuant to
paragraph .07, if earlier.
AICPA Technical Practice Aids
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Revenue Recognition—Details
Persuasive Evidence of an Arrangement
.09 Persuasive evidence of a licensing arrangement is provided solely by
a contract or other legally enforceable documentation that sets forth, at a
minimum, the license period, the film or films affected, the rights transferred,
and the consideration to be exchanged. An entity should not recognize revenue
if factors raise significant doubt as to the obligation or ability of either party to
perform under the terms of an arrangement.

.10 An entity should have forms of verifiable evidence, such as a contract,
a purchase order, or an online authorization, to document the mutual under
standing of an arrangement. That evidence should include correspondence
received from the customer that details the mutual understanding of the
arrangement between the customer and the entity, or evidence that the cus
tomer has acted in accordance with such arrangement.

Delivery
.11 In a licensing arrangement that requires the physical delivery of a
product to a customer, an entity should not recognize revenue until such
delivery is complete. If a licensing arrangement is silent about delivery,
physical delivery is required in order to recognize revenue.
.12 Certain licensing arrangements may not require immediate or direct
physical delivery of a film to a customer. In lieu of immediate delivery, an
arrangement may provide the customer with immediate and unconditional
access to a film print held by the entity or authorization for the customer to
order a film laboratory to make the film immediately and unconditionally
available for the customer’s use (a lab access letter). In such cases, if the film
is complete and available for immediate delivery, the entity has met the
conditions of paragraph .07(b).

.13 If a licensing arrangement requires an entity to make significant
changes to a film after its initial availability to a customer, the arrangement
does not meet the delivery condition in paragraph .07(b). In such instances, the
entity should not recognize revenue until it makes those significant changes
and meets all of the conditions of paragraph .07. Significant changes are
defined as those changes that are additive to a film; that is, an arrangement
requires an entity to create new or additional content after the film is initially
available to the customer. For example, reshooting a scene or creating addi
tional special effects are significant changes. Mere insertion or addition of
preexisting film footage, addition of dubbing or subtitles (which by definition
is done to existing footage), removal of offensive language, reformatting a film
to fit a broadcaster’s screen dimensions, and adjustments to allow for the
insertion of commercials are all examples of changes to a film that are not
significant and do not preclude revenue recognition prior to their completion.
The costs incurred for significant changes should be added to film costs and
subsequently charged to expense when an entity recognizes the related reve
nue; the costs expected to be incurred for insignificant changes should be
accrued and charged to expense if an entity begins to recognize revenue from
the arrangement before incurring those costs.
Availability

.14 Certain arrangements restrict a customer from beginning its initial
exploitation, exhibition, or sale of a film. For example, the imposition of a street
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date (the initial date when home video products may be sold or displayed for
rental) defines the period in time when a customer’s exploitation rights begin.
In such instances, an entity should not recognize related revenue until the
restriction has expired. Additionally, if conflicting agreements impose restric
tions on the initial exploitation, exhibition, or sale of a film by a customer in a
particular territory or market, an entity should not recognize revenue until the
restrictions lapse and it meets all of the other conditions of paragraph .07.

Fixed or Determinable Fee

.15 Flat Fees. If a licensing arrangement covering a single film provides
that an entity will receive a flat fee, then the amount of that fee is considered
fixed and determinable. In such instances, the entity should recognize the
entire amount of the license fee as revenue when it has met all of the other
conditions of paragraph .07.

.16 If a licensing arrangement provides for a flat fee payable with respect
to multiple films (including films not yet produced or completed), an entity
should allocate the amount of the fee to each individual film, by market and
territory based on relative fair values of the rights to exploit each film under
the licensing arrangement. An entity should base the allocations to a film or
films not yet produced or completed on the amounts refundable if the entity
does not ultimately complete and deliver the films to the customer. The entity
should allocate the remaining flat fee to completed films based on the relative
fair values of the rights to exploit those films pursuant to the licensing
arrangement. Once made, those allocations should not be subject to later
adjustment. An entity should recognize amounts allocated to individual films
as revenue when it meets all of the conditions of paragraph .07 with respect to
each individual film by market and territory. If an entity cannot determine
relative fair values of the rights to exploit those films, then the fee is not fixed
or determinable and the entity should not recognize revenue until it can make
such a determination and it meets all of the conditions of paragraph .07.
.17 Paragraph 7 of FASB Statement No. 121, Accounting for the Impair
ment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of
provides a hierarchy of methods for determining fair value. Because quoted
market prices (the most preferred method) are usually not available, an entity
should estimate the fair value of the rights to exploit an individual film that is
part of a multiple film arrangement (as discussed in paragraph .16) by using
the best information available in the circumstances with the objective of
measuring the amount the entity believes it would have received had it entered
into a license arrangement that grants the same rights to the film separately
rather than as part of the multiple film arrangement. A discounted cash flows
model is often used to estimate fair value. Paragraphs 39 to 71 of FASB
Statement of Financial Accounting Concepts No. 7, Using Cash Flow Informa
tion and Present Value in Accounting Measurements, provide guidance on the
traditional and expected cash flow approaches to present value measurements.
An entity’s estimates of cash flows used in determining the fair value of the
rights to exploit an individual film that is part of a multiple film arrangement
should be consistent with the rights granted for that film under the multiple
film arrangement (for example, the length of the license period, and any
limitations on the method, timing, or frequency of exploitation).

.18 Variable Fees. An entity’s arrangement fee may be based on a
percentage or share of a customer’s revenue from the exhibition or other
exploitation of a film. In such instances, and when the entity meets all of the
conditions of paragraph .07, the entity should recognize revenue as the cus
tomer exhibits or exploits the film.
AICPA Technical Practice Aids
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.19 Nonrefundable Minimum Guarantees. In certain licensing ar
rangements that provide for variable fees, a customer guarantees and pays or
agrees to pay an entity a nonrefundable minimum amount that is applied
against the variable fees on a film or films that are not cross-collateralized.
In such arrangements, the amount of the nonrefundable minimum guarantee
is considered fixed and determinable, and the entity should recognize the
minimum guarantee as revenue when it has met all of the other conditions of
paragraph .07.
.20 If a licensing arrangement provides for a nonrefundable minimum
guarantee that is applied against variable fees from a group of films on a
cross-collateralized basis, the amount of the minimum guarantee applicable to
each film cannot be objectively determined. Consequently, the entity should
recognize revenue in such arrangements in accordance with the provisions of
paragraph .18. If, at the end of the license period, a portion of the nonrefund
able minimum guarantee remains unearned, an entity should recognize the
remaining guarantee as revenue by allocating it to the individual films based
on their relative performance under the arrangement.
Barter Revenue
.21 An entity sometimes licenses programming to television stations in
exchange for a specified amount of advertising time on those stations. These
exchanges qualify as nonmonetary exchanges and an entity should account for
these kinds of exchanges in accordance with Accounting Principles Board
Opinion (APB) No. 29, Accounting for Nonmonetary Exchanges, as interpreted
by EITF Issue No. 93-11, “Accounting for Barter Transactions Involving Barter
Credits.”

Modifications of Arrangements
.22 If, at any time during a licensing arrangement, an entity and its
customer agree to extend an existing arrangement (and all of the provisions in
paragraph .07 are met), the accounting for the consideration received for the
extension depends on whether the consideration is a flat fee or a variable fee.
If the consideration is a flat fee, the entity should account for the consideration
upon the execution of the extension in accordance with the provisions of
paragraphs .15 and .16 of this SOP. If the consideration is a variable fee, the
entity should follow the guidance set forth in paragraph .18. If the considera
tion is a minimum guarantee, the entity should follow the guidance set forth
in paragraphs .19 and .20.

.23 If, at any time during a licensing arrangement, the parties agree to
change the provisions of the licensing arrangement, other than by extending
the license period (as discussed in paragraph .22), the entity should consider
the revised arrangement as a new arrangement and account for it in accord
ance with the provisions of this SOP. At the time the old arrangement is
terminated, the entity should accrue and expense associated costs or reverse
previously reported revenue for refunds and concessions (an example of which
is agreeing to a below market rate license fee), to terminate the old arrange
ment. For example, if an original arrangement was a fixed fee and the new
arrangement is a smaller fixed fee with a variable component, the entity should
reduce revenue for the current period for the excess of the original fixed fee
previously reported as revenue over the new fixed fee and earned variable
component to date. It should also adjust accumulated film cost amortization
and accrued participation costs attributable to that excess. In addition, the
entity should account for the new arrangement fee in accordance with this SOP.
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Returns and Price Concessions

.24 The contract provisions of an arrangement and an entity’s policies and
past actions related to granting concessions or accepting product returns can
determine whether a fee is fixed or determinable. For an arrangement that
includes a right-of-return provision or if an entity’s past practices allow for
returns, an entity must meet all of the conditions in FASB Statement No. 48,
Revenue Recognition When Right of Return Exists, in order for it to recognize
revenue. Those conditions include a requirement that the entity can reason
ably estimate the amount of future returns.
.25 An example of how contractual provisions or an entity’s customary
business practices related to granting price concessions can affect the determi
nation of revenue recognition is as follows. In the home video business, custom
ers may be granted price concessions on previously purchased and unsold
product if an entity subsequently reduces its wholesale prices (commonly
referred to as price protection). In such cases, an entity should provide appro
priate allowances at the date of revenue recognition. If an entity is unable to
reasonably and reliably estimate future price concessions, or if significant
uncertainties exist regarding an entity’s ability to maintain its prices, the
corresponding revenue is not fixed or determinable. Consequently, the entity
should not recognize revenue until it can make reasonable and reliable esti
mates of the effects of future price changes.
Licensing of Film-Related Products

.26 An entity should not recognize revenue from licensing arrangements
to market film-related products until it releases the corresponding film.
Present Value
.27 Revenue recognized in connection with a licensing arrangement
should represent the present value of the license fee as of the date that an
entity first recognizes the revenue, computed in accordance with APB Opinion
21, Interest on Receivables and Payables.

Costs and Expenses
.28 The costs of producing a film and bringing that film to market consist
of film costs, participation costs, exploitation costs, and manufacturing
costs.
Film Costs—Capitalization

.29 An entity should report film costs as a separate asset on its balance
sheet. An entity should account for interest costs related to the production of a
film in accordance with the provisions in FASB Statement No. 34, Capitaliza
tion of Interest Cost.
.30 Production overhead, a component of film costs, includes allocable
costs of individuals or departments with exclusive or significant responsibility
for the production of films. Production overhead should not include adminis
trative and general expenses, the costs of certain overall deals, as discussed in
paragraph .31, or charges for losses on properties sold or abandoned, as
discussed in paragraph .32.
.31 An entity may enter into an arrangement known as an overall deal,
whereby it compensates a producer or other creative individual for the exclusive
AICPA Technical Practice Aids
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or preferential use of that party’s creative services. An entity should charge the
costs of overall deals that cannot be identified with specific projects to expense
as they are incurred over the related period of time. An entity should record a
reasonable proportion of costs of overall deals as specific project film costs to
the extent those costs are directly related to the acquisition, adaptation, or
development of specific projects. If related to properties as discussed in para
graph .32, an entity should include such amounts in the cost of properties
subject to the periodic review. An entity should not allocate to specific project
film costs amounts that it had previously expensed.

.32 Film costs ordinarily include expenditures for properties (such as film
rights to books or stage plays, or original screenplays) that generally must be
adapted to serve as the basis for the production of a particular film. An entity
will add the cost of adaptation or development to the cost of the particular
property. An entity should periodically review properties in development to
determine whether they will ultimately be used in the production of a film.
When an entity determines that a property will not be used (disposed of), it
should recognize any loss by a charge to the income statement. It should be
presumed that an entity will dispose of a property (whether by sale or aban
donment) if it has not been set for production within three years from the
time of the first capitalized transaction. An entity should measure the loss as
the amount by which the carrying amount of the project exceeds its fair value.
Amounts written off should not be. subsequently reestablished as assets. Un
less management, having the authority to approve the action, has committed
to a plan to sell such property, the rebuttable presumption is that the entity
will abandon the property and, as such, its fair value should be zero.

.33 For an episodic television series, the following additional guidance for
film costs applies. Ultimate revenue for an episodic television series can
include estimates from the initial market and secondary markets, as discussed
in paragraph .39(b).2 Until an entity can establish estimates of secondary
market revenue in accordance with paragraph .39(b), capitalized costs for each
episode produced should not exceed an amount equal to the amount of revenue
contracted for that episode. An entity should expense as incurred film costs in
excess of this limitation on an episode-by-episode basis, and an entity should
not restore such amounts as film cost assets in subsequent periods. An entity
should expense all capitalized costs (including set costs) for each episode as it
recognizes the related revenue for each episode. Once an entity can establish
estimates of secondary market revenue in accordance with paragraph .39(b),
the entity should capitalize subsequent film costs. An entity should amortize
such capitalized film costs in accordance with the provisions in paragraphs .34
through .37, and it should evaluate such costs for impairment in accordance
with paragraph .44.
Film Costs Amortization; Participation Cost Accruals
.34 An entity should amortize film costs and accrue (expense) participa
tion costs using the individual-film-forecast-computation method, which amor
tizes or accrues (expenses) such costs in the same ratio that current period
actual revenue (numerator) bears to estimated remaining unrecognized ulti
mate revenue as of the beginning of the current fiscal year (denominator). That
is, (a) unamortized film costs as of the beginning of the current fiscal year are
2 In this context, initial market is the first market of exploitation in each territory, whether that
market is a broadcast or cable television network, first-run syndication, or other. Secondary markets
are any markets other than the initial market.
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multiplied by the individual-film-forecast-computation method fraction and (6)
unaccrued (that is, not yet expensed) ultimate participation costs at the
beginning of the current fiscal year are multiplied by the individual-film
forecast-computation method fraction. In this way, in the absence of changes
in estimates, film costs are amortized and participation costs are accrued
(expensed) in a manner that yields a constant rate of profit over the ultimate
period, as described in paragraph .39(a), for each film before exploitation costs,
manufacturing costs, and other period expenses. An entity should accrue a
liability for participation costs only if it is probable that there will be a sacrifice
of assets to settle its obligation under the terms of the participation agreement.
At each balance sheet date, accrued participation costs should not be less than the
amounts that an entity is obligated to pay as of that date. An entity should begin
amortization of capitalized film costs and accrual (expensing) of participation costs
when a film is released and it begins to recognize revenue from that film.

.35 In the absence of revenue from third parties that is directly related to the
exhibition or exploitation of a film, an entity should make a reasonably reliable
estimate of the portion of unamortized film costs that is representative of the
utilization of the film in that exhibition or exploitation. An entity should expense
such amounts as it exhibits or exploits the film. (For example, a cable entity that
does not accept advertising on its cable channel may produce a film and show it on
that channel. In this example, the cable entity receives subscription fees from third
parties that are not directly related to a particular film.) Consistent with the
underlying premise of the individual film-forecast-computation method, all reve
nue should bear a representative amount of the amortization of film costs during
the ultimates period.
.36 As a result of uncertainties in the estimating process, actual results
may vary from estimates. An entity should review and revise estimates of
ultimate revenue and participation costs as of each reporting date to reflect the
most current available information. If estimates are revised, an entity should
determine a new denominator that includes only the ultimate revenue from the
beginning of the fiscal year of change (that is, ultimate revenue changes are
treated prospectively as of the beginning of the fiscal year of change). The
numerator (revenue for the current fiscal year) is unaffected by the change. An
entity should apply the revised fraction to the net carrying amount of unamor
tized film costs and to the film’s unaccrued (that is, not yet expensed) ultimate
participation costs as of the beginning of the fiscal year, and the difference
between expenses determined using the new estimates and any amounts
previously expensed during that fiscal year should be charged or credited to the
income statement in the period (for example, the quarter) during which the
estimates are revised.
.37 Multiple seasons of an episodic television series that meets the condi
tions of paragraph .39(6) to include estimated secondary market revenue in
ultimate revenue is considered to be a single product, with multiple seasons of
the series combined for purposes of applying the individual film-forecastcomputation method.

Ultimate Revenue
.38 Ultimate revenue to be included in the denominator of the individual
film-forecast-computation method fraction should include estimates of revenue
that is expected to be recognized by an entity from the exploitation, exhibition,
and sale of a film in all markets and territories, subject to the limitations set
forth in paragraph .39.
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.39 Ultimate revenue should be limited by the following.
a.

For films other than episodic television series, ultimate revenue
should include estimates over a period not to exceed ten years
following the date of the film’s initial release. For episodic television
series, ultimate revenue should include estimates of revenue over a
period not to exceed ten years from the date of delivery of the first
episode or, if still in production, five years from the date of delivery
of the most recent episode, if later. For previously released films
acquired as part of a film library, ultimate revenue should include
estimates over a period not to exceed twenty years from the date of
acquisition. For purposes of this SOP, an entity should categorize as
part of a film library only those individual films whose initial release
dates were at least three years prior to the acquisition date.

b.

For episodic television series, ultimate revenue should include esti
mates of secondary market revenue (that is, revenue from markets
other than the initial market) for produced episodes only if an entity
can demonstrate through its experience or industry norms that the
number of episodes already produced, plus those for which a firm
commitment exists and the entity expects to deliver, can be licensed
successfully in the secondary market.

c.

Ultimate revenue should include estimates of revenue from a market
or territory only if persuasive evidence exists that such revenue will
occur, or if an entity can demonstrate a history of earning such
revenue in that market or territory. Ultimate revenue should include
estimates of revenue from newly developing territories only if an
existing arrangement provides persuasive evidence that an entity
will realize such amounts.

d.

Ultimate revenue should include estimates of revenue from licensing
arrangements with third parties to market film-related products
only if persuasive evidence exists that such revenue from that ar
rangement will occur for that particular film (such as a signed
contract to receive a nonrefundable minimum guarantee or a nonrefundable advance) or if an entity can demonstrate a history of
earning such revenue from that form of arrangement.

e.

Ultimate revenue should include estimates of the portion of the
wholesale or retail revenue from an entity’s sale of peripheral items
(such as toys and apparel) that is attributable to the exploitation of
themes, characters, or other contents related to a particular film only
if the entity can demonstrate a history of earning such revenue from
that form of exploitation in similar kinds of films. For example, an
entity may conclude that the portion of revenue from the sale of
peripheral items that it should include in ultimate revenue is an
estimate of what would be earned by the entity if rights for such form
of exploitation had been granted under licensing arrangements with
third parties. Ultimate revenue should not, however, include esti
mates of the entire amount of wholesale or retail revenue from an
entity’s sale of peripheral items.

f.

Ultimate revenue should not include estimates of revenue from
unproven or undeveloped technologies.

g.

Ultimate revenue should not include estimates of wholesale promo
tion or advertising reimbursements to be received from third parties;
an entity should offset such amounts against exploitation costs.
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Ultimate revenue should not include estimates of amounts related
to the sale of film rights for periods after those identified in para
graph .39(a).

.4 0 An entity should not discount ultimate revenue to its present value
except as required by the provisions in paragraph .27. All foreign currency
estimates of future revenues should be based on current spot rates. Ultimate
revenue should not include amounts representing projections for future inflation.

Ultimate Participation Costs
.4 1 Estimates of unaccrued (that is, not yet expensed) ultimate participa
tion costs are used in the individual-film-forecast-computation method to
arrive at current period participation cost expense. Such costs should be
determined using assumptions that are consistent with an entity’s estimates
of film costs, exploitation costs, and ultimate revenue, as limited by the
provisions in paragraph .39. If, at any balance sheet date, the recognized
participation costs liability exceeds the estimated unpaid ultimate participa
tion costs for an individual film, the excess liability should be reduced with an
offsetting credit to unamortized film costs. To the extent that an excess liability
exceeds unamortized film costs for that film, it should be credited to income.

.4 2 A film may continue to generate revenue after its film costs are fully
amortized. When revenue is recorded on fully amortized films, an entity should
accrue associated participation costs as that revenue is recognized.

Film Costs Valuation
.4 3 The following are examples of events or changes in circumstances that
indicate that an entity should assess whether the fair value of a film (whether
completed or not) is less than its unamortized film costs.
a.

An adverse change in the expected performance of a film prior to
release

b.

Actual costs substantially in excess of budgeted costs

c.

Substantial delays in completion or release schedules

d.

Changes in release plans, such as a reduction in the initial release
pattern

e.

Insufficient funding or resources to complete the film and to market
it effectively

f.

Actual performance subsequent to release fails to meet that which
had been expected prior to release

.4 4 If an event or change in circumstance indicates that an entity should
assess whether the fair value of a film is less than its unamortized film costs,
the entity should determine the fair value of the film (the determination of
which is affected by estimated future exploitation costs still to be incurred) and
write off to the income statement the amount by which the unamortized
capitalized costs exceeds the film’s fair value. Exploitation costs incurred after
such a write-off should be accounted for in accordance with the provisions of
paragraph .49. An entity should treat the reduced amount of capitalized film
costs that have been written down to fair value at the close of an annual fiscal
period as the cost for subsequent accounting purposes, and an entity should not
subsequently restore any amounts previously written off.
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.45 As discussed in paragraph .17, a discounted cash flows model is often
used to estimate fair value. If applicable, future cash flows based on the terms
of any existing contractual arrangements, including cash flows over existing
license periods without consideration of the limitations set forth in paragraph
.39, should be included. An entity should consider the following factors, among
others, in estimating future cash inflows for a film: (a) if previously released,
the film’s performance in prior markets, (6) the public’s perception of the film’s
story, cast, director, or producer, (c) historical results of similar films, (d)
historical results of the cast, director, or producer on prior films, and (e)
running time of the film. In determining a film’s fair value, it is also necessary
to consider those cash outflows necessary to generate the film’s cash inflows.
Therefore, an entity should incorporate, if applicable, its estimates of future
costs to complete a film, future exploitation and participation costs, or other
necessary cash outflows in its determination of fair value when using a
discounted cash flows model.

.46 When using the traditional discounted cash flow approach to estimate
the fair value of a film, the relevant future cash inflows and outflows should
represent the entity’s estimate of the most likely cash flows. When determining
the fair value of a film using the expected cash flows approach, all possible
relevant future cash inflows and outflows should be probability weighted by
period and the estimated mean or average by period should be used.
.47 When determining the fair value of a film using a traditional discounted
cash flow approach, the discount rate(s) should not be an entity’s incremental
borrowing rate(s), liability settlement rate(s), or weighted average cost of capital
as those rates typically do not reflect the risks associated with a particular film.
The discount rate(s) should consider the time value of money and the expectations
about possible variations in the amount or timing of the most likely cash flows and
an element to reflect the price market participants would seek for bearing the
uncertainty inherent in such an asset as well as other factors, sometimes uniden
tifiable, including illiquidity and market imperfections. When determining the fair
value of a film using the expected cash flow approach, the discount rate(s) also
would consider the time value of money. Because they are reflected in the expected
cash flows, there would be no adjustment for possible variations in the amounts or
timing of those cash flows. If not reflected in risk-adjusted expected cash flows, an
additional element to reflect the price market participants would seek for bearing
the uncertainty inherent in such an asset as well as other factors, sometimes
unidentifiable, including illiquidity and market imperfections, should be added to
the discount rate(s).

Subsequent Events
.48 For films released before or after the date of the balance sheet for which
evidence of the possible need for a write-down of unamortized film costs occurs
after the date of the balance sheet but before an entity issues its financial
statements, a rebuttable presumption exists that the conditions leading to the
write-off existed at the date of the balance sheet. In such situations, an entity
should adjust its financial statements for the effect of any changes in estimates
resulting from the use of the subsequent evidence. An entity can overcome the
rebuttable presumption if it can demonstrate that the conditions leading to the
write-down did not exist at the date of the balance sheet.

Exploitation Costs
.49 An entity should account for advertising costs in accordance with the
provisions of SOP 93-7, Reporting on Advertising Costs [section 10,590]. All other
exploitation costs, including marketing costs, should be expensed as incurred.
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Manufacturing Costs

.50 An entity should charge manufacturing and/or duplication costs of
products for sale, such as videocassettes and digital video discs, to expense on
a unit-specific basis when the related product revenue is recognized. An entity
should, at each balance sheet date, evaluate inventories of such products for
net realizable value and obsolescence exposures, with appropriate adjustments
recorded as necessary. An entity should charge the cost of theatrical film
prints to expense over the period benefited.

Presentation and Disclosure
.51 If an entity presents a classified balance sheet, it should classify film
costs as noncurrent on the face of the balance sheet. Regardless of whether an
entity presents a classified or unclassified balance sheet, it should disclose in
the notes to the financial statements the portion of the costs of its completed
films that are expected to be amortized during the upcoming operating cycle,
which is presumed to be twelve months. An entity should disclose its operating
cycle if it is other than twelve months.

.52 An entity should disclose the components of film costs (including
released, completed and not released, in production, or in development or
preproduction) separately for theatrical films and direct-to-television product.
.53 An entity should disclose the percentage of unamortized film costs for
released films, excluding acquired film libraries, that it expects to amortize
within three years from the date of the balance sheet. If that percentage is less
than 80 percent, an entity should provide additional information, including the
period required to reach an amortization level of 80 percent. For acquired film
libraries, an entity should disclose the amount of remaining unamortized costs,
the method of amortization, and the remaining amortization period.

.54 An entity should disclose the amount of accrued participation liabili
ties that it expects to pay during the upcoming operating cycle.
.55 An entity should report cash outflows for film costs, participation
costs, exploitation costs, and manufacturing costs as operating activities in the
statement of cash flows, and it should include the amortization of film costs in
the reconciliation of net income to net cash flows from operating activities.

.56 An entity should disclose its methods of accounting for revenue, film
costs, participation costs, and exploitation costs.
.57 In accordance with paragraph 33 of APB Opinion 20, Accounting
Changes, and paragraph 26 of APB Opinion 28, Interim Financial Reporting,
an entity should disclose the effect on income before extraordinary items, net
income, and related per share amounts of the current fiscal period for a change
in estimate that affects several future periods.
.58 An entity should disclose events occurring subsequent to the date of
the balance sheet that do not require an adjustment to the financial statements
but that are of such a nature that disclosure of them is required to keep the
financial statements from being misleading.

Amendment to Other Guidance
.59 This amends SOP 93-7 [section 10,590]. The following footnote is
added to “FASB Statement No. 53” in the Appendix of SOP 93-7 [section
10,590.81].
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In 2000, the FASB rescinded FASB Statement No. 53 and AcSEC issued SOP
00-2, Accounting by Producers or Distributors of Films. The provisions of SOP
93-7 apply to entities within the scope of SOP 00-2.

Effective Date and Transition
.60 This SOP is effective for financial statements for fiscal years beginning
after December 15,2000. Earlier application is encouraged. The cumulative effect
of changes in accounting principles caused by adopting the provisions of this SOP
should be included in the determination of net income in conformity with para
graph 20 ofAPB Opinion 20. Disclosure of pro forma effects of retroactive applica
tion (APB Opinion 20, paragraph 21) is not required. An entity should not restate
previously issued annual financial statements.

The provisions of this Statement need
not be applied to immaterial items.

Basis for Conclusions

.61 This SOP applies to all kinds of films, including an episodic television
series. However, as a result of the unique nature of an episodic television
series, AcSEC decided to provide additional guidance in this area. In response
to some respondents to the exposure draft of the SOP, AcSEC reorganized the
SOP to clearly distinguish between the accounting requirements for all kinds
of films and the additional guidance for an episodic television series. The
requirements of this SOP do not apply to transactions or activities within the
scope of other authoritative literature listed in paragraph .05. The require
ments of this SOP apply to films exploited by the entity directly, or licensed or
sold to others. AcSEC observed that even though an entity may be considered
to be primarily a film enterprise, it is still subject to generally accepted
accounting principles (GAAP) besides those addressed in this SOP, for exam
ple, when involved with a transaction for the licensing of record masters,
software development, and so forth.

Revenue Recognition
Basic Principles
.62 The basic standard for revenue recognition is set forth in paragraph
83 of FASB Concepts Statement No. 5, Recognition and Measurement in
Financial Statements of Business Enterprises, which provides that’’[revenue]
recognition involves consideration of two factors, (a) being realized or realiz
able and (b) being earned, with sometimes one and sometimes the other being
the more important consideration.”

.63 Exclusivity and Substantially All. Paragraph 7 of the exposure
draft proposed that, in addition to the conditions in paragraph 6 of that
exposure draft, a licensing arrangement should transfer substantially all of the
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benefits and risks incident to ownership of a film on an exclusive basis for an
individual market and territory in order for an entity to account for the
transaction as a sale, and thus recognize revenue immediately. AcSEC based
that concept on FASB Statement No. 13, Accounting for Leases, as it relates to
the timing of revenue recognition when distinguishing between sales-type
leases and operating leases. Therefore, under paragraph 7 of the exposure
draft, an entity would have recognized revenue from a nonexclusive arrange
ment in a manner similar to an operating lease.

.64 Based on the arguments presented in the comment letters to the
exposure draft, AcSEC decided that exclusivity should not be one of the
conditions for revenue recognition in the film industry. AcSEC acknowledges
that, under an exclusivity arrangement, the value of a film license to a
customer has two major components: (a) the customer’s right to use the film (in
accordance with the license arrangement) and (b) the customer’s right to use
the film exclusively in a particular market and territory (which thereby re
stricts the entity’s right to license the film to other customers). Therefore, for
an exclusive license arrangement, AcSEC considered requiring bifurcation of
the total license fee between the two major components. Under that scenario,
an entity would recognize revenue from the fees allocated to the first compo
nent in accordance with the conditions of paragraph 6 of the exposure draft and
it would recognize revenue on the fees allocated to the second component
ratably over the license period.
.65 AcSEC rejected the bifurcation approach primarily because it believes
that the approach is not operational. Also, AcSEC agrees with many of the
respondents to the exposure draft who noted that the “substantially all”
condition of paragraph 7 was subjective and, if kept as a revenue recognition
condition, could lead to diversity in practice. AcSEC concluded that the ap
proach proposed in the exposure draft was not operational.

.66 AcSEC also acknowledges the arguments made by some respondents
to the exposure draft who noted that exclusivity, even though it may be part of
licensing arrangements, is becoming less meaningful as entities are exploiting
films concurrently in the same territories through various marketing ap
proaches, such as pay-per-view and home video.
.67 A number of respondents to the exposure draft and AcSEC believe
that if paragraph 7 of the exposure draft was maintained, AcSEC would need
to more narrowly define market and territory to ensure comparability in
financial reporting. Ultimately, AcSEC needed to choose between (a) attempt
ing to provide restrictive definitions, which could lead to less desirable revenue
recognition in certain circumstances, or (b) removing the requirements of
paragraph 7 of the exposure draft, which would result in earlier but more
consistent revenue recognition within and between entities. AcSEC believes
that it cannot and should not define those terms narrowly. AcSEC believes that
the definitions of market and territory should be sufficiently flexible to allow
each entity to designate its markets and territories based on the way it
conducts business. Accordingly, AcSEC decided not to include the provisions of
paragraph 7 of the exposure draft in this SOP.

.68 Customer Acceptance. Some respondents to the exposure draft
believe that customer acceptance of a film should be an explicit condition of
revenue recognition. Those respondents believe that this SOP should be con
sistent with paragraph 20 of SOP 97-2 [section 10,700.20]. AcSEC appreciates
the arguments of those who desire complete consistency with the revenue
recognition criteria of SOP 97-2 [section 10,700]. However, because of the rapid
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technological changes of software, and for other reasons, AcSEC believes
that the differences between licensing arrangements of software and films
may be significant and could result in different conclusions on revenue
recognition. SOP 97-2 [section 10,700] addresses software arrangement
under which customer acceptance is most often evidenced by physical
delivery. In the film industry, physical delivery may often not occur until
well after the point at which the customer’s license period begins and the
film is complete and available for immediate and unconditional delivery at
the customer’s request. Therefore, AcSEC concluded that the customer
acceptance condition of this SOP should not be identical to that of SOP 97-2
[section 10,700]. AcSEC believes that the delivery conditions set out in
paragraphs .11 through .14 of this SOP adequately address the issue of
customer acceptance.

.69 Sales and Licensing. Paragraph .07 of the SOP provides the reve
nue recognition conditions for a sale or licensing arrangement. Though most of
the SOP provides guidance on what is commonly understood in the film
industry as licensing arrangements, the conditions of paragraph .07 also apply
to an entity’s outright sale of its rights to a film. If the price from the sale of a
film includes a variable element (as opposed to a fixed fee sale), AcSEC
acknowledges that the application of the individual-film-forecast-computation
method results in recognizing a gain/loss that is different than that calculated
using a traditional sales model. However, AcSEC believes that by treating the
accounting for an outright sale with a variable element similar to that of a
license arrangement with a variable element, the SOP will help prevent
diversity in practice because entities (a) will have no accounting reason to
structure transactions as sales versus licenses and (b) will not have to deter
mine which license arrangements are in-substance sales.

Persuasive Evidence of an Arrangement
.70 AcSEC understands that practice in the film industry varies regard
ing the use of contracts for the purpose of documenting license arrangements.
Though licensing arrangements are normally documented by contracts, AcSEC
understands that sales or exploitation arrangements in certain sectors of the
industry are evidenced by documentation other than a contract. For example,
customer orders in direct home video distribution are normally evidenced by
written or on-line purchase orders. AcSEC believes that such documentation is
sufficient to provide persuasive evidence of an arrangement. Accordingly,
AcSEC concluded that documentation other than a contract can be sufficient
evidence of an arrangement.

Delivery
.71 AcSEC believes that, for most product sales and licenses, an entity
should not recognize revenue until it delivers the product to the customer.
Recognition of revenue on delivery is consistent with paragraphs 83(b) and 84
of FASB Concepts Statement No. 5. Paragraph 83(b) provides the following
guidance for recognition of revenue.
Revenues are not recognized until earned. An entity’s revenue-earning activi
ties involve delivering or producing goods, rendering services, or other activities
that constitute its ongoing major or central operations, and revenues are
considered to have been earned when the entity has substantially accomplished
what it must do to be entitled to the benefits represented by the revenues.
[Footnote omitted] [Emphasis added]
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Paragraph 84 states that in recognizing revenues and gains:
The two conditions [for revenue recognition] (being realized or realizable and
being earned) are usually met by the time product or merchandise is deliv
ered...to customers, and revenues...are commonly recognized at time of sale
(usually meaning delivery). [Emphasis added]

.72 As discussed in paragraph .12 of this SOP, rather than requiring
immediate or direct delivery of a film print to a customer, certain licensing
arrangements in the film industry require only that an entity grant the
customer immediate and unconditional access to the film. Once an entity
provides access, the licensing arrangement obligates the customer to pay for
the film regardless of whether the customer requests or receives the film.
AcSEC believes that when an entity makes a completed film available to a
customer, it “has substantially accomplished what it must do to be entitled to
the benefits represented by the revenues” (as required by paragraph 83(b) of
FASB Concepts Statement No. 5). In such arrangements, not physically deliv
ering the film (often as a result of a customer not requesting the film even
though the license period has begun) is not a factor sufficient to preclude
revenue recognition. Therefore, AcSEC believes that an entity has complied
with the delivery requirements of this SOP when the entity makes the film
available to the customer and meets the other conditions of paragraph .07.
Further, AcSEC believes that if the film is at a film laboratory, providing the
customer with unconditional and immediate access to the film is a prerequisite for
revenue recognition. If an arrangement is silent as to delivery, AcSEC concluded
that physical delivery is an inherent requirement of revenue recognition.
.73 Many licensing arrangements require an entity to make changes to a
film after it makes the film available to a customer. AcSEC considered the
question of when changes that are required after a film’s initial availability
should preclude an entity from recognizing revenue on a film. AcSEC under
stands that an entity will make the changes often at a time requested by the
customer, which may or may not be immediately after a film is initially
available to the customer. The exposure draft stated, and AcSEC continues to
believe, that an obligation to make significant changes to a film after its initial
availability to a customer precludes the entity from recognizing revenue on the
film until the entity completes those significant changes (and it meets the other
conditions of paragraph .07).
.74 Based on comment letters received on the exposure draft, AcSEC
clarified its definition of significant changes to a film after its initial availabil
ity to a customer. AcSEC believes that changes to a film are significant if they
are additive; that is, they require the creation of additional content. Changes,
such as dubbing and subtitling, are made to existing content and, therefore,
they are not significant.

.75 AcSEC believes that an obligation to make insignificant changes to a
film after its initial availability to a customer should not preclude revenue
recognition if an entity meets all other conditions of paragraph .07 of this SOP.
AcSEC believes that an obligation to make insignificant changes does not affect
an entity’s having substantially accomplished what it must do to earn revenue.
AcSEC believes that SOP 81-1, Accounting for Performance of ConstructionType and Certain Production-Type Contracts [section 10,330], supports Ac
SEC’s position. Paragraph 30 of SOP 81-1 [section 10,330.30] states, “Under
the completed-contract method, income is recognized only when a contract is
completed or substantially completed.” Paragraph 52 of SOP 81-1 [section
10,330.52] states, “As a general rule, a contract may be regarded as substantially
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completed if remaining costs and potential risks are insignificant in amount.
The overriding objectives are to maintain consistency in determining when
contracts are substantially completed and to avoid arbitrary acceleration or
deferral of income.”

Availability
.76 As discussed in paragraph .14, in certain situations, an entity may
prohibit a customer from beginning its initial exploitation, exhibition, or sale
of a film. One of the more common prohibitions is a “street date” restriction
used in connection with the sales or rentals of videocassettes. This occurs when
an entity ships videocassettes to a customer on a certain date, but restricts
sales prior to the “street date.” Because the customer does not have the ability
to exploit, exhibit, or sell the film in such situations, the conditions of para
graph .07(c) are not met. Consequently, an entity should not recognize revenue
until the restriction lapses. This initial-use prohibition does not apply to
contractual restrictions after the period of exploitation, exhibition, or availabil
ity for sale of a film begins (for example, a licensing arrangement that allows
a customer to air a film only once per year over the license period).

Fixed or Determinable Fee

.77 Paragraph 83 of FASB Concepts Statement No. 5 reads, in part,
“Further guidance for recognition of revenues and gains is intended to provide
an acceptable level of assurance of the existence and amounts of revenue and
gains before they are recognized.” AcSEC believes that “an acceptable level of
assurance” of the amount is attained when the amount of the arrangement fee
is fixed or determinable and the other conditions of paragraph .07 are met. If
the arrangement fee is based on a percentage of a customer’s revenue, the fee
does not become fixed or determinable until the customer’s revenue is earned.
Because the customer’s revenue is not earned until the exhibition or other
exploitation of the film, AcSEC concluded that a fee that is based on a
percentage of the customer’s revenue from a film should not be recognized until
the customer’s exhibition or other exploitation of the film.
.78 Flat Fees. In paragraph.16 of this SOP, AcSEC concluded that, if a
licensing arrangement provides for a flat fee with respect to multiple films,
markets, or territories, an entity should allocate the fee to the individual films
based on the relative fair value(s) of the rights to exploit the film(s) in the
respective markets and territories. AcSEC believes that basing the allocation
on relative fair value is consistent with the accounting for multiple element
transactions in other industries. For example, paragraph 12 of FASB State
ment No. 45, Accounting for Franchise Fee Revenue, states the following.
The franchise agreement ordinarily establishes a single initial franchise fee as
consideration for the franchise rights and the initial services to be performed
by the franchisor. Sometimes, however, the fee also may cover tangible prop
erty, such as signs, equipment, inventory, and land and building. In those
circumstances, the portion of the fee applicable to the tangible assets shall be
based on the fair value of the assets.

.79 The exposure draft stated that an entity should base the allocation on
an entity-specific and product-specific estimate of relative fair values. AcSEC
decided to drop that language because those terms do not provide substantive
additional guidance on determining fair value. AcSEC believes that the re
quirement of allocations based on relative fair values is adequate.
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.80 Variable Fees. If a licensing arrangement bases an entity’s ar
rangement fee on a percentage or share of a customer’s revenue, the entity’s
fee does not become fixed or determinable until the customer exhibits or
exploits the film. Because the customer’s revenue is not earned until the
exhibition or other exploitation of the film, AcSEC concluded an entity should
not recognize revenue that is based on a percentage or share of the customer’s
revenue from a film until the customer’s exhibition or other exploitation of the
film (and the entity meets the other conditions of paragraph .07 of this SOP).

.81 Nonrefundable Minimum Guarantees (Not Cross-Collateralized).
The exposure draft proposed that an entity should account for licensing ar
rangements with guaranteed nonrefundable minimum amounts payable
against variable fees covering single films or covering multiple films in which
the films are not cross-collateralized in a manner similar to how it should
account for flat fees. Under that guidance, an entity would have recognized
revenue when it met the conditions in both paragraphs 6 and 7 of the exposure
draft. AcSEC was concerned about allowing an entity to recognize revenue
immediately if, in fact, the entity may have been doing nothing more than
financing against future revenue. However, the proposed requirements for
revenue recognition in paragraph 7 of the exposure draft alleviated AcSEC’s
concern. Because AcSEC decided to delete paragraph 7 of the exposure draft in
this final SOP, AcSEC believed that it was necessary to revisit the accounting
for nonrefundable minimum guarantees.
.82 In its deliberations, AcSEC concluded that an entity should recognize
a nonrefundable minimum guarantee fee against a variable fee covering a
single film or covering multiple films that are not cross-collateralized as
revenue immediately when the entity meets all of the conditions of paragraph
.07. AcSEC believes that the conditions of paragraph .07 provide an appropri
ate model for determining whether an entity should recognize revenue for a
nonrefundable minimum guarantee fee. AcSEC believes that such fees are
similar to flat fees and flat fees with upside revenue potential, and that an
entity should account for each kind of fixed fees similarly.

.83 In its deliberations, AcSEC was concerned about an entity recognizing
revenue for a variable fee arrangement based on whether it could or could not
secure a nonrefundable minimum guarantee fee. Consequently, AcSEC consid
ered whether the SOP should require that an entity recognize all nonrefund
able minimum guarantee fees as revenue ratably over the license period.
.84 If it had required ratable revenue recognition for nonrefundable
minimum guarantee fees in arrangements that are not cross-collateralized,
AcSEC believes that such a requirement would conflict with how AcSEC views
flat fees because the economics of flat or fixed fees and nonrefundable mini
mum guarantee fees (on a film or films that are not cross-collateralized) are
substantially similar. Therefore, AcSEC would have had to reconsider the
accounting model for flat fees (and thus the revenue recognition conditions of
paragraph .07). AcSEC believes that this reconsideration was not necessary.
.85 AcSEC understands that entities often cannot, in substance, deter
mine the differences between a licensing arrangement with a flat fee plus a
variable element (and thus the variable portion is an equity kicker) or a
nonrefundable minimum guarantee fee against the variable fee. In fact, there
is little, if any, economic difference in those two kinds of arrangements. If the
SOP had required an entity to recognize all nonrefundable minimum guaran
tee fees ratably, AcSEC believes that entities could easily structure arrangements
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such that the nonvariable element would instead be a flat fee and recognize the
flat fee as revenue immediately (if all of the other conditions of paragraph .07
were met).

.86 In reaching its conclusions on accounting for revenue related to
fixed fees or nonrefundable minimum guarantees on a film or films that are
not cross-collateralized, AcSEC considered various methods, including ap
plying the guidance applicable to minimum guarantees in FASB Statement
No. 50.
.87 In FASB Statement No. 50, a conclusion was reached that licensors
should report minimum guarantees as liabilities and recognize revenue as the
license fee is earned. AcSEC has been informed that there are differences
between minimum guarantees in the film industry and minimum guarantees
in the music industry. Minimum guarantees in the music industry generally
relate to the rights to distribute the music product of an artist or artists for a
specific period of time. Much of this product may not exist at the time the
minimum guarantee arrangement is entered into. Minimum guarantees in the
film industry may actually represent a sale of rights to exhibit a film in a
particular market and territory during the film’s useful life in that market and
territory with a potential share in the results above some defined amount.
These arrangements are used in connection with customers in lieu of actual
results reported by the customer, which may be untimely, unreliable, or both.
Because of the differences between the industries in the nature of the mini
mum guarantees and in the circumstances under which they are used, AcSEC
concluded that the guidance in FASB Statement No. 50 should not be applied
to minimum guarantees in the film industry.
.88 Nonrefundable Minimum Guarantees (Cross-Collateralized).
AcSEC believes that the accounting for a nonrefundable minimum guarantee
fee on a group of films that are cross-collateralized should be different than
that for such a fee on a group of films that are not cross-collateralized. In a
cross-collateralized arrangement, the fee paid by a customer is dependent on
the performance of all of the films in the arrangement. Therefore, the fees are
not fixed or determinable with respect to each film in the arrangement until
the customer exhibits or exploits all of the films, and an entity should not
immediately recognize the entire nonrefundable minimum guarantee fee as
revenue because it cannot determine which film will earn revenue until exploi
tation occurs.
.89 AcSEC concluded that an excess of a nonrefundable minimum guar
antee fee over the variable fee recognized in a cross-collateralized arrangement
should be recognized as revenue at the end of the license period. AcSEC
believes that such an excess is not earned until the period expires, and
therefore, it should not be recognized as revenue until the arrangement
period ends.

Collectibility
.90 AcSEC concluded that collectibility must be reasonably assured be
fore an entity may recognize revenue. This conclusion is based on paragraph 1
of Chapter 1A of ARB No. 43, Restatement and Revision ofAccounting Research
Bulletins, which states the following.
Profit is deemed to be realized when a sale in the ordinary course of business
is effected, unless the circumstances are such that the collection of the sale price
is not reasonably assured.
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Licensing of Film-Related Products
.91 AcSEC understands that in many arrangements, the release of a film
is a requirement in order for the entity to be entitled to fees from its licensing
of film-related products. Even if the release of a film is not a legal requirement
in order for the entity to be entitled to such fees, AcSEC believes that, because
of customer expectations, the entity has an implicit obligation to release the
film in order to be entitled to the fees. Therefore, AcSEC concluded that an
entity should not recognize revenue on such licensing arrangements until it
releases the film. Because fees from licensing of film-related products usually
varies directly with the success of a film, the film industry includes such fees
in ultimate revenue.

Distribution Arrangements
.92 Some respondents to the exposure draft requested that the SOP
address an entity’s accounting for co-production and co-financing arrange
ments with other entities that are beyond “standard” distribution arrange
ments. Such arrangements are becoming prevalent in the film industry as
entities look to share the risks (and thus the rewards) of producing and
distributing films. AcSEC believes that such arrangements are not unique to
the film industry (for example, real estate, construction, and pharmaceutical
industries use co-production and co-financing arrangements), and, therefore,
they are beyond the scope of this SOP. AcSEC also believes that the accounting
for co-production and co-financing arrangements is based on facts, circum
stances, and contractual agreements. For example, a shared arrangement
could be any of the following:
a.

A joint venture subject to joint venture accounting

b.

An arrangement that requires one entity to consolidate another
entity in its financial statements

c.

A financing arrangement

d.

An arrangement that is not a sale of a copyright but rather a sale of
future revenue subject to the accounting requirements of EITF Issue
No. 88-18, “Sale of Future Revenues”

This is not to say that an entity has a choice of these methods. The determina
tion of the appropriate method is based on the specific facts and circumstances
involved.

Costs and Expenses
Film Costs—Capitalization
.93 In paragraph .32 of this SOP, AcSEC concluded that, if a property
under development has not been set for production within three years from the
first capitalized transaction related to that property, it is presumed that the
property will be disposed of. AcSEC acknowledges that (a) three years is
arbitrary but decided to retain that aspect of current practice and (b) set for
production is an intentionally chosen high hurdle to evidence use of a property.
AcSEC also concluded that when an entity determines that such property will
be disposed of at a loss, that loss should be recognized by a charge to the income
statement. AcSEC considered retaining the provision of paragraph 17 of FASB
Statement No. 53, wherein the cost of a property not used in production of a
film, after being held for three years, be charged to production overhead.
AcSEC concluded that this would result in amortizing overhead costs that were
neither directly nor indirectly related to a film, and therefore, AcSEC rejected
that approach. Additionally, AcSEC decided that in measuring impairment for
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capitalized costs of property not set for production within three years of the
first capitalized transaction, the rebuttable presumption should be that the
property will be disposed of by abandonment (not used) and as such has a fair
value of zero. AcSEC concluded that an entity could overcome this presumption
only if management, having the authority to approve the action, had commit
ted to a plan to sell such property. AcSEC believes this provision will minimize
the risk of reporting, for long periods, capitalized costs that do not have
discernible future benefits and enhance comparability within the industry.

Film Costs—Capitalization (Episodic Television Series)
.94 AcSEC concluded that, for an episodic television series that has not
yet met the conditions for including secondary market revenue in ultimate
revenue, film costs for each episode in excess of contracted for revenue should
be expensed immediately. AcSEC understands that entities produce a series
knowing that the series will lose money in the early years. Although the
success rate of producing a successful series is relatively low, entities are
willing to incur such losses because some percentage of episodic television
series will become successful and generate significant profits.
.95 What an entity is trying to develop is an episodic television series that
will generate revenue from secondary markets. In order for it to become
feasible to obtain secondary market revenue from a television series, an entity
must produce a minimum number of episodes. Because many contracts be
tween an entity and the initial exhibitor (for example, a network) result in the
entity receiving less in fees than the costs necessary to develop the series,
AcSEC views the arrangement as a partially funded research and development
effort to “create” a series that will gain public acceptance.
.96 However, given the uncertainty of the potential for secondary mar
kets in the early years of a series, AcSEC believes that it is inappropriate for
an entity to report, as an asset, film costs for each episode in excess of revenue
contracted for that episode. AcSEC believes that this uncertainty exists until
an entity meets the conditions of paragraph .39(b).
.97 AcSEC considered and rejected requiring entities to recognize the
total loss expected for the number of episodes that the entity expects to deliver
under a contract. AcSEC considered paragraph 8 of FASB Statement No. 5,
which requires accrual of a loss contingency if (a) information available prior
to issuance of the financial statements indicates that it is probable that an
asset has been impaired or a liability has been incurred at the date of the
financial statements, and (b) the amount of the loss can be reasonably esti
mated. AcSEC understands that, although the terms of contractual arrange
ments between a television network and an entity in the film industry for
delivery of an episodic television series may be binding and noncancellable in
form, in practice these contracts often are amended or canceled in the initial
years of the series. If a series does not achieve ratings success quickly, the
network may wish to cancel the series notwithstanding previously established
contractual arrangements. Also, because producers normally incur losses
while producing episodes in the early years, it is often in their best interests to
cancel a series if secondary market exhibition or exploitation is unlikely. As a
result of the discussion in this and preceding paragraphs, AcSEC believes that
for a new series in development, notwithstanding a contract, the probability
criterion of FASB Statement No. 5 has not been met. More important, given its
views in paragraph 95 that the development of a series is akin to a partially
funded research and development effort, AcSEC concluded that FASB State
ment No. 5 accrual criteria and disclosures are not applicable.
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.98 Once the criteria for considering secondary market revenue are met
and the secondary market revenue is included in ultimate revenue, AcSEC
believes that an entity should capitalize all film costs for an episodic product
(without regard to initial market revenue limitations on each episode). AcSEC
believes that when an entity is in this situation, the uncertainties surrounding
whether a series will be successful are sufficiently minimized and, there
fore, the probability of the recoverability of any additional film costs above
contracted-for-revenue is high enough such that an entity should not immedi
ately expense costs in excess of contracted-for-revenue.

Film Costs Amortization
.99 AcSEC continues to believe that the individual-film-forecast-computation method is the most appropriate method for expensing film costs in the
film industry. AcSEC believes that this method best associates the costs of film
production with the related revenue earned.

Participation Cost Accruals
.100 The accounting for participation and residual costs (referred to
collectively as participation costs) was a complex issue for AcSEC. AcSEC
considered various approaches to accounting for these costs.

.101 One event creates obligation. The exposure draft proposed that
an entity accrue total expected participation costs and report those amounts as
film costs and related participation liabilities. That approach was based on
AcSEC’s belief that participation costs are a form of deferred compensation for
individuals who provide services in the production of a film. Deferred compen
sation ordinarily is accrued in the periods when the recipients provide services.
In this view, the generation of revenue is the confirming event that fixes the
estimated amount payable, similar to a defined contribution plan that calls for
contributions for periods after an individual retires or terminates. In addition,
AcSEC concluded in the exposure draft that the proposed accounting for
participation costs is consistent with FASB Statement No. 5, because the
services provided by the participants under contract represent a past event
that gives rise to a liability.
.102 Two events create obligation. AcSEC also considered the views
of those who believe that two events are needed to recognize a participation
liability: (a) the participants’ performance, and (b) the film earning the mini
mum cumulative revenue or profit required to trigger payments to partici
pants. Proponents of this viewpoint believe that, even though the participants’
performance has already occurred as the film was created, no participation
liabilities will become due unless the film earns the minimum cumulative
revenue or profit.
.103 Current practice. Further, based on comments made by respon
dents to the exposure draft, AcSEC considered arguments suggesting that the
SOP should maintain current practice, which is similar to how entities in other
industries report royalty fees on licensed products. Those comment letters
indicated that entities in other industries do not accrue liabilities for the total
expected royalty fees they will pay on the products they license, even though
they may have completed all of the manufacturing efforts and the total amount
to be paid is reliably measurable. Rather, those entities record the royalty
expense as a cost of the sale or license as they earn revenue on the products to
which the royalties relate. This is a form of the two events liability recognition
approach with the second event being earning the revenue from sales of products.
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.104 AcSEC believes that the arguments supporting all three approaches
have merit and can be supported by analogies to authoritative literature.
Deciding the appropriateness of the one versus two event approaches would
have had implications beyond the scope of this SOP and, therefore, AcSEC
decided to maintain current practice in accounting for participation costs.
Current practice requires that, during the ultimates period, an entity should
accrue and expense participation costs in each reporting period by multiplying
unaccrued (that is, not yet expensed) ultimate participation costs by the ratio
of current period actual revenue to estimated remaining unrecognized ulti
mate revenue as of the beginning of the current fiscal year. The requirement
to limit the period of ultimate participation costs to that for ultimate revenue
maintains consistency within the SOP. Although the reported liability at any
given time differs under the three approaches, AcSEC notes that the income
statement results under current practice are not significantly different from
the results under the approach proposed in the exposure draft.
.105 AcSEC was also informed that certain users of film entities’ financial
statements prefer the accrued participation liability under current practice
compared to that under the approach prescribed by the exposure draft. Those
users indicated that they would factor participation costs assets out of their
analyses. AcSEC found this helpful in arriving at its conclusion, as discussed
in the previous paragraph.
.106 AcSEC understands that a participation arrangement may require
an actor to help promote the release of a film in a particular market or territory.
AcSEC believes that such an activity and related costs relate to the exploita
tion of a film. AcSEC considered and rejected requiring an entity to identify
and separate the portion of costs in a participation arrangement that relates
to exploitation activities. AcSEC believes that such a requirement is not
practicable because overall participation costs are typically not broken down
by the specific efforts required of the actor in a participation arrangement. In
addition, AcSEC believes that the benefits of separating the costs of the
exploitation efforts are minimal.

Changes in Estimates
.107 The exposure draft proposed that an entity account for the effects of
changes in estimates of revenue and costs prospectively, starting with the
beginning of the period of change. FASB Statement No. 53 required that an
entity account for the effects of changes in estimates prospectively, starting
with the beginning of the fiscal year of change. Many respondents to the
exposure draft favored the FASB Statement No. 53 approach for changes in
estimates. They believe (and AcSEC concurs) that the exposure draft’s ap
proach would have encouraged entities to make aggressive estimates of ulti
mate revenue because revised estimates would be accounted for prospectively
from the period of change.
.108 This SOP effectively maintains the approach required by FASB
Statement No. 53. AcSEC believes that the film industry and users of financial
statements find that this approach serves their needs, and AcSEC did not have
a compelling reason to change current practice.

.109 AcSEC considered requiring a cumulative effect catch-up adjust
ment through the income statement, which would have required an entity to
go back beyond the fiscal year of change. However, AcSEC rejected this
approach primarily because of the expected difficulties of implementing this
requirement, for example, the need to track impairment write-downs on a
film-by-film basis and adjust previous estimates for those write-downs.
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.110 The one exception to the changes in estimate guidance is when the
recognized participation costs liability exceeds the estimated unpaid ultimate
participation costs for an individual film. Because the individual-film-forecastcomputation method does not provide a mechanism to reduce recognized
liabilities in such situations, paragraph .41 requires a reduction in the reported
participation liability and unamortized film costs under such circumstances.
Because of the interaction of this calculation with the amortization of film costs
calculation (which is based on estimates), AcSEC concluded that the offset to
the reduction in the liability should be first used to reduce unamortized film
costs before impacting an entity’s income statement.

Ultimate Revenue

.111 In paragraphs .38 and .39 of this SOP, AcSEC reached conclusions that
limit the amount of revenue that an entity should include in ultimate revenue.
AcSEC concluded that estimated ultimate revenue should include only those
revenues that are expected to be recognized within a limited period. In addition,
AcSEC concluded that entities should not include certain forms of more specula
tive revenue in ultimate revenue. AcSEC believes that the guidance in this SOP
will help promote comparability among entities within the industry.
.112 AcSEC acknowledges that the ten-year provision is arbitrary and
that many films have lives that extend beyond ten years. AcSEC is concerned,
however, about diversity that has arisen in the industry with respect to the
estimation of ultimate revenue. AcSEC concluded that such a limitation is
needed to provide greater comparability within the industry. AcSEC also notes
that, in most instances, the significant majority of a film’s revenue will have
been earned within the ten-year period.

.113 One exception to the ten-year provision is for a successful episodic
television series that has been in production for at least five years. In these
instances, AcSEC decided that entities should include in ultimate revenue all
revenue expected to be recognized through five years from the date of delivery
of the most recent episode.
.114 Another exception to the ten-year provision is for acquisitions of
previously released films as part of a film library. In many such acquisitions,
the ultimate revenue used to assign acquisition cost or value to the films will
be generated over periods exceeding ten years. AcSEC believes that in such
situations, the same revenue used to value the acquired films should be used
to apply the individual-film-forecast-computation method. However, to ad
dress concerns similar to those discussed in paragraph .112, AcSEC concluded
that it should place a limitation on the revenue that an entity should include
in the determination of ultimate revenue. AcSEC has been informed that in
applying APB Opinion 16, Business Combinations, in the film industry, twenty
years is the life most often assigned to a film library.

.115 AcSEC believes that an amortization period longer than ten years
for films in a library is appropriate because of the differences between such
films and new films exploited individually. In almost all cases, a new film that
is exploited individually will earn the vast majority of its revenue within the
first few years, followed by a relatively long stream of lower, more level revenue
over the remainder of its life. However, a film that is included in a film library
has experienced its initial cycle in all markets and, therefore, has entered into
the period of more stable, lower level revenue. AcSEC’s decision that a film
must have had an initial release date at least three years prior to the acquisi
tion date to be included in a film library is arbitrary, but AcSEC believes that
its decision will help ensure comparability in practice.
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.116 Paragraph 29(d) of the exposure draft proposed that ultimate reve
nue should exclude all revenue from the manufacture and sale of peripheral
items. However, AcSEC decided that the limitations on ultimate revenue
should be the same for both sales of peripheral items and licensing arrange
ments with third parties for peripheral items. Therefore, this SOP requires
that an entity include in ultimate revenue the portion of the estimated revenue
from the sale of peripheral items that is attributable to the exhibition or
exploitation of a particular film.

Film Costs Valuation
.117 In the exposure draft and in this SOP, AcSEC concluded that, for
impairment purposes, a long-lived asset model is more consistent with the
manner in which an entity will exploit a film than is an inventory model.
Revenue may be earned from a film over a long period. Additionally, a film is
sold or licensed repeatedly by an entity in different markets and territories
(unlike inventory, which is sold once). Therefore, AcSEC concluded that an
entity should use the fair value of a film when measuring impairment.
.118 AcSEC decided that an entity’s measurement of impairment of a
particular film should be triggered by events or circumstances that indicate
that the fair value of a film may be less than its carrying amount. AcSEC
believes that an entity rarely would get to the step of measuring impairment
of a film if the trigger (that is, recognition test) was a comparison of estimated
future cash flows (undiscounted and without interest charges) to unamortized
film costs. As a result, AcSEC concluded that the approach in this SOP is
preferable.
.119 In determining the fair value of a film, AcSEC observed that the
underlying premise of the individual-film-forecast-computation method is an
entity’s ability to reliably estimate future revenues. Therefore, AcSEC ob
served that the estimates of the most likely future cash inflows used in
determining the fair value of a film would include those estimates used in the
determination of a film’s ultimate revenue in addition to other amounts, as
discussed in paragraph .45.

.120 Many respondents to the exposure draft believe that films should not
follow a long-lived asset model. They believe that the majority of film costs are
amortized within the first few years of a film’s life.
.121 Respondents favoring an alternative model believe that a film entity
is in business to produce and license films, and that, films “are held for sale in
the ordinary course of business,” as discussed in paragraph 2 of chapter 4 of
Accounting Research Bulletin (ARB) No. 43, Restatement and Revision of
Accounting Research Bulletins.
.122 AcSEC believes that the arguments for both models have merit.
AcSEC is less concerned with choosing an asset model for films than it is
with ensuring that users of financial statements receive relevant informa
tion. AcSEC believes that users want and need film entities to report (a) the
portion of film costs that will be amortized in the next operating cycle and
(b) film costs, participation costs, exploitation costs, and manufacturing
costs as cash flows from operating activities rather than from investing
activities. Accordingly, this SOP requires entities to report the information
that AcSEC believes users need. AcSEC also believes that the required
treatment of cash flows is consistent with paragraphs 86 and 87 of FASB
Statement No. 95, Statement ofCash Flows.
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Exploitation Costs
.123 In the exposure draft, AcSEC noted that the film industry’s pattern
of incurring exploitation costs differs significantly from the pattern in other
industries. A high proportion (perhaps as much as 80 percent) of the total
lifetime exploitation cost incurred by an entity with respect to a film is
incurred in connection with the release of a film into domestic and interna
tional theatrical markets. An entity will incur the most significant amount of
expenditures on or before the first weekend to “open” the film domestically.
.124 The exposure draft discussed many different accounting alternatives
for exploitation costs and presented AcSEC’s original position on each alterna
tive. Those arguments are not restated in this SOP; rather, this basis for
conclusions addresses why AcSEC ultimately decided that an entity should
account for exploitation costs in accordance with the provisions of SOP 93-7
[section 10,590] and why AcSEC changed its position from the exposure draft
(which was that only initial theatrical exploitation costs would be capitalized
and amortized over a period not to exceed three months; all other exploitation
costs would be expensed as incurred).
.125 When SOP 93-7 [section 10,590] was issued, film entities were
excluded from its scope because the SOP could not change the provisions in
FASB Statement No. 53 (which falls into level a in the hierarchy of GAAP, as
discussed in Statement on Auditing Standards (SAS) No. 69, The Meaning of
Present Fairly in Conformity With Generally Accepted Accounting Principles).
However, because the FASB will rescind FASB Statement No. 53 upon the
effective date of this SOP, AcSEC was able to debate whether SOP 93-7 [section
10,590] should apply to films.

.126 The accounting for exploitation costs was a difficult issue for AcSEC.
AcSEC believes that the accounting proposed in the exposure draft has merit.
However, AcSEC’s position in the exposure draft was a compromise between
parties that preferred (a) capitalization and amortization of exploitation costs
for all markets and territories, (b) amortization periods longer than three
months, (c) capitalization and expensing at first showing of a film, or (d)
inclusion of film entities in the scope of SOP 93-7 [section 10,590].
.127 Based on its review of the comment letters, AcSEC took a fresh look
at its position in the exposure draft. Some respondents, including a number of
producers of films, stated that the SOP should require that entities expense
exploitation costs in accordance with SOP 93-7 [section 10,590]. Many support
ers of the position in the exposure draft acknowledged that this solution is not
well supported by existing authoritative accounting literature. AcSEC believes
that SOP 93-7 [section 10,590] is the most definitive guidance for exploitation
costs. AcSEC ultimately could not rationalize why an entity should account for
such costs incurred in the film industry differently from how entities account
for the same costs incurred in other industries. AcSEC concluded that the
guidance in this SOP should be similar to how other industries account for
similar costs. For a further discussion on the rationale for the accounting
requirements in SOP 93-7 [section 10,590], entities may review the basis for
conclusions in that SOP.

Presentation and Disclosure
.128 Paragraph .51 requires disclosure of the portion of the costs of
completed films that are expected to be amortized during the upcoming oper
ating cycle. This required disclosure responds to the needs of users of financial
information.
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.129 AcSEC believes that most entities will have an operating cycle of
twelve months. However, AcSEC also believes that certain entities in the film
industry may produce a small number of films and that the production period
for those entities may exceed twelve months. Therefore, in accordance with
paragraph 5 of Chapter 3A of ARB No. 43, AcSEC concluded that entities
should be allowed to designate an operating cycle of greater than twelve
months when facts and circumstances justify a longer period.

.130 Public companies are required to disclose in their annual filings with
the U.S. Securities and Exchange Commission (SEC) the balances of unamor
tized capitalized film costs, excluding film libraries, whose amortization within
three years of the reporting date would not consume 60 percent of the unam
ortized capitalized film costs and the estimated time period to achieve
60-percent accumulated amortization. Users of financial statements have
indicated that this is useful information, but given changes in the film industry
and the requirement to apply SOP 93-7 [section 10,590] to exploitation costs,
an 80-percent threshold provides more relevant information. AcSEC agreed
and decided to require this disclosure for all entities.
.131 AcSEC decided to require disclosures of methods of accounting to
ensure that the SOP is consistent with paragraph 12(b) of APB Opinion 22,
Disclosure ofAccounting Policies, which requires disclosure of “Principles and
methods peculiar to the industry in which the reporting entity operates, even
if such principles and methods are predominately followed in that industry.”

Effective Date and Transition
.132 AcSEC believes that the advantages of retroactive application in
prior periods of the provisions of this SOP would not outweigh the disadvan
tages. Accordingly, AcSEC concluded that the cumulative effect of changes
caused by adopting the provisions of this SOP should be included in the
determination of net income. In addition, AcSEC extended the effective date of
the SOP by one year from the date proposed in the exposure draft to give
entities more time to comply with the provisions of the SOP.
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.133

Appendix
Examples
Example 1
Revenue Recognition for a Fixed Fee, Single Film License Arrange
ment (In Accordance With Paragraphs .15 and .27)

A-l. An entity grants to a customer a license for cable television broadcast
rights for a single film. Assumptions are the following:
a.

End of entity’s fiscal year is December 31.

b.

Contract execution date is July 31, 2000.

c.

License period is January 1, 2001 to December 31, 2003.

d.

The entity has met all of the revenue recognition conditions of
paragraph .07 at January 1, 2001.

e.

License fee is $19,000.

f.

Payment schedule is $1,000 at contract execution date, $6,000 on
each of January 1, 2001, 2002, and 2003. Payments are non-interest
bearing.

g.

Appropriate interest rate for computation of interest is 12 percent
per year.

A-2. Income recognition is computed as follows:
Revenue
Year 2000
Year 2001
Year 2002
Year 2003

Interest
Income

$ 17,1401

$ 1,2172
6433

$17,140

$1,860

Example 2
Allocation of Revenue for a Fixed Fee, Multiple Film Arrangement (In
Accordance With Paragraph .16)

A-3. Assumptions are the following:
a.

An entity grants to a customer the cable television broadcast rights
to three films under a single licensing arrangement in a particular
market and territory. The arrangement calls for a fixed license fee of
$30,000. The arrangement provides for a pro-rata reduction in the
license fee if Film 3 is not completed and made available for delivery.

1 Sum of $1,000 paid on contract execution, $6,000 paid on January 1, 2001, plus the present
value at 12 percent of the $6,000 payments due on January 1, 2002 and 2003.
2 Interest at 12 percent for twelve months on a receivable (present valued) of $10,140.
3 Interest at 12 percent for twelve months on a receivable (present valued) of $5,357.
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b.

At the date of the arrangement, Films 1 and 2 are complete; Film 3
is yet to be produced. An evaluation of the relative fair values of the
licensed rights to Films 1 and 2 indicate that Film 1 should be
assigned 55 percent of the fixed license fee and Film 2 should be
assigned 45 percent of the fee. The amount potentially refundable if
Film 3 is not completed and delivered is $10,000.

A-4. The entity should allocate the license fee as follows:
Film 1 = $11,000 ($30,000 license fee, less $10,000 potentially
refundable for one incomplete film, multiplied by 55
percent)
Film 2 = $9,000 ($30,000 license fee, less $10,000 potentially
refundable for one incomplete film, multiplied by 45
percent)

Film 3 = $10,000 (the refundable amount due if the film is not
completed and made available for delivery)

A- 5. The entity should recognize revenue on amounts allocated to each film
in accordance with the provisions of this Statement of Position (SOP). If
payments under such an arrangement are due in installments, applicable
present value calculations should be performed, as illustrated in Example 1.
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Example 3
Revenue Recognition for a Variable Fee, Single Film Arrangement
With a Nonrefundable Minimum Guarantee (In Accordance With Para
graph .19)

A-6. Assumptions are the following:
a.

An entity licenses to a customer the home video rights to one film for
a period of two years. The licensing arrangement provides for a
variable fee to the entity equal to 30 percent of the customer’s gross
receipts from the exploitation of this film during the license period.
The licensing arrangement also requires the customer to pay the
entity a $50,000 nonrefundable minimum guarantee against the
variable fee.

b.

For purposes of this example, assume that the customer generates
gross receipts from the exploitation of the film equal to $100,000 in
Year 1 and $80,000 in Year 2. Also, assume that the entity has met
all other revenue recognition conditions of this SOP.

A-7. The entity should recognize revenue as follows:
Nonrefundable
Minimum Guarantee
Year 1
Year 2

$50,0001
—

Variable
License Fee

$ — 2
4,0003

1 Amount is equal to the nonrefundable minimum guarantee.
2 No variable fee is recognizable in Year 1, as the variable fee ($100,000 gross receipts * 30
percent = $30,000) is less than the nonrefundable minimum guarantee.
3 The cumulative variable fee is $54,000 [($100,000+80,000) * 30 percent], which exceeds the
previously recognized nonrefundable minimum guarantee by $4,000. Accordingly, revenue for Year 2
is $4,000.
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Example 4

Revenue Recognition for a Variable Fee, Multiple Film Arrangement
With a Nonrefundable Minimum Guarantee (In Accordance With Para
graph .20)
A-8. Assumptions are the following:
a.

An entity licenses to a customer the home video rights to five films
for a period of three years. The licensing arrangement provides for a
variable fee to the entity equal to 30 percent of the customer’s gross
receipts from the exploitation of the films during the license period.
The licensing arrangement also requires the customer to pay the
entity a $50,000 nonrefundable minimum guarantee against the vari
able fees for the five films. The variable fees are cross-collateralized for
purposes of determining any amounts due in excess of the $50,000
nonrefundable minimum guarantee.

6.

For purposes of this example, assume the customer generates reve
nue as follows:
Film 1

Film 2

Film 3

Film 4

Film 5

$30,000 $20,000 $10,000 $ —
$ —
10,000
10,000
5,000
10,000
5,000
10,000
10,000
5,000
10,000
5,000

Year 1
Year 2
Year 3
Total

$50,000

$40,000 $20,000

$20,000 $10,000

A-9. In this example, the entity cannot recognize the nonrefundable mini
mum guarantee as revenue upon the inception of the license period due to the
cross-collateralization provisions of the arrangement. Instead, the entity
should recognize revenue on a variable fee basis. The entity should recognize
revenue as follows:
Film 1

Film 2

Film 3 Film 4 Film 5

Total

Year 1(1)
Year 2(1)
Year 3(1)

$18,000
$ 9,000 $ 6,000 $3,000 $ $ 1,500
12,000
3,000 1,500 3,000
3,000
12,000
3,000
3,000 1,500 3,000 1,500

Subtotal
Year 3, at end of
license period®

$15,000 $12,000 $6,000 $6,000 $3,000 $42,000

Total

571

8,000

$17,857 $14,286 $7,143 $7,143 $3,571

$50,000

2,857

2,286

1,143

1,143

1 Amounts are computed using 30 percent of the customer’s gross receipts for the applicable films
and periods.
2 The cumulative amount of the entity’s variable fees earned is less than the nonrefundable
minimum guarantee. The excess ($8,000) of the nonrefundable minimum guarantee over cumulative
earned revenue is recognized at the end of the license period, and is allocated to the individual films
based on their relative cumulative variable fees.
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Example 5

Illustration of the Individual-Film-Forecast Method of Amortization, for
a Film in Its Initial Year of Release (In Accordance With Paragraph .34)

A-10. Assumptions are the following:
a.

Film cost—$50,000

b.

Estimated ultimate revenue—$100,000

c.

Actual revenue earned in Year 1—$60,000

d.

Estimated ultimate participation costs—$10,000

A-11. Film Cost amortization in Year 1:
$60,000 earned revenue
* $50,000 film cost = $30,000
$100,000 ultimate revenue

A-12. Participation costs accrued in Year 1:
$60,000 earned revenue
$100,000 ultimate revenue
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Example 6

Illustration of the Individual-Film-Forecast Method of Amortization,
for a Film Where Estimates Are Revised Subsequent to the Initial Year
of Release (In Accordance With Paragraph .36)
A-13. Assumptions are the following:
a.

Film cost is $50,000

b.

Estimated ultimate revenue:
— Year 1—$100,000
— Year 2—$90,000 (Note: not the remaining ultimate revenue
starting from this year)

c.

Actual revenue earned:
— In Year 1—$60,000
— In Year 2—$10,000

d.

Estimated ultimate participation costs:
— Year 1—$10,000
— Year 2—$9,000 (Note: not the remaining ultimate participation
costs starting from this year)

e.

For Year 1, film cost amortization was $30,000 and participation

costs accrued were $6,000.

A-14. Film Cost amortization in Year 2:
$10,000 earned revenue
*_ ___
-------------------------- -------------------- — * $20,000 unamortized film costs = $6,667
$30,000 remaining ultimate revenue(1)
■

A-15. Participation costs accrued in Year 2:
$10,000 earned revenue
------------------------------------------------- * $3,000 remaining ultimate participation costs = $1,000
$30,000 remaining ultimate revenue(1)

1 Computed as follows: Year 2 revised ultimate revenue of $90,000 minus cumulative prior
earned revenue of $60,000.
2 Computed as follows: Film cost of $50,000 minus cumulative prior amortization of $30,000.
3 Computed as follows: Year 2 revised ultimate participation expense of $9,000 minus cumulative
prior accrual of $6,000.
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Example 7
Adjustment of a Participation Liability That Is in Excess of a Revised
Estimate of Amounts Ultimately Payable (In Accordance With Para
graph .41)
A-16. In accordance with paragraph .41 of this SOP, a participation liability
that exceeds the unpaid amount expected to be ultimately payable should be
offset against the remaining carrying value of the corresponding film. This
scenario can result from changes in ultimate revenue and cost estimates that
result in reduced expectations of ultimate participation costs.

A-17. Assumptions are the following:
a.

Film cost—$50,000.

b.

Estimated ultimate revenue:
— Year 1—$100,000
— Year 2—$80,000

c.

Actual revenue earned:
— In Year 1—$60,000
— In Year 2—$10,000

d.

Estimated ultimate participation costs:
— Year 1—$10,000
— Year 2—$0

e.

For Year 1, film cost amortization was $30,000, and participation
costs accrued were $6,000.

A-18. Adjustments of Participation Liability and Film Costs in Year 2:
Unamortized
Film Costs

Participation
Liability

Balance at end of Year 1
Adjustment to eliminate excess liability

$20,000
(6,000)

$6,000
(6,000)

Adjusted balances

$14,000

$ —

A-19. Film Cost amortization in Year 2:
$10,000 earned revenue
$20,000 remaining ultimate revenue(1)

(2)

* $14,000 unamortized film costs = $7,000

A-20. Participation costs accrued in Year 2:
$10,000 earned revenue
(3)
* $0 remaining ultimate participation costs = $0
$20,000 remaining ultimate revenue(1)
=

1 Computed as follows: Year 2 revised ultimate revenue of $80,000 minus cumulative prior
earned revenue of $60,000.
2 Computed as follows: Film cost of $50,000 minus cumulative prior amortization of $30,000 and
minus the excess participation liability adjustment of $6,000.
3 Estimated ultimate participation costs were reduced to $0 in Year 2; accordingly, the excess
liability was reversed and no further accruals are required.
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Example 8
Accounting for Costs of Episodic Television Production Prior to the
Establishment of Secondary Market Revenue Estimates (In Accord
ance With Paragraph .33)

A-21. Assumptions are the following:
a.

An episodic television series is in its first year of production

b.

Secondary market revenue estimable—none

c.

Cost of production, per episode after the first episode—$700 (assume
that most of the set costs were accounted for as part of the first
episode, which is not illustrated in this example)

d.

Exploitation costs, per episode—$5

e.

Estimated ultimate revenue per episode:

Contracted

$400

A-22. Secondary market revenue is not estimable per the provisions of
paragraph .39(6). Accordingly, capitalization of film costs is limited as follows:
Per Episode

Revenue contracted
Production costs to be capitalized
Exploitation costs expensed
Production costs to be charged directly to expense

$400
$400
$ 5
$300

Computed as follows: Total cost of production of $700, less costs to be capitalized of $400.
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Example 9

Illustration of the Individual-Film-Forecast Method of Amortization,
for an Episodic Television Series (In Accordance With Paragraph .37)

A-23. Assumptions are the following:
a.

An entity produces and distributes an episodic television series. Five
seasons of the series are ultimately produced.

b.

The entity’s fiscal year end corresponds directly with the completion
of each production season.

c.

The beginning of Season 4 is when secondary market revenue esti
mates are initially established.

d.

Costs of production are the following:

Seasons 1 to 3
Season 4
Season 5

e.

$36,000 (fully expensed prior to Season 4)
$16,000
$18,000

Earned and remaining ultimate revenues are the following:
As of Season 4

Earned and reported in Season 4
Earned and reported in Season 5
Remaining ultimate revenue, Seasons 1 to 4
Remaining ultimate revenue, Season 5

$ 8,000
N/A
$40,000
N/A

$48,000

As of Season 5

Earned and reported in Season 4
Earned and reported in Season 5
Remaining ultimate revenue, Seasons 1 to 4
Remaining ultimate revenue, Season 5

N/A
$11,000
$40,000
$10,000
$61,000

f.

Ultimate participation costs are as follows:
As of Seasons 1 to 3
As of Season 4
As of Season 5
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A-24. Amortization of film costs in accordance with paragraph .37 of this
SOP is determined as follows for Seasons 4 and 5:
x $16,000(3) = $2,667

Season 4

$48,000(2)
Season 5 $11,000 (1) /$61,000 (2) x $31,333(4) = $5,650

$61,000(2)

A-25. Accrual of participation costs is determined as follows:
x $2,000(5) = $333

Season 4

$48,000(2)

x $2,667(6) = $481

Season 5
$61,000(2)

1 Earned and reported revenue during the current season.
2 Remaining ultimate revenue at the beginning of the current season.
3 Remaining unamortized film costs at the beginning of Season 4 ($0 from Seasons 1 to 3, plus
the cost of production of Season 4).
4 Remaining unamortized film costs at the beginning of Season 5 ($13,333 unamortized as of the
end of Season 4 plus the $18,000 cost of production of Season 5).
5 Remaining unaccrued participation costs at the beginning of Season 4.
6 Remaining unaccrued participation costs at the beginning of Season 5 (ultimate cost of $3,000,
less prior cumulative accrual of $333).
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Glossary
Cross-collateralized. An arrangement that grants a licensee distribution
rights to multiple films, territories and/or markets to a licensee, and the
exploitation results for all applicable films, territories and/or markets are
aggregated by this licensee for purposes of determining amounts payable
to the licensor under the arrangement.

Distributor. An enterprise or individual that owns or holds the rights to
distribute films. For purposes of this SOP, the definition of distributor of
a film does not include, for example, those entities that function solely as
broadcasters, retail outlets (such as video stores), or movie theaters.

Entity. Producer or distributor that owns or holds the rights to distribute or
exploit films in one or more markets and territories.

Exploitation costs. All direct costs (including marketing, advertising, public
ity, promotion, and other distribution expenses) incurred in connection
with the distribution of a film.

Film costs. Film costs include all direct negative costs incurred in the physical
production of a film, as well as allocations of production overhead and
capitalized interest in accordance with FASB Statement No. 34. Examples
of direct negative costs include costs of story and scenario; compensation
of cast, directors, producers, extras, and miscellaneous staff; costs of set
construction and operations, wardrobe, and accessories; costs of sound
synchronization; rental facilities on location; and postproduction costs such
as music, special effects, and editing.

Film prints. Those materials, produced on behalf of a film distributor for
delivery to a theatre or other similar venue, that contain the completed
audio and video elements of a film. Such materials are used by the theatre
or other similar venue to exhibit the film to its customers.

Firm commitment. An agreement with a third party that is binding on both
parties. The agreement specifies all significant terms, including items to
be exchanged, consideration, and timing of the transaction. The agreement
includes a disincentive for nonperformance that is sufficiently large to
ensure the expected performance. In the context of episodic television
series, a firm commitment for future production should include only
episodes to be delivered within one year from the date of the estimate of
ultimate revenue.

Market. A distribution channel within a certain territory. Examples of mar
kets include theatrical exhibition, home video, pay television, free televi
sion, and the licensing of film-related products.

Nonrefundable minimum guarantee. Amount paid or payable by a customer
in a variable fee arrangement that guarantees an entity a minimum fee on
that arrangement. Such a guarantee applies to (a) an amount paid by a
customer immediately and (6) an amount that the customer has a legally
binding commitment to pay over a license period.
AICPA Technical Practice Aids
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Participation costs. Parties involved in the production of a film may be
compensated in part by contingent payments based on the financial results
of a film pursuant to contractual formulas (participations) and by contin
gent amounts due under provisions of collective bargaining agreements
(residuals). Such parties are collectively referred to as participants, and
such costs are referred to collectively as participation costs. Participations
may be given to creative talent, such as actors or writers, or to entities from
whom distribution rights are licensed.

Producer. An individual or an entity that produces and has a financial interest
in films for exhibition in movie theaters, on television, or elsewhere.

Revenue. Revenue earned by an entity from its direct distribution, exploita
tion, or licensing of a film, before deduction for any of the entity’s direct
costs of distribution. For markets and territories in which an entity’s fully
or jointly-owned films are distributed by third parties, revenue is the net
amounts payable to the entity by third party distributors. Revenue is
reduced by appropriate allowances, estimated returns, price concessions,
or similar adjustments, as applicable.

Sale. The transfer of control of the master copy of a film and all the associated
rights that go along with it (that is, an entity sells and gives up all rights
to a film). An entity should determine a gain or loss on the sale of a film in
accordance with the revenue recognition and cost amortization require
ments of this SOP.

Set for production. As used in this SOP, this term means (a) management,
with the relevant authority, implicitly or explicitly authorizes and commits
to funding the production of a film; (b) active preproduction has begun; and
(c) the start of principal photography is expected to begin within six
months.

Territory. A geographic area in which a film is exploited. In most cases, a
territory consists of a country. However, in certain instances, a territory
may be defined as countries with a common language.
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Section 10,810
Statement of Position 00-3
Accounting by Insurance Enterprises for
Demutualizations and Formations of Mutual
Insurance Holding Companies and for
Certain Long-Duration Participating Contracts
December 15, 2000
NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting. Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, identifies AICPA Statements of Position that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category b of the hierarchy of generally accepted accounting principles
that it establishes. AICPA members should consider the accounting principles in this
Statement of Position if a different accounting treatment of a transaction or event is
not specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified by
the Statement of Position should be used, or the member should be prepared to justify
a conclusion that another treatment better presents the substance of the transaction
in the circumstances.

Summary
This Statement of Position (SOP) provides guidance on accounting by insurance
enterprises for demutualizations and the formation of mutual insurance hold
ing companies (MIHC). The SOP also applies to stock insurance enterprises
that apply SOP 95-1, Accounting for Certain Insurance Activities ofMutual Life
Insurance Enterprises [section 10,650], to account for participating policies that
meet the criteria of paragraph 5 of SOP 95-1 [section 10,650.05].
The SOP specifies the following:

•

Financial statement presentation of the closed block. Closed block
assets, liabilities, revenues, and expenses should be displayed to
gether with all other assets, liabilities, revenues, and expenses of the
insurance enterprise based on the nature of the particular item, with
appropriate disclosures relating to the closed block.

•

Accounting for predemutualization participating contracts after the
demutualization date or formation ofan MIHC and for stock insurance
enterprises that have adopted SOP 95-1 [section 10,650]. A demutual
ized insurance enterprise should continue to apply the guidance of SOP
95-1 [section 10,650.05] to its participating contracts issued before the
date of demutualization or formation of the MIHC that are within the
scope of SOP 95-1 [section 10,650.05]. However, the segregation of
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undistributed accumulated earnings on participating contracts is
meaningful in a stock life insurance company, because the objective of
such presentation is to identify amounts that are not distributable to
stockholders. Therefore, after the date of demutualization or forma
tion of an MIHC, the provisions of paragraphs 41 and 42 of Financial
Accounting Standards Board (FASB) Statement of Financial Account
ing Standards No. 60, Accounting and Reporting by Insurance Enter
prises, relating to dividends on participating contracts should apply to
such contracts sold before the date of demutualization or formation of
the MIHC.

•

Emergence of earnings. Cumulative actual closed block earnings in
excess of the expected periodic amounts calculated at the date of
demutualization or formation of an MIHC or, if not practicable for
insurance enterprises that demutualized or formed an MIHC prior to
January 1, 2001, as of the beginning of the year of adoption of this
SOP, that will not inure to the stockholders should be recorded as an
additional liability to closed block policyholders (referred to as a
policyholder dividend obligation).

•

Accounting for participating policies sold outside the closed block after
the date of demutualization or formation of an MIHC. SOP 95-1
[section 10,650] should be applied to participating policies that meet
its conditions and are sold outside the closed block after the date of
demutualization or formation of the MIHC. However, provisions of
paragraphs 41 and 42 of FASB Statement No. 60 relating to dividends
on participating contracts should apply to such contracts sold after the
date of demutualization or formation of an MIHC.

•

Accounting for expenses related to a demutualization and the formation
ofan MIHC. Direct incremental costs related to a demutualization or
formation of an MIHC should be classified as a single line item within
income from continuing operations.

•

Accounting for retained earnings and other comprehensive income at
the date ofdemutualization and formation ofan MIHC. An insurance
enterprise that demutualizes in a distribution-form demutualization
should reclassify all its retained earnings as of the demutualization
date to capital stock and additional paid-in capital accounts (the
capital accounts). A subscription-form demutualization does not by
itself result in reclassification of retained earnings. The equity ac
counts of an MIHC at the date of formation should be determined using
the principles for transactions of companies under common control,
with the amount of retained earnings of the demutualized insurance
enterprise, before reclassification to the capital accounts, being re
ported as retained earnings of the MIHC. Because the accounting
bases and carrying amounts of assets and liabilities are not changed
as a consequence of demutualization or formation of an MIHC, the
amounts in accumulated other comprehensive income should also not be
changed as a consequence of demutualization or formation of an MIHC.

•

Accounting for a distribution from an MIHC to its members. Because
the members of an MIHC are also policyholders of the stock insurance
subsidiary, a distribution by an MIHC to its members should be
accounted for according to the substance of the transaction. Unless
there are substantive independent third-party stockholders, the dis
tribution should be accounted for as a policyholder dividend.
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This SOP applies to past and future demutualizations or formations of an
MIHC. For those that occur after December 31, 2000, this SOP is effective on
the date of the demutualization or formation of the MIHC. For a demutualiza
tion or formation of an MIHC that occurred on or before December 31, 2000,
this SOP, with the exception of paragraph .18, should be applied retroactively
through restatement or reclassification, as appropriate, of all previously issued
financial statements no later than the end of the fiscal year that begins after
December 15,2000. A stock insurance enterprise that has elected to adopt SOP
95-1 [section 10,650] and that did not convert from a mutual life insurance
enterprise should apply the provisions of paragraph .17 of this SOP retroac
tively through restatement of all previously issued financial statements no
later than the end of the fiscal year that begins after December 15, 2000.
Paragraph .18 of this SOP is effective upon issuance with restatement required
for those expenses presented in financial statements for any period presented
for comparative purposes. Early adoption of this SOP is encouraged.

The beginning balance of retained earnings and, if necessary, any other com
ponents of stockholders’ equity, for the earliest year presented should be
adjusted for the effect of restatement or reclassification as of the earliest year
restated. In the year this SOP is first applied, the financial statements should
disclose the effect on income before extraordinary items, net income, and
related per share amounts for each year restated or reclassified. If the actuarial
calculation is prepared as of the beginning of the year of adoption of this SOP,
its implementation will not result in restatement to recognize a policyholder
dividend obligation. Pro forma information for years prior to a demutualization
or formation of an MIHC is not required.

Foreword
The accounting guidance contained in this document has been cleared by the
Financial Accounting Standards Board (FASB). The procedure for clearing
accounting guidance in documents issued by the Accounting Standards Execu
tive Committee (AcSEC) involves the FASB reviewing and discussing in public
board meetings (1) a prospectus for a project to develop a document, (2) a
proposed exposure draft that has been approved by at least ten of AcSEC’s
fifteen members, and (3) a proposed final document that has been approved by
at least ten of AcSEC’s fifteen members. The document is cleared if at least five
of the seven FASB members do not object to AcSEC undertaking the project,
issuing the proposed exposure draft, or after considering the input received by
AcSEC as a result of the issuance of the exposure draft, issuing a final document.
The criteria applied by the FASB in its review of proposed projects and proposed
documents include the following:
1.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in special
ized industry accounting, and the proposal adequately justifies the
departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of
applying it.
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In many situations, prior to clearance, the FASB will propose suggestions,
many of which are included in the documents.

Introduction and Background
.01 Mutual insurance enterprises differ from stock insurance enterprises
in that they do not have stockholders. The enterprise is considered to be owned
by policyholders whose insurance contracts embody their rights as insureds
and as members of the mutual insurance enterprise. Many mutual insurance
enterprises are seeking enhanced financial flexibility and better access to
capital markets to support long-term growth and to accomplish strategic
initiatives. In light of those economic factors as well as increased competition
and regulatory considerations, there has been a recent trend for certain mutual
insurance companies to demutualize or to form mutual insurance holding
companies (MIHC). The process of demutualization1 or formation of an
MIHC is subject to scrutiny and approval by state insurance regulatory
authorities. Most states have some form of demutualization statute. A range of
demutualization statutes and regulations exist for insurance enterprises.
Typically, those laws contemplate a direct and full reorganization of the
mutual insurer to a stock form. In accordance with some demutualization
statutes, eligible policyholders receive stock, policy credits, policyholder
benefits, cash, or subscription rights as consideration for their membership
interest. This Statement of Position (SOP) uses the term distribution-form
demutualization to refer to situations in which eligible policyholders receive
stock, policy credits, additional policyholder benefits, cash or rights to purchase
stock at favorable terms. This SOP uses the term subscription-form demutuali
zation to refer to situations in which eligible policyholders receive only the
right to purchase stock in the insurance enterprise or its parent at terms
essentially equivalent to the terms offered to independent third parties.

.0 2 The process for allocating the aggregate consideration among eligible
policyholders varies based on individual company circumstances and applica
ble regulatory statutes. The allocation process generally consists of a fixed and
a variable component. The fixed component represents consideration for eligi
ble policyholders’ membership interest in the mutual insurer and consists of a
given number of shares per policyholder (or sometimes, per policy). The vari
able component represents consideration for eligible policyholders’ contribu
tion to the value of the insurer. The variable component of the aggregate
compensation is allocated to policyholders in proportion to the actuarial contri
butions of their eligible policies, if positive. A policy’s actuarial contribution
consists of its historical equity share (the policy’s past contribution to company
equity) and, in most cases, the prospective equity share (the present value of
the policy’s expected future contributions to company equity).
.0 3 An alternative to demutualization, in the jurisdictions where it is
permitted, is for a mutual insurance enterprise to form an MIHC. The mutual
insurer is converted to a stock insurance enterprise and becomes a stockholderowned entity that operates as a subsidiary of the newly formed MIHC. All the
initial stock of the reorganized enterprise is issued to the MIHC; MIHC
governance is established by the former mutual insurance enterprise’s board
of directors. The converted stock insurer may generate additional capital
through an initial or subsequent public offering; however, most statutes specify
1 Terms defined in the glossary [paragraph .80] are in boldface type the first time they appear in
this Statement of Position.
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that the MIHC must own greater than 50 percent of the voting rights of the
converted insurer to ensure that the MIHC maintains effective control. The
policyholders of the converted insurer become members of the MIHC through
the transfer of their mutual membership interests to the MIHC, retaining the
same voting rights they had previously. Policyholders with participating
insurance contracts retain their participating contract in the converted
stock insurer, but unlike in a demutualization, there is no distribution of equity
or subscription rights to policyholders. A number of states have enacted or are
currently contemplating enactment of MIHC statutes.

.0 4 A demutualization or formation of an MIHC in and of itself does not
constitute a change in ownership that requires a change in the historical
accounting bases or carrying amounts of assets and liabilities. Paragraph 24
of Financial Accounting Standard Board (FASB) Technical Bulletin (TB) 85-5,
Issues Relating to Accounting for Business Combinations, states in part, “In the
special case of a mutual or cooperative enterprise that converts to stock
ownership for purposes of effecting a business combination, the conversion is
not a shift of equity ownership from one group of equity owners to another. It
is a shift from a form of organization that has no substantive equity ownership
to one that has.” This SOP does not address what constitutes a change in
ownership or reporting entity that would require a change in basis for the
reported assets and liabilities.

.0 5 Most of the past demutualizations and at least one of the past MIHC
conversions have been accompanied or followed by an initial public offering of
the stock of a demutualized insurance enterprise or an intermediate holding
company of the MIHC. In connection with a demutualization or the formation
of an MIHC, some state insurance departments require that a closed block
or alternative mechanism be established for certain participating insurance
policies to protect the adjustable policy features and dividend expectations of
participating life insurance policyholders from the competing interests of
stockholders. Typically, the plan of demutualization describes how the
closed block will operate. The closed block assets and cash flows provided by
those assets (see paragraph .08 of this SOP) will not inure to the stockholders
of the demutualized company; instead, all cash flows from those assets will be
used to benefit the closed block policyholders (absent regulatory approval to
the contrary or insolvency of the insurer). Because the insurance enterprise
remains obligated to provide for minimum guarantees under the participating
policy, it is consequently possible under certain circumstances that funds from
outside the closed block will have to be used to meet the contractual benefits of
the closed block policyholders. The assets designated to the closed block are
subject to the same liabilities, with the same priority in the case of insolvency
or in liquidation, as assets outside the closed block. In many situations,
commissions and other expenses (including management expenses) of operat
ing and administering the closed block will not be charged to the closed block.
Unless the state insurance department consents to an earlier termination, the
closed block will continue in effect until the date on which none of the policies
in the closed block remains in force.
.0 6 Alternatives to the closed block have arisen in practice encompassing,
for a number of types of contracts, various mechanisms believed by the insur
ance enterprise and state insurance regulators to be appropriate in the specific
circumstances. Closed block alternative mechanisms have been used in lieu of
closed blocks for certain participating life contracts to commit to the insurance
regulator that the insurance company will continue to follow its established
dividend practices. Closed block alternative mechanisms also have been used
AICPA Technical Practice Aids
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to protect nonguaranteed elements of participating and nonparticipating
insurance contracts such as interest credits on deferred annuities and
adjustable premiums on adjustable premium term business. In some in
stances, the methodology and limitations defined in the agreements with the
state insurance regulators have considered only specific profit components,
such as mortality experience on a block of term insurance or investment
spreads on a block of annuities, and in other instances have considered virtu
ally all components of product profitability. If there is a limitation on the
profits that may inure to the stockholders, there is an agreement between the
insurance company and the insurance regulators that defines (a) the contracts
covered by the limitation, (b) the profit limitation calculation, and (c) the
timing and manner (for example, as policy dividends, reduced premiums, or
additional benefits) in which amounts that may not be distributed to stockhold
ers are to be distributed to policyholders. The conclusions reached in this SOP
apply to all formal closed blocks and to closed block alternative mechanisms to
the extent the concepts are applicable to them, and are referred to as closed
block in this SOP.

Operation of the Closed Block
.07 The process of formation of the closed block is negotiated between the
insurance company and the applicable state insurance regulators. Estimated
future cash flows are considered in determining the nature and amount of
assets designated to the closed block. The assets that are designated to the
closed block are expected to produce cash flows sufficient to satisfy the obliga
tions of the closed block, as well as the continuation of policyholder dividend
scales and policy credits before the demutualization, if the underlying experi
ence continues. Actual policy dividends paid may be increased or decreased
based on the effect of future events, such as investment experience, mortality
gains or losses, and persistency of the closed block policies. The assets
designated to the closed block continue to be accounted for as they were before
the date of demutualization.

.08 The specific policyholder contracts designated for inclusion in the
closed block are part of the negotiation process with the insurance regulators.
The policyholder liabilities for those closed block participating policies con
tinue to be calculated under the provisions of SOP 95-1, Accounting for Certain
Insurance Activities ofMutual Life Insurance Enterprises [section 10,650], and
FASB Statement of Financial Accounting Standards Nos. 60, Accounting and
Reporting by Insurance Enterprises, and 97, Accounting and Reporting by
Insurance Enterprises for Certain Long-Duration Contracts and for Realized
Gains and Losses from the Sale of Investments, as well as this SOP.
.09 If cash flows from the closed block assets and experience of the closed
block are, in the aggregate, more or less favorable than assumed in the funding
of the closed block, total dividends paid to closed block policyholders could
differ from the original dividend assumptions. Net favorable deviations in
closed block performance, unless reversed by subsequent unfavorable experi
ence, will be available for distribution over time only to closed block policyhold
ers and will not be available to the insurance enterprise or its stockholders. Net
unfavorable deviations could result in reduced dividends to closed block poli
cyholders, unless reversed by future favorable experience or ultimately funded
from assets outside of the closed block.

.10 Regardless of the closed block’s performance, the insurance enterprise
is obligated to pay guaranteed benefits under the policies in accordance with
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their terms. If the cash flows from the assets allocated to the closed block and
the policies included in the closed block prove to be insufficient to pay the
benefits guaranteed under the policies included in the closed block, the insur
ance enterprise will be required to make those payments from assets outside
of the closed block.

Applicability and Scope
.11 This SOP is applicable to all insurance enterprises subject to FASB
Statement No. 60 that demutualize or form an MIHC or have done so before
the effective date of this SOP. However, if an insurance enterprise demutual
ized before the effective date of FASB Statement No. 120, Accounting and
Reporting by Mutual Insurance Enterprises and by Insurance Enterprises for
Certain Long-Duration Participating Contracts, this SOP does not require the
insurance enterprise to apply SOP 95-1 [section 10,650] unless it had pre
viously elected to do so. For those stock insurance enterprises that apply the
provisions of SOP 95-1 [section 10,650], the provisions of paragraph .17 of this
SOP apply.

Conclusions
Financial Statement Presentation of the Closed Block
.12 Closed block assets, liabilities, revenues, and expenses should be
displayed together with all other assets, liabilities, revenues, and expenses of
the insurance enterprise based on the nature of the particular item, with
appropriate disclosures relating to the closed block. (See paragraphs .24 and
.25 of this SOP.)

Accounting for Predemutualization Participating Contracts After
the Demutualization Date or Formation of an MIHC
.13 The accounting guidance in SOP 95-1 [section 10,650] is the appropri
ate accounting method for participating policies that meet the conditions of
paragraph 5 of SOP 95-1 [section 10,650.05] and, therefore, an insurance
enterprise should continue to apply that guidance to demutualized insurance
enterprises’ participating contracts issued before the date of demutualization
or formation of an MIHC. However, the segregation of undistributed accumu
lated earnings on participating contracts is meaningful in a stock life insurance
company, because the objective of such presentation is to identify amounts that
are not distributable to stockholders. Therefore, after the date of demutuali
zation or formation of an MIHC, the provisions of paragraphs 41 and 42 of
FASB Statement No. 60 relating to dividends on participating contracts should
apply to those contracts sold before the date of demutualization or formation
of an MIHC.

Emergence of Earnings
.14 The amounts to be included in net income relative to assets and
liabilities included in the closed block are limited, based on a calculation
prepared as of the date of demutualization or formation of an MIHC or, if not
practicable for insurance enterprises that demutualized or formed an MIHC
prior to January 1,2001, as of the beginning of the year of adoption of this SOP
AICPA Technical Practice Aids
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(actuarial calculation date). As of the actuarial calculation date, the gener
ally accepted accounting principles (GAAP) carrying amount of closed block
liabilities will typically exceed the GAAP carrying amount of closed block
assets. Certain of those assets, such as debt securities classified as availablefor-sale under FASB Statement No. 115, Accounting for Certain Investments in
Debt and Equity Securities, will be carried at fair value with unrealized holding
gains and losses included in other comprehensive income until realized. A
demutualization or formation of an MIHC does not, in and of itself, constitute
a change in ownership that results in the realization of those unrealized gains
and losses. Instead, those unrealized gains and losses will be realized over the
period the closed block policies remain in force, as are all other transactions
relating to the closed block assets and liabilities. As a result, the GAAP
carrying amounts of the closed block assets must be adjusted to remove those
unrealized amounts to determine the maximum future earnings (before items
that may not have been considered in the funding of the closed block, such as
commissions and maintenance expenses; see paragraph .06 of this SOP) that
would be recognized in income over the period the policies in the closed block
remain in force. For example, as part of the negotiations surrounding the
closed block and demutualization process, the insurance enterprise may agree
with the insurance regulator to designate participating policies with a GAAP
carrying amount (liability) of $2,500,000,000 for the closed block. Fixed matur
ity available-for-sale investments with a carrying value and fair value of
$2,300,000,000 and an amortized cost of $2,240,000,000 are designated as the
closed block assets. If there are no other assets or liabilities included in the
closed block, the maximum future earnings from the closed block that would
be recognized in income over the period in which the closed block remains in
force is $260,000,000.
.15 The changes in the net closed block liability over time represents
the expected closed block GAAP contribution to the earnings of the insurer that
inure to the benefit of the stockholders. As of the actuarial calculation date, a
calculation is developed that represents the cash flows expected to be gener
ated from the assets and liabilities included in the closed block. Based on that
calculation (the actuarial calculation), the periodic expected changes in the
net closed block liability (on a GAAP basis), which is after the elimination of
the effect of the applicable items of other comprehensive income should be
derived. The actuarial calculation should be based on a best estimate (with no
provision for adverse deviation) of the future performance of the closed block
assets and liabilities as of the actuarial calculation date. Cumulative actual
closed block earnings in excess of the cumulative expected periodic amounts
reflected in the actuarial calculation do not inure to the stockholders and
should be recorded as an additional liability to closed block policyholders
(referred to as a policyholder dividend obligation). Those amounts will result
in additional future dividends to closed block policyholders unless otherwise
offset by less-favorable-than-expected future performance of the closed block.

Determination of the Policyholder Dividend Obligation
.16 The actuarial calculation described above should continue to be used
in subsequent accounting periods to determine the change in the policyholder
dividend obligation. The actuarial calculation should not be revised in future
accounting periods. The amount of the policyholder dividend obligation should
be determined by comparing cumulative actual earnings of the closed block
from the actuarial calculation date to the date of measurement with the
amount of cumulative expected earnings based on the actuarial calculation for
the same period. Cumulative actual earnings in excess of cumulative expected
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earnings based on the actuarial calculation should be recorded as a policyholder dividend obligation. Unrealized investment gains and losses and other
amounts related to the closed block normally reported in accumulated other
comprehensive income that have arisen after the actuarial calculation date
should be included in the determination of the amount of the policyholder
dividend obligation limited, in the case of losses, to the extent that the policyholder dividend obligation is otherwise positive. Unrealized investment gains
and losses and other items related to the closed block normally reported in
accumulated other comprehensive income that have arisen at or after the
actuarial calculation date should continue to be reported in accumulated other
comprehensive income. Amounts related to the closed block that have arisen
after the actuarial calculation date should enter into the determination of the
policyholder dividend obligation with an offsetting amount reported in accu
mulated other comprehensive income. The amount charged to policyholder
dividend obligation for losses should be limited to the extent that the policyholder dividend obligation is otherwise positive. Unrealized investment gains
and losses, other items of accumulated other comprehensive income, and the
amount of offsetting policyholder dividend obligation should not be netted in
the presentation of other comprehensive income. Those amounts should be
reported in the income statement and the amounts previously reported in other
comprehensive income should be reversed when investment gains and losses
and other items of other comprehensive income are realized. Unrealized in
vestment losses and other loss items related to the closed block that would
result in a negative policyholder dividend obligation should be recognized in
other comprehensive income applicable to stockholders—the policyholder divi
dend obligation account may not have a negative balance. The policyholder
dividend obligation will decrease if experience is less favorable than expected
and the dividend scale is not commensurately reduced. If dividends paid are
higher than originally expected in the dividend scale, the policyholder dividend
obligation will decrease.

Accounting for Participating Policies Sold After the Date
of Demutualization or Formation of an MIHC and for Stock
Insurance Enterprises That Adopted SOP 95-1 [section 10,650]
.17 The accounting guidance in SOP 95-1 [section 10,650] should be
applied to demutualized insurance enterprise participating contracts meeting
the SOP’s criteria issued after the date of demutualization or formation of an
MIHC. The segregation of undistributed accumulated earnings on participat
ing contracts in excess of amounts that inure to stockholders is meaningful in
a stock life insurance company because the objective of such presentation is to
identify amounts that are not distributable to stockholders. Therefore, the
provisions of paragraphs 41 and 42 of FASB Statement No. 60 relating to
dividends on participating contracts should apply to contracts that are sold
after the date of demutualization or formation of an MIHC and meet the
requirements of SOP 95-1 [section 10,650]. Those provisions should also be
applied by stock insurance enterprises that adopted SOP 95-1 [section 10,650]
with respect to participating contracts for which limitations exist on the
amount of net income that may be distributed to stockholders. If there is a
limitation on the amount of income from participating contracts issued after
the date of demutualization or formation of an MIHC that may be distributed
to stockholders, the policyholders’ share of income on those contracts that may
not be distributed to stockholders should be charged to operations with a
corresponding credit to a liability. Dividends paid to participating policyhold
ers reduce that liability.
AICPA Technical Practice Aids
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Accounting for Demutualization and MIHC Expenses
.18 In connection with a demutualization or formation of an MIHC, an
insurance enterprise will incur expenses, including those for legal services,
actuarial services, printing, and postage. Direct and incremental costs related
to a demutualization or formation of an MIHC should be classified as a single
line item within income from continuing operations and should not be classi
fied as an extraordinary item.

Accounting for Retained Earnings and Accumulated Other
Comprehensive Income at the Date of Demutualization or
Formation of an MIHC
.19 Depending on the form of demutualization, a reclassification of re
tained earnings at the date of demutualization may be appropriate. An
insurance enterprise that demutualizes in a distribution-form demutualiza
tion should reclassify all its retained earnings as of the date of demutualiza
tion to capital stock and additional paid-in capital accounts (the capital
accounts). If the enterprise distributes cash or policy credits to policyholders
in lieu of capital stock, as part of the demutualization, the distribution should
be recorded as a direct reduction to the appropriate capital accounts. A
subscription-form demutualization does not, by itself, result in reclassifica
tion of retained earnings.
.20 The equity accounts of an MIHC at the formation date should be
determined using the principles for transactions of companies under com
mon control, with the amount of retained earnings of the demutualized
insurance enterprise, before reclassification to the capital accounts, being
reported as retained earnings of the MIHC. Because the accounting bases
and carrying amounts of assets and liabilities are not changed as a conse
quence of demutualization or formation of an MIHC, the amounts in accumu
lated other comprehensive income also should not be changed as a consequence
of demutualization or formation of an MIHC.

Accounting for the Dividends From a Stock Insurance Subsidiary
to an MIHC
.21 A dividend payable to stockholders, whether declared by a stock insurer
or its holding company, is a common corporate capital transaction. Cash dividends
should be recorded on the books of the corporation as a liability on the declaration
date. A stock dividend declared by the stock insurer should be accounted for in
accordance with Accounting Research Bulletin (ARB) 43, Restatement and Revi
sion of Accounting Research Bulletins, Chapter 7, “Capital Accounts,” section B,
Stock Dividends and Stock Split-ups. Under existing laws or regulations, an MIHC
is required to own a controlling voting interest in the stock insurance subsidiary
and, therefore, should reflect the stock insurer or intermediate holding company
on a consolidated basis. As a result, intercompany dividends should be eliminated
in the consolidated accounts of the MIHC.

Accounting for a Distribution From an MIHC to Its Members
.22 Because the members of an MIHC are also policyholders of the stock
insurance subsidiary, a distribution by an MIHC to its members should be
accounted for according to the substance of the transaction. Unless there are
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substantive independent third-party stockholders of the demutualized insur
ance enterprise or intermediate holding company of the MIHC, the distribution
should be accounted for as a policyholder dividend. If there are substantive
independent third-party stockholders and the following conditions also are
satisfied, the distribution is presumed to be appropriately accounted for as an
equity dividend.
a.

There is a mechanism to ensure that policyholder dividends are not
a component of the MIHC distribution.

b.

All MIHC members are eligible to receive the MIHC distribution and
the allocation of MIHC distribution is consistent with the concept of
MIHC membership (depending on the jurisdiction, it may be based
on equity share or equally distributed to each MIHC member).

c.

The distribution is legally characterized as a membership distribu
tion rather than a policyholder distribution.

3
.2
If a distribution by the MIHC is determined to be a policyholder
dividend expense, the insurance subsidiary, should reflect the policyholder
dividend in its separate financial statements as an expense with recognition of
a corresponding capital contribution from the MIHC. The MIHC should reflect
the amount of the distribution as a capital contribution to the insurance
subsidiary in its separate financial statements. In consolidated financial state
ments, the expense would be reported and the capital contribution would be
eliminated.

Disclosures
.2 4 An insurance enterprise should disclose the nature and terms of a
demutualization or formation of an MIHC and the basis of presentation and
terms of operation of the closed block. In addition, the insurance enterprise
should provide a general description of the method of emergence of earnings
from the closed block, presentation of assets and liabilities of the closed block,
and the policyholder dividend obligation.
5
.2
An insurance enterprise that has formed a closed block should dis
close the following (refer to appendix A, “Illustrative Guidance—Footnote
Disclosure for the Closed Block” [paragraph .78], for an illustrative example):

a.

A general description of the closed block, including the purpose of the
closed block, the types of insurance policies included, and the nature
of the cash flows that increase and decrease the amount of closed
block assets and liabilities. The description should indicate the
continuing responsibility of the insurance enterprise to support the
payment of contractual benefits and the nature of expenses charged
to the closed block operations.

b.

Summarized financial data of the closed block as of, or for periods
ending on the date of, the financial statements presented, which
should include, at a minimum, the carrying amounts for the major
types of invested assets of the closed block, future policy benefits and
policyholders’ account balances, policyholder dividend obligation,
premiums, net investment income, realized investment gains and
losses, policyholder benefits, policyholder dividends, and the amount
of maximum future earnings remaining to inure to the benefit of
stockholders from the assets and liabilities of the closed block as well
as an analysis of the changes in the policyholder dividend obligation.
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c.

GAAP disclosures that typically would be required for the various
specific elements included in the closed block need not be made
separately for the closed block if the nature of the information for the
closed block would not differ significantly from that already included
for the reporting entity as a whole. For example, it is not necessary
to show a separate schedule of contractual maturities of closed block
fixed maturity securities if the relative composition of contractual
maturities is similar to those of the reporting entity taken as a whole.
However, if the relative maturities of the closed block fixed maturi
ties securities differ from those of the reporting entity taken as a
whole, separate disclosures should be made.

Effective Date and Transition
.2 6 This SOP applies to past or future demutualizations or formations of
an MIHC. For those that occur after December 31, 2000, this SOP is effective
on the date of the demutualization or formation of the MIHC. For a demutuali
zation or formation of an MIHC that occurred on or before December 31, 2000,
this SOP, with the exception of paragraph .18, should be applied retroactively
through restatement or reclassification, as appropriate, of all previously issued
financial statements no later than the end of the fiscal year that begins after
December 15,2000. A stock insurance enterprise that has elected to adopt SOP
95-1 [section 10,650] and did not convert from a mutual life insurance enter
prise should apply the provisions of paragraph .17 of this SOP retroactively
through restatement of all previously issued financial statements no later than
the end of the fiscal year that begins after December 15, 2000. Paragraph .18
of this SOP is effective upon issuance with restatement required for those
expenses presented in financial statements for any period presented for com
parative purposes. Early adoption of this SOP is encouraged.
.2 7 The beginning balance of retained earnings and, if necessary, any
other components of stockholders’ equity for the earliest year presented, should
be adjusted for the effect of restatement or reclassification as of the earliest
year restated or reclassified. In the year this SOP is first applied, the financial
statements should disclose the effect on income before extraordinary items, net
income, and related per share amounts for each year restated. If the actuarial
calculation is prepared as of the beginning of the year of adoption of this SOP,
its implementation will not result in restatement to recognize a policyholder
dividend obligation. Pro forma information for years prior to a demutualization
or formation of an MIHC is not required.

The provisions of this Statement need
not be applied to immaterial items.

Basis for Conclusions
.2 8 This section discusses considerations that were deemed significant by
AcSEC members in reaching the conclusions in this SOP. In April 2000, AcSEC
issued for public comment an exposure draft of a proposed SOP, Accounting by
Insurance Enterprises for Demutualizations and Formations of Mutual Insur
ance Holding Companies and for Certain Long-Duration Participating Con
tracts. During the sixty-day comment period, twelve comment letters were
received by AcSEC.
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Financial Statement Presentation of the Closed Block
.29 In demutualizations to date, practice has been to aggregate closed
block assets and liabilities into two single-line captions (one for assets and one
for liabilities), which is similar to the presentation of separate account (as
defined in FASB Statement No. 60, Accounting and Reporting by Insurance
Enterprises) assets and liabilities. In addition, practice has been to present the
closed block pretax results of operations on one line in the statement of
operations as “contribution from the closed block.” AcSEC concluded that that
presentation was not the most meaningful for obtaining an understanding of
the overall operations of an insurance enterprise.
.30 The only products of an insurance enterprise that are displayed on a
single-line segregated basis on the balance sheet are those included in separate
accounts. AcSEC believes that the closed block is not analogous to pure-pass
through separate account arrangements that are displayed on a single-line basis.
One significant difference between a closed block and a separate account is that
separate account arrangements transfer substantially all investment risk to the
policyholder, whereas closed block policies usually provide minimum guaranteed
returns in accordance with contractual provisions that are not altered by estab
lishment of the dividend protection mechanism. Another significant difference is
that the insurance enterprise directs investment options for policies in the closed
block, whereas the policyholder, not the insurance company (sponsor), of the
pure-pass-through separate account directs the allocation of the assets among
various investment options. In addition, the rights of a separate account contract
holder and a closed block policyholder differ as to their priority interest in the
dedicated assets in the event of insolvency. Whereas separate account assets are
often isolated from the general claims of creditors of the insurance enterprise,
including other nonseparate account policyholders, closed block assets are not
isolated in the event of insolvency.
.31 AcSEC believes that management’s funding strategy may influence the
level of perceived profitability of the closed block if a segregated presentation is
used. That may occur because the insurance enterprise selects assets used in
funding the closed block, and selection of the assets in part determines the level
and timing of earnings that will emerge with respect to the closed block. Therefore,
a single-line presentation is less meaningful and may be misinterpreted.

.32 AcSEC also believes an integrated presentation of the closed block is
consistent with the presentation of other contractual arrangements involving
dedicated assets. AcSEC believes that a closed block may be analogous in some
respects to certain participating group pension contracts that provide for
assets that specifically support obligations to the pension contractholders, as
well as payment of policyholder dividends. It is accepted practice to classify
assets, liabilities, revenues, and expenses for those contracts among the vari
ous financial statement accounts.
.33 AcSEC believes there is no substantial economic difference between
dividend protection mechanisms that operate through formal identification of
assets for inclusion in a closed block and those that do not provide for the formal
designation. In either case, the dividend protection mechanism may be most
similar to arrangements in which the income that may inure to stockholders of the
stock insurance enterprise is limited as described in FASB Statement No. 60,
paragraph 42. Policy liabilities for contracts under those arrangements, the assets
that support them, and the policyholders’ share of the results of operations are
commingled among the appropriate accounts of the enterprise, with profits that
do not inure to the benefit of stockholders recognized as a liability.
AICPA Technical Practice Aids
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.34 Because cash flows of assets of the insurance enterprise other than
those of the closed block may be used to support the operation of the closed
block, AcSEC believes that a single line presentation of only those assets
actually designated to the closed block may be misinterpreted. AcSEC further
believes that the benefits of integrated financial statement presentation out
weigh the benefit of isolating assets whose cash flows cannot, by contract or
regulation, inure to the benefit of stockholders, a restriction that can be readily
disclosed in a note similar to the disclosure of other restricted assets.

Accounting for Predemutualization Participating Contracts After
the Demutualization Date or Formation of an MIHC and for
Stock Insurance Enterprises That Have Adopted SOP 95-1
[section 10,650]
.35 Currently the following three situations exist for demutualized insur
ance enterprises:
a. Former mutual life insurance enterprises that converted before the
effective date of FASB Statement No. 120, Accounting and Reporting
by Mutual Life Insurance Enterprises and by Insurance Enterprises
for Certain Long-Duration Participating Contracts, and, as stock
insurance companies at the effective date of that Statement, could
elect to apply the provisions of SOP 95-1, Accounting for Certain
Insurance Activities of Mutual Life Insurance Enterprises [section
10,650], to participating policies that meet SOP 95-1 [section
10,650]’s requirements but did not do so
b. Mutual or stock life insurance enterprises that have published GAAP
financial statements and have applied SOP 95-1 [section 10,650] to those
participating contracts that meet SOP 95-1 [section 10,650]’s conditions
c.
Mutual life insurance enterprises that have not published GAAP
financial statements and, therefore, have not yet applied SOP 95-1
[section 10,650]
.3 6 AcSEC concluded that insurance enterprises described in the first
situation outlined in paragraph .35 of this SOP that have not elected to adopt
SOP 95-1 [section 10,650] should remain grandfathered because of the provi
sions of FASB Statement No. 120. For insurance enterprises that fall into the
second and third situations in paragraph .35 of this SOP, SOP 95-1 [section
10,650] should be used for the qualifying participating policies both before and
after demutualization or formation of an MIHC. AcSEC believes that SOP 95-1
[section 10,650] is the appropriate accounting guidance for participating poli
cies that meet its requirements and, accordingly, that the insurance enter
prises in the second and third situations should apply, or continue to apply, the
provisions of SOP 95-1 [section 10,650] after the effective date of demutualiza
tion or formation of an MIHC.
.3 7 Paragraph 32 of FASB Statement No. 120 states that “the Board
believes, however, that there are likely to be only a limited number of stock life
insurance enterprises with material amounts of those [participating life insur
ance] contracts and decided not to require those enterprises to comply with the
SOP [for those participating fife insurance contracts].” Therefore, it was not the
FASB’s intention to have life insurance companies with significant amounts of
participating contracts that meet the conditions of SOP 95-1 [section 10,650]
apply FASB Statement No. 60 in its entirety to those contracts.
.3 8 Paragraphs 32 and 34 of FASB Statement No. 120 discuss the FASB’s
decision to permit rather than require stock life insurance enterprises to apply
SOP 95-1 [section 10,650] to certain participating contracts as follows:
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32. The Board recognizes that the information provided to users about the
insurance and reinsurance activities of life insurance enterprises could be
improved by limiting the diversity among insurance enterprises in accounting
and reporting for those activities. The Board acknowledges that permitting
stock life insurance enterprises with participating life insurance contracts that
meet the conditions in paragraph 5 of this Statement to apply the accounting
in the SOP to those contracts may cause inconsistencies between insurance
enterprises in their accounting for those contracts. The Board believes, how
ever, that there are likely to be only a limited number of stock life insurance
enterprises with material amounts of those contracts and decided not to require
those enterprises to comply with the SOP. .. .
34. . . . The Board also believes that a decision to require stock life insurance
enterprises to apply the SOP’s accounting to those contracts would necessitate
adding the accounting conclusions in the SOP to this Statement thereby
requiring time-consuming deliberations. The Board decided not to require stock
life insurance enterprises to apply the provisions of the SOP because the overall
benefits of providing timely guidance on the accounting and reporting of
insurance activities by mutual life insurance enterprises outweigh the incre
mental improvement in the consistency and comparability of financial report
ing among insurance enterprises that would result from requiring stock life
insurance enterprises to apply the SOP’s accounting....

.39 AcSEC concluded that the most appropriate accounting for policies of
a demutualized insurance enterprise that meet SOP 95-1 [section 10,650]’s
scope requirements would be continued application of SOP 95-1 [section
10,650]’s provisions, except that the insurance enterprise should recognize an
obligation for future policyholder dividends based on accumulated undistrib
uted earnings in a manner that is consistent with paragraphs 41 and 42 of
FASB Statement No. 60. AcSEC believes that the provisions of FASB State
ment No. 120 and SOP 95-1 [section 10,650] that do not appear to support
recognition of such an obligation were intended for mutual life insurance
enterprises. Upon conversion to a stock life insurance enterprise, the provi
sions of paragraphs 41 and 42 of FASB Statement No. 60 are more appropriate
to the new stock organization and should be applied to all participating
contracts. In paragraph 42 of SOP 95-1 [section 10,650.42], AcSEC acknow
ledged that segregating undistributed accumulated earnings on participating
contracts in a manner similar to minority interest may be meaningful in a stock
life company because the objective of that presentation is to identify amounts
that are not distributable to stockholders. AcSEC concluded that it would be
appropriate to follow accounting guidance based on the nature of the contract,
and whether the insurance company is a mutual or stock company is signifi
cant to the relevance of segregating undistributed accumulated earnings on
participating policies. AcSEC believes, however, that the restriction on the
stock insurance enterprise’s ability to pay certain amounts of undistributed
accumulated earnings to the stockholders should be shown as a liability to the
policyholders, as discussed below.

Conflict in the Literature on Accounting for Dividends of
Participating Contracts
.40 Existing GAAP literature distinguishes whether an obligation for
future dividends based on accumulated earnings should be recorded for partici
pating policies primarily based on the form of the issuing insurance enterprise,
and there is conflicting guidance for insurance enterprises that convert from
mutual to stock form. FASB Statement No. 60 requires an insurance enter
prise to recognize a liability for future dividends of earnings attributable to a
AICPA Technical Practice Aids
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participating contract that cannot be distributed to stockholders; however,
SOP 95-1, paragraph 42 [section 10,650.42], does not appear to support the
recognition of a liability. Thus, AcSEC had to determine the circumstances in
which recognition of a liability is appropriate in accounting for the participat
ing policies that have been and will continue to be accounted for under SOP
95-1 [section 10,650] after designation into a closed block.
.41 FASB Statement No. 120 states that participating contracts of mu
tual life insurance enterprises should be accounted for in accordance with
FASB Statement Nos. 60 and 97, as appropriate, unless those contracts meet
the conditions in paragraph 5 of FASB Statement No. 120. The conditions in
that paragraph are the same as the conditions for a participating contract to
be within the scope of SOP 95-1 [section 10,650].
.42 SOP 95-1, paragraph 10 [section 10,650.10], states in part that “FASB
Statement No. 60 addresses accounting for traditional forms of participating
contracts issued, but does not address the participating contracts issued by
mutual life insurance enterprises... ” SOP 95-1 [section 10,650] also discusses
the differences between the participating contracts considered within FASB
Statement No. 60 and those considered in SOP 95-1 [section 10,650] as follows:
30. AcSEC concluded that separate consideration of the participating life
insurance contracts covered by [SOP 95-1] is justified by the differences
between those contracts and both traditional nonparticipating life insurance
contracts, covered by FASB Statement No. 60, and universal life-type contracts,
covered by FASB Statement No. 97. Participating life insurance contracts
covered under [SOP 95-1] have attributes of the contracts covered by FASB
Statement Nos. 60 and 97. AcSEC concluded, therefore, that contracts covered
by [SOP 95-1] were not sufficiently similar to those covered by either FASB
Statement to warrant applying either of them in its entirety.

.43 Paragraph 32 of SOP 95-1 [section 10,650.32] states the following:
Despite those similarities in form to FASB Statement No. 60 contracts, the
dividend feature introduces a variable that affects the substance of the earnings
flow to the company. The dividend feature causes the contracts covered by [SOP
95-1] to more closely resemble contracts in which the earnings emerge in
relation to margins rather than contracts in which earnings emerge propor
tional to the level of premiums received in that year. Participating policies
covered by [SOP 95-1] share in the results of investment activity, mortality
experience, and contract administration costs through dividends, which are not
fixed or guaranteed by contract terms. As a result, earnings on those products,
after annual policyholder dividends, tend to emerge as the margin recognized
on investments, mortality, and expenses.

.44 FASB Statement No. 60 states the following in discussing the ac
counting for policyholder dividends:
41. Policyholder dividends shall be accrued using an estimate of the amount to
be paid.
42. If limitations exist on the amount of net income from participating insur
ance contracts of life insurance enterprises that may be distributed to stock
holders, the policyholders’ share of net income on those contracts that cannot
be distributed to stockholders shall be excluded from stockholders’ equity by a
charge to operations and a credit to a liability relating to participating policy
holders’ funds in a manner similar to the accounting for net income applicable
to minority interests. Dividends declared or paid to participating policyholders
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shall reduce that liability; dividends declared or paid in excess of the liability
shall be charged to operations. Income-based dividend provisions shall be based
on net income that includes adjustments between general-purpose and statu
tory financial statements that will reverse and enter into future calculations
of the dividend provision.

43. For life insurance enterprises for which there are no net income restrictions
and that use life insurance dividend scales unrelated to actual net income,
policyholder dividends (based on dividends anticipated or intended in deter
mining gross premiums or as shown in published dividend illustrations at the
date insurance contracts are made) shall be accrued over the premium-paying
periods of the contracts.

.45 AcSEC believes that SOP 95-1 [section 10,650] is the more appropri
ate guidance in accounting for participating policies whose provisions meet the
criteria of that SOP, whether those policies are issued by a mutual insurance
enterprise or were issued by a mutual that converts to a stock insurance
company. However, AcSEC believes that the demutualization process changes
the nature of the relationship between the enterprise and its policyholders.
Therefore, continued application of paragraph 42 of SOP 95-1 [section
10,650.42] in its entirety is not warranted. AcSEC views the new relationship
of the closed block policyholders and the insurance enterprise’s stockholders as
more similar to the relationship that would exist in the situation described in
paragraphs 41 and 42 of FASB Statement No. 60 rather than to the relation
ship that would exist in the situation contemplated in paragraphs 41 and 42 of
SOP 95-1 [section 10,650.41 and .42]. Accordingly, AcSEC believes that the
application of the dividend concepts described in paragraph 42 of FASB State
ment No. 60 is more appropriate for the participating policies of a demutual
ized insurance enterprise, whether those policies are issued before or after
demutualization.

Emergence of Earnings
.46 The process of demutualization or formation of an MIHC does not, in
and of itself, change the basis of accounting, other than recognition of a
policyholder dividend obligation as discussed in paragraphs .15 and .16 of this
SOP; the accounting methods used to measure assets, liabilities, revenues, and
expenses remain unchanged. Amortization of deferred acquisition costs
(DAC) will continue to consider all components of estimated gross margins
attributable to the policies, whether the components reside inside or outside
the closed block.
.47 At the actuarial calculation date, a calculation is developed based on
the cash flows expected to be generated from the assets and policy contracts
included in the closed block. Based on that calculation, the expected periodic
changes in the net closed block liability should be derived (the actuarial
calculation). As actual experience emerges, that experience is likely to differ
from that expected in the actuarial calculation. Because all the cash flows of
the closed block assets and policy contracts will inure to the closed block
policyholders pursuant to the plan of demutualization, AcSEC believes that
cumulative net favorable experience compared to that contemplated at the
actuarial calculation date represents an obligation to closed block policyhold
ers. Such favorable experience will ultimately be paid to closed block policyholders in the form of dividends, unless otherwise offset by future performance
of the closed block that is less favorable than originally expected.
.48 The concept of establishing a liability for participating insurance
contracts where profit limitations exist, and of recording a liability for policyholder dividends on those policies using an estimate of the amount to be paid,
AICPA Technical Practice Aids
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is contemplated by paragraphs 41 and 42 of FASB Statement No. 60 and
paragraph 77 of FASB Statement No. 97. Paragraph 77 of FASB Statement No.
97 states the following, in part:
The Board acknowledges that some contracts with policyholders may entitle
policyholders to an amount equal to a portion of specific investment performance.
The recording of liabilities to reflect amounts to' which those policyholders are
entitled is appropriate, but the deferral of realized gains and losses is not justified.

.49 In paragraph 42 of SOP 95-1 [section 10,650.42], AcSEC stated that it is
not appropriate or meaningful to segregate undistributed accumulated earnings
on participating contracts in the context of a mutual insurance enterprise. How
ever, AcSEC acknowledged in that same paragraph the relevance of such account
ing treatment for a stock life insurance company, as follows:
Annual policyholder dividends of participating contracts covered by this SOP
are based on actual company performance. Accordingly, AcSEC believes divi
dends on participating contracts covered by this SOP are not similar to either
of the types of dividends discussed in FASB Statement No. 60. While AcSEC
acknowledges that segregating undistributed accumulated earnings on partici
pating contracts in a maimer similar to minority interests may be meaningful
in a stock life insurance company, it is not meaningful for a mutual life
insurance enterprise, because the objective of such presentation is to identify
amounts that are not distributable to stockholders.

.50 Based on the above guidance, AcSEC believes that the provisions of
FASB Statement No. 120 and SOP 95-1 [section 10,650] do not recognize the
segregation of accumulated earnings on participating contracts for mutual life
insurance companies. However, AcSEC believes a mutual life insurance enter
prise, upon conversion to a stock life insurance company, should continue to
apply SOP 95-1 [section 10,650] modified by the provisions of paragraphs 41
and 42 of FASB Statement No. 60 in accounting for SOP 95-1 [section 10,650]
contracts. In essence, the conversion from a mutual life insurance enterprise
to a stock life insurance enterprise creates an additional measurement require
ment for accumulated undistributed earnings because of the newly established
stockholder constituency. The establishment of a policyholder dividend obliga
tion recognizes that a portion of earnings in certain cases will not inure to the
stockholders of the insurance company.
.51 Several respondents to the exposure draft of the SOP expressed a view
that realization of cumulative closed block earnings in excess of the amount
indicated by the actuarial calculation, in and of itself, is insufficient to require
recognition of a policyholder dividend obligation and believed that the continued
application of SOP 95-1 [section 10,650], without modification, was sufficient to
measure the emergence ofearnings of the closed block. Those respondents acknow
ledge that earnings in excess of the amount indicated by the actuarial calculation
would be reasonably expected to be returned to policyholders through adjustment
of dividend scales, but believe that the obligating event required for accounting
recognition takes place upon the actual adjustment of the dividend scales rather
than at the earlier date at which the earnings are measured. Those respondents
believe that the regulatory supervision of the activity of the closed block results in
timely adjustments of the dividend scales, and the recordkeeping requirements
necessary for the establishment of a policyholder dividend obligation do not meet
a cost/benefit test. Although the actual adjustment of the dividend scales is a
necessary condition for identification of the recipients of the amounts to be
distributed, AcSEC does not believe that such identification is a necessary prereq
uisite for accounting recognition under the guidance of FASB Statement of Ac
counting Concepts No. 6, Elements ofFinancial Statements. Paragraph 36 of FASB
Concepts Statement No. 6 states the following, in part:
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Liabilities commonly have other features that help identify them—for example,
most liabilities require the obligated entity to pay cash to one or more identified
other entities and are legally enforceable. However, those features are not
essential characteristics of liabilities.... That is, liabilities may not require an
entity to pay cash but to convey other assets, to provide or stand ready to provide
services, or to use assets. And the identity of the recipient need not be known
to the obligated entity before the time of settlement.

.52 AcSEC believes that given the regulatory supervision of operations of a
closed block, the insurance enterprise has only limited discretion as to the timing
of its adjustment of dividend scales under the circumstances where this SOP
requires recognition of a policyholder dividend obligation but cannot adjust those
dividend scales contemporaneously. AcSEC also believes that, at a given point,
assets in excess of the amounts contemplated at the actuarial calculation date
represent undistributed accumulated earnings that ultimately will be distributed
to policyholders under the terms of the closed block agreements unless offset by
future experience less favorable than that indicated by the actuarial calculation.
Those incremental assets, therefore, will not become available for distribution to
stockholders. Accordingly, AcSEC believes that the usefulness of financial state
ments may be compromised if the obligation is not recognized until the actual
adjustment of dividend scales takes place.
.53 Several respondents to the exposure draft of the SOP expressed a
belief that recognition of a policyholder dividend obligation under the circum
stances when it would be required under the guidance herein would result in
a pattern of income recognition based on a predetermined actuarial calculation
and therefore would not be appropriately responsive to changes in experience
of the closed block. However, AcSEC believes that in the absence of a policyholder dividend obligation for participating policies in the closed block if there
are closed block cumulative earnings in excess of the amount indicated by the
actuarial calculation, earnings and net assets reported to stockholders will fail
to recognize the obligation of the insurance company to distribute excess
returns from the designated assets to the closed block policyholders in future
periods. The recognition of favorable experience deviations that will not inure
to stockholders as earnings would result in reduced earnings when the results
of that experience are ultimately distributed by means of increased dividends
to closed block policyholders. As a consequence, the integrity and usefulness of
financial statements during periods if there are cumulative earnings in excess
of the amount indicated by the actuarial calculation may be compromised by
reporting amounts as earnings of stockholders that those stockholders cannot
ultimately realize.

.54 AcSEC also considered whether it would be appropriate to recognize
a negative balance in the policyholder obligation account in the event of the
following:
a.

There is cumulative experience of the closed block less favorable than
anticipated in the actuarial calculation.

b.

The insurance company expects to reduce future dividends or antici
pates future favorable performance of the closed block.

Net unfavorable deviations may result in reduced dividends to closed block
policyholders, unless offset by future favorable experience of the closed block
or subsidized by the insurance company using assets outside of the closed block.
Although some, including several respondents to the exposure draft of the
proposed SOP, believe that a policyholder dividend receivable is a consistent
AICPA Technical Practice Aids

§10,810.54

20,750

Statements of Position

extension of the policyholder dividend obligation concept and it could be
potentially recoverable based on future dividend adjustments, AcSEC believes
that recognition of a negative balance as an asset is not supported by paragraph
42 of FASB Statement No. 60. Due to competitive pressures and other consid
erations, the board of directors of an insurance enterprise may choose not to
reduce dividends to closed block policyholders. If an insurance enterprise has
favorable experience it is compelled to pass it along to the closed block policyholders. If the insurance enterprise has unfavorable experience, the insurance
enterprise has the ability to pass it on but may be constrained by the market
place in its ability to do so.

Determination of the Policyholder Dividend Obligation
.55 AcSEC determined that cumulative net favorable experience of the
closed block in relation to expectations indicated by the actuarial calculation
that will be paid to policyholders, unless otherwise offset by future perform
ance of the closed block that is less favorable than expected in the actuarial
calculation, should not be reflected in earnings of stockholders for the reasons
previously discussed in the “Emergence of Earnings” section.

.56 Therefore, in the absence of unusual circumstances, the maximum
earnings from closed block assets and liabilities that will inure to stockholders
is the amount of closed block liabilities in excess of the closed block assets,
adjusted for the related items in accumulated other comprehensive income at
the actuarial calculation date. Further, AcSEC believes that experience gains
and losses of the closed block ultimately may result in an adjustment of
dividends or other variable policy benefits paid to policyholders. Therefore, the
actuarial calculation provides the expected earnings to be used by the insur
ance enterprise to measure net positive experience that should not be reflected
in the earnings of stockholders.
.57 This SOP requires the portion of the unrealized investment gains and
losses that have arisen after the actuarial calculation date to be included in the
determination of the amount of the policyholder dividend obligation. AcSEC
determined that it was necessary to separate the portion of unrealized invest
ment gains and losses that are attributable to the policyholders and not the
stockholders; such amounts should be displayed fully and not netted in the
presentation of other comprehensive income, as appropriate. In reaching that
conclusion, AcSEC considered the guidance in FASB Statement No. 115,
Accounting for Certain Investments in Debt and Equity Securities, to determine
the treatment of unrealized and realized gains and losses of closed block assets.
Under FASB Statement No. 115, assets classified as available-for-sale are
reported at fair value with unrealized gains and losses excluded from earnings
as a separate component of stockholders’ equity until realized.

.58 AcSEC considered whether the actuarial calculation should be re
vised after the actuarial calculation date for purposes of revising the measure
ment described above. One alternative considered was to revise the actuarial
calculation at each financial reporting date. Under that approach, the meas
urement of excess experience gains would be based on the current estimate
(giving effect to past events and current expectations for future events) of the
timing of maximum closed block earnings inuring to stockholders. AcSEC
believes that the principal assumptions other than investment performance
affecting the timing of stockholder earnings from the closed block over the
long-term would be persistency and mortality. Persistency and mortality affect
the assumed amount of life insurance in force and the life of the block of
business, which are key factors in the recognition of stockholder earnings. Cash
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flow effects of differences between assumptions and actual should result in
revised dividends or policy benefits to policyholders. AcSEC rejected frequent
revisions of the actuarial calculation because short-term movements in persist
ency and mortality for a block of business with a life of up to 100 years should
not have a significant effect on the timing of recognizing earnings that will
ultimately be realized by stockholders. AcSEC believes that the “lock in”
alternative is most appropriate because the actuarial calculation is developed
solely to measure the performance of the closed block in relation to a maximum
amount of earnings that will inure to stockholders. Negative performance in
relation to the actuarial calculation is recognized currently, and positive per
formance is recognized as a policyholder dividend obligation. AcSEC also
believes periodic loss-recognition tests would identify situations in which
significant negative experience should result in the recognition of additional
losses to stockholders. Further, AcSEC believes the purpose of the actuarial
calculation is to serve as an approach to measure aggregate favorable experi
ence that will not inure to stockholders and may not achieve the intended
objective if the actuarial calculation is revised.

.59 AcSEC also considered whether the actuarial calculation should be
revised upon (a) the occurrence of a significant unanticipated event, (b) the
determination that there has been a significant change in the assumptions for
persistency or mortality, or (c) the designation of significant additional assets
for the closed block that would not revert to the stockholders. AcSEC rejected
that approach because the actuarial calculation is a measure of the maximum
amount of earnings that would be recognized over the life of the block of
business. Actual results of the closed block will flow into stockholder income
unless cumulative earnings to date are in excess of the maximum that can be
recognized based on the actuarial calculation. Therefore, positive performance
of the closed block in relation to the actuarial calculation results in a policyholder dividend obligation, and negative performance results in either reduced
dividends to closed block participating policyholders or lower earnings than
anticipated at the actuarial calculation date. Cumulative negative perform
ance of the closed block represents an amount included in the excess of closed
block liabilities over closed block assets that may have to be funded with assets
outside the closed block unless offset by future positive performance of the
closed block or reduced policyholder dividends. It is believed that a designation
of additional assets for the closed block business would result from historical
negative performance of the closed block. This negative performance would
have been recognized in income as it occurred because negative performance
in relation to the actuarial calculation does not result in recognition of an asset.

Accounting for Participating Policies Sold After the Date of
Demutualization or the Formation of an MIHC
.60 AcSEC considered whether a demutualized insurance enterprise
should apply FASB Statement No. 60 or SOP 95-1 [section 10,650] to partici
pating policies sold after the date of demutualization or the formation of an
MIHC. AcSEC concluded that a demutualized insurance enterprise should
continue to apply SOP 95-1 [section 10,650] to participating policies that meet
the scope requirements of SOP 95-1 [section 10,650]. If the scope requirements
of SOP 95-1 [section 10,650] are not met, FASB Statement Nos. 60 or 97 should
be applied. In the application of SOP 95-1 [section 10,650], the stock insurance
enterprise should recognize an obligation for future policyholder dividends
based on accumulated undistributed earnings in a manner that is consistent
with paragraphs 41 and 42 of FASB Statement No. 60. (See paragraph .39 of
AICPA Technical Practice Aids
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this SOP for the basis for establishing an obligation for future policyholder
dividends for SOP 95-1 [section 10,650] policies.)

Accounting for Demutualization and MIHC Expenses
.61 Paragraph 20 of Accounting Principles Board (APB) Opinion No. 30,
Reporting the Results of Operations—Reporting the Effects of Disposal of a
Segment of a Business, and Extraordinary, Unusual and Infrequently Occur
ring Events and Transactions, provides the two criteria that must be met for
an event or transaction to be classified as an extraordinary item as stated in
part below:
Extraordinary items are events and transactions that are distinguished by
their unusual nature and by the infrequency of their occurrence. Thus, both of
the following criteria should be met to classify an event or transaction as an
extraordinary item:

a.

Unusual nature—The underlying event or transaction should possess a
high degree of abnormality and be of a type clearly unrelated to, or only
incidentally related to, the ordinary and typical activities of the entity,
taking into account the environment in which the entity operates.

b.

Infrequency of occurrence—The underlying event or transaction should
be of a type that would not reasonably be expected to recur in the
foreseeable future, taking into account the environment in which the
entity operates.

.62 Demutualizations and formations of MIHCs are changes in legal
forms of organizations. Several respondents to the exposure draft of the
proposed SOP said that demutualizations and formations of MIHCs satisfy the
above criteria and that the associated costs should therefore be classified as an
extraordinary item. However, AcSEC believes that the events represent conse
quences of customary and continuing activities in efforts to remain competitive
in the financial services industry. AcSEC believes that such events do not
possess a sufficient degree of abnormality required by paragraph 20(a) of APB
Opinion 30. AcSEC recognizes that the prior practice in demutualizations to
date has been to classify such costs as extraordinary. However, AcSEC consid
ered the environment in which the insurance industry operates and the nature
of the activities of the individual mutual insurance enterprises which have
continued to evolve in recent years. AcSEC believes a demutualization has
characteristics similar to other forms of corporate reorganizations and restruc
turings in which costs do not meet the criteria for extraordinary treatment.
Because one of the criteria of paragraph 20 of APB Opinion 30 is met, the direct
incremental costs associated with a demutualization or formation of an MIHC
should be reported as a separate component of income from continuing opera
tions. Further, AcSEC believes that such classification of expenses should be
limited to costs that are direct and incremental to the transaction and should
not include allocations of general and administrative-type costs.

Accounting for Retained Earnings and Other Comprehensive
Income at the Date of Demutualization or Formation of an MIHC
.63 Stockholders’ equity usually is displayed in two broad categories:
contributed or paid-in capital and retained earnings. Contributed or paid-in
capital represents the amount provided by stockholders or resulting from
subsequent transactions with stockholders. Retained earnings represents the
amount of the enterprise’s previous income that has not been distributed to
owners as dividends or transferred to contributed or paid-in capital.
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.64 A demutualization is a change in legal form of organization “from a
form of organization that has no substantive equity ownership to one that has”
(FASB Technical Bulletin 85-5, Issues Relating to Accounting for Business
Combinations, paragraph 24); thus, the distribution of shares of stock repre
sents the distribution of the then-existing equity to the owners of the mutual
insurer’s equity. Several respondents to the exposure draft of the proposed
SOP said that because a demutualization does not, in and of itself, result in a
change of the historical carrying values of the assets and liabilities of the
resulting stock insurance enterprise, the transaction also should not result in
the reclassification of accumulated retained earnings as of the demutualization
date. AcSEC believes, however, that it is appropriate to reflect the substance
of this transaction by reclassifying accumulated retained earnings as of the
demutualization date to the capital stock and additional paid-in capital ac
counts. Therefore, AcSEC concluded that all retained earnings after capital
transactions resulting from the demutualization should be reclassified, as of
the demutualization date, to capital stock and paid-in capital accounts for a
distribution-form demutualization.

.65 This SOP uses the term subscription-form demutualization to refer to
situations in which eligible policyholders receive only the right to purchase
stock in the insurance enterprise or its parent at terms essentially equivalent
to the terms offered to independent third parties. AcSEC believes that a
subscription-form demutualization is very similar to the kinds of demutualiza
tions that have taken place in the savings and loan industry. Consistent with
practice for those kinds of transactions that has not resulted in a reclassifica
tion of retained earnings, AcSEC concluded that a subscription-form demutu
alization does not, by itself, result in reclassification of retained earnings
because retained earnings are not being distributed.

.66 The process of demutualization or formation of an MIHC does not, by
itself, change the basis of accounting, and therefore there is no change in other
comprehensive income. As of the actuarial calculation date, the existing accu
mulated other comprehensive income may relate to items included in the
closed block. At the actuarial calculation date, existing accumulated other
comprehensive income items related to the closed block should be identified
and segregated in the financial records of the insurance enterprise. For exam
ple, unrealized investment gains and losses reflect the present value of the
difference between market interest rates and the stated interest rates of the
closed block fixed income securities or unrealized appreciation or depreciation
of closed block equity securities at the actuarial calculation date. As with all
such assets, the future contribution to earnings that will be recognized in the
financial statements associated with those assets will be based on their cost or
amortized cost. Therefore, existing unrealized investment gains and losses will
be part of net investment income or realized investment gains when realized.
Accordingly, the actuarial calculation of the earnings of the closed block should
be determined on the basis of cost or amortized cost of the invested assets at
the actuarial calculation date.

Accounting for the Dividends From a Stock Insurance Subsidiary
to an MIHC
.67 Subsequent to the formation of an MIHC and conversion of the
mutual insurer to a stock insurance company, the stock insurer’s board of
directors would be expected to declare and pay cash dividends to its stockhold
ers as deemed appropriate in view of the insurer’s operating results and capital
AICPA Technical Practice Aids

§10,810.67

20,754

Statements of Position

needs. The National Association of Insurance Commissioners’ whitepaper
titled Mutual Insurance Holding Company Reorganizations indicates that
states should “prohibit the MIHC from waiving dividends payable by its stock
subsidiaries to ensure that dividend earnings are received by the MIHC and
are therefore available to benefit its members.” For example, Iowa law protects
member interests in earnings distributions by assuring that the class of stock
held by the MIHC has dividend and other rights no less favorable than any
other class of stock. A dividend declared by a stock insurer (or its holding
company, or both) payable to its stockholders is a standard corporate capital
transaction and should be accounted for accordingly.

Accounting for a Distribution From an MIHC to Its Members
.68 Dividends or other distributions may be made to the MIHC by the
insurer or intermediate holding company. At some point, it is possible the
MIHC board of directors, with the concurrence of the insurance regulator, may
conclude that it is appropriate to distribute some portion of the MIHC’s
accumulated funds to or on behalf of the members. The form of this distribution
could be cash directly to the members or it could be in the form of policy credits,
additional policy benefits, or both, purchased by the MIHC from the subsidiary
insurance company.
.69 Membership interests are not securities under the federal securities
laws; the Uniform Commercial Code defines a security as an “obligation of an
issuer or a share, participation or other interest in an issuer or in property or
an enterprise of an issuer ... and which by its terms is divisible into a class or
series of shares, participations, interests or obligations. . . .” There is an
argument that because membership interests are not securities and have not
been unitized, members do not have “equity” interests. It is conceptually
difficult to argue that a distribution is a capital transaction when the recipient
does not have an equity interest. One might compare a member distribution
with a patronage refund made by a cooperative, which is a distribution of
allocated member-sourced earnings to members and is recorded as a capital
transaction. However, the same analogy could be made for policyholder divi
dends, which are accounted for as expenses.

.70 Some respondents to the exposure draft of the proposed SOP re
quested that AcSEC not provide guidance on MIHC distributions until the
related legal and tax issues have been more thoroughly examined. However,
AcSEC believes it is appropriate to provide conceptual guidance related to
MIHC distributions, which it believes should be applied to those transactions
so that they will be accounted for in accordance with their economic substance.
Because of the ongoing dual relationship of MIHC members as policyholders of
the insurance subsidiary, the distributions from the MIHC to its members,
whether made directly or through the purchase of contract benefits from its
insurance subsidiary, should be accounted for at fair value based on an evalu
ation of the specific facts and circumstances. AcSEC believes that the threshold
criteria that need to be present to constitute a capital transaction are the
following:
a.

The existence of substantive independent third-party stockholders in
the stock life insurance subsidiary or intermediate holding company

b.

An equivalence in the dividend from the MIHC to its members
relative to the dividends from the stock life subsidiary or intermedi
ate holding company

§10,810.68
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Until there are substantive independent third-party stockholders, a distribu
tion should not be accounted for as a capital transaction.

.71 MIHC distributions accounted for as dividends would have no impact
on the insurance company’s or intermediate holding company’s net income,
except to the extent the MIHC purchased policy credits and benefits from the
insurance company. If the purchase of policy credits and benefits were on the
same terms as available to third parties (considering the impact of lower or
nonexistent acquisition costs), the insurance company would account for the
policy credits and benefits in the same manner as for third-party transactions.

.72 MIHC distributions accounted for as policyholder dividends would
result in the insurance company reflecting a policyholder benefit expense for
the amount of the dividend distribution and a capital contribution from the
MIHC in an equal amount. The MIHC would reflect the amount of the distri
bution as a capital contribution to the insurance subsidiary.

Disclosures
.73 If the financial statements of the reporting entity include disclosures
for assets, liabilities, revenues, and expenses that are attributed to the closed
block in whole or in part, a determination shall be made about whether
disclosures of similar data for the closed block elements alone would be similar,
in all material respects, to that related to the financial statements of the
reporting entity. For example, depending on the debt securities included in the
closed block, the contractual maturity information disclosed as of the date of
the most recent statement of financial position presented as required by FASB
Statement No. 115, paragraph 20, may be materially consistent for closed block
assets to that presented for the reporting entity. For any such items where
disclosure related to the closed block item would not be consistent, in all
material respects, to that presented for the reporting entity, disclosure for the
particular closed block items should be presented separately.
.74 Several respondents to the exposure draft of the proposed SOP sug
gested that the disclosures, as illustrated in appendix A [paragraph .78], are
more extensive than necessary. AcSEC’s intention was to provide an illustra
tive reference for auditors and preparers of financial statements to become
familiar with the mechanics of the numbers involved in typical disclosures. The
level of detail in appendix A [paragraph .78] is not required but is intended to
be illustrative.

Effective Date and Transition
.75 AcSEC acknowledged the practical concerns, identified by a number
of respondents to the exposure draft of the proposed SOP, associated with
implementation of the transition provisions proposed in the exposure draft
that would have required restatement of all earlier financial statements pre
sented by insurance enterprises that had demutualized or formed an MIHC
prior to the issuance of this SOP. AcSEC believes that companies should
prepare the actuarial calculation as of the date of demutualization or formation
of an MIHC. In rare circumstances, it may not be practicable to prepare the
actuarial calculation as of such date because an enterprise demutualized
many years prior to January 1, 2001, and the information needed to prepare
the calculation as of such date is not available or to do so would be a time
consuming and expensive process; under those circumstances the calculation
may be prepared as of the beginning of the year of adoption of this SOP.
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.76 In those rare circumstances when it is not practicable, for insurance
enterprises that demutualized or formed an MIHC prior to January 1,2001, to
prepare the actuarial calculation as of the date of demutualization or formation
of an MIHC as described above, the actuarial calculation described in para
graph .16 is prepared as of the beginning of the year of adoption of this SOP.
In those circumstances, the SOP’s implementation will not result in restate
ment to recognize a policyholder dividend obligation and there will not be a
cumulative effect resulting from the implementation of this SOP.

.77 AcSEC concluded that for a demutualization or formation of an MIHC
that occurs after December 31, 2000, this SOP should be effective on the date
of the demutualization or formation of the MIHC. AcSEC also considered the
financial reporting for demutualizations or formations of an MIHC that oc
curred on or before December 31,2000. For those transactions, AcSEC believes
that improved reporting is needed as soon as practicable, and that the benefits
of comparability outweigh the costs and efforts of restatement of earlier periods
presented. Accordingly, AcSEC concluded that financial statements of earlier
periods presented should be restated to conform to the SOP’s provisions.
However, AcSEC notes that certain entities may not have readily available
information to comply with the provisions of paragraphs.16 and.17 of this SOP
for prior periods, and that entities that are engaged in the transactions covered
by this SOP may require modifications to their systems and procedures to
conform with the provisions of this SOP. To allow adequate time for implemen
tation, an entity that demutualized or formed an MIHC on or before December
31, 2000, should apply this SOP, with the exception of paragraph .18, retroac
tively through restatement or reclassification, as appropriate, of all previously
issued financial statements no later than the end of the fiscal year that begins
after December 15, 2000. AcSEC also concluded that a stock insurance enter
prise that has elected to adopt SOP 95-1 [section 10,650] and did not convert
from a mutual life insurance enterprise should apply the provisions of para
graphs 41 and 42 of FASB Statement No. 60 retroactively through restatement
of all previously issued financial statements no later than the end of the fiscal
year that begins after December 15,2000. However, the provision of paragraph
.18 of this SOP, to report expenses associated with a demutualization or
formation of an MIHC as a single line item within income from continuing
operations is effective upon issuance of this SOP. Accordingly, presentation of
those expenses presented in financial statements for any period presented for
comparative purposes should be restated, if necessary.
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Appendix A
Illustrative Guidance—Footnote Disclosure for the Closed Block
A.1. This Appendix provides specific examples that illustrate the disclosures
that this Statement ofPosition (SOP) requires and depicts the application ofcertain
principles of this SOP. The formats and level of detail, including the shaded areas,
in the illustrations are not requirements. The Accounting Standards Executive
Committee (AcSEC) encourages a format that provides the information in the most
understandable manner in the specific circumstances. Entities are not required to
display the disclosure information contained herein in the specific manner illus
trated. Alternative ways of disclosing the information are permissible as long as
the disclosure requirements of this SOP, as described in paragraphs .24 and .25,
are met. The following illustrations are for a single hypothetical insurance enter
prise, referred to as ABC Life Insurance Company.

Example Footnote Disclosures for the Closed Block
X. Policy Footnote (in Part) Related to the Demutualization
At the effective date (January XX, 20X1) of the Plan of Demutualization,
eligible policyholders received, in the aggregate, approximately $XX million of
cash, $XX million of policy credits, and XX million shares of common stock of
ABC Holding Company in exchange for their membership interests in ABC Life
Insurance Company. The demutualization was accounted for as a reorganiza
tion. Accordingly, ABC Life Insurance Company’s retained earnings at the Plan
Effective Date (net of the aforementioned cash payments and policy credits,
which were charged directly to retained earnings) were reclassified to common
stock and capital in excess of par.

Z. Closed Block
As of January XX, 20X1, ABC Life Insurance Company established a closed block
for the benefit of certain classes of individual participating policies for which ABC
Life Insurance Company had a dividend scale payable in 20X0 and that were in
force on January XX, 20X1. Assets were allocated to the closed block in an amount
that, together with anticipated revenues from policies included in the closed block,
was reasonably expected to be sufficient to support such business, including
provision for payment ofbenefits, certain expenses, and taxes, and for continuation
of dividend scales payable in 20X0, assuming experience underlying such scales
continues. Assets allocated to the closed block inure solely to the benefit of the
holders of the policies included in the closed block and will not revert to the benefit
of stockholders ofABC Life Insurance Company. No reallocation, transfer, borrow
ing, or lending of assets can be made between the closed block and other portions
of ABC Life Insurance Company’s general account, any of its separate accounts, or
any affiliate of ABC Life Insurance Company without the approval of the Z State
Insurance Department.

If, over time, the aggregate performance of the closed block assets and policies
is better than was assumed in funding the closed block, dividends to policyholders will be increased. If, over time, the aggregate performance of the closed
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block assets and policies is less favorable than was assumed in the funding,
dividends to policyholders could be reduced.
The assets and liabilities allocated to the closed block are recorded in ABC Life
Insurance Company’s financial statements on the same basis as other similar
assets and liabilities. The carrying amount of closed block liabilities in excess
of the carrying amount of closed block assets at the date of demutualization
(adjusted to eliminate the impact of related amounts in accumulated other
comprehensive income) represents the maximum future earnings from the
assets and liabilities designated to the closed block that can be recognized in
income over the period the policies in the closed block remain in force. ABC Life
Insurance Company has developed an actuarial calculation of the timing of such
maximum future stockholder earnings, and this is the basis of the policyholder
dividend obligation.
If actual cumulative earnings are greater than expected cumulative earnings,
only expected earnings will be recognized in income. Actual cumulative earn
ings in excess of expected cumulative earnings represents undistributed accu
mulated earnings attributable to policyholders, which are recorded as a
policyholder dividend obligation because the excess will be paid to closed block
policyholders as an additional policyholder dividend unless otherwise offset by
future performance of the closed block that is less favorable than originally
expected. If actual cumulative performance is less favorable than expected, only
actual earnings will be recognized in income.

The principal cash flow items that affect the amount of closed block assets and
liabilities are premiums, net investment income, purchases and sales of invest
ments, policyholders’ benefits, policyholder dividends, premium taxes, and
income taxes. The principal income and expense items excluded from the closed
block are management and maintenance expenses, commissions and net in
vestment income, and realized investment gains and losses of investment
assets outside the closed block that support the closed block business, all of
which enter into the determination of total gross margins of closed block polices
for the purpose of the amortization of deferred acquisition costs. The amounts
shown in the following tables for assets, liabilities, revenues, and expenses of
the closed block are those that enter into the determination of amounts that
are to be paid to policyholders.
Summarized financial information for the closed block follows (in millions):

The shaded information is intended to depict the application of the
principles of this SOP, and does not represent required disclosure.

[Table follows.]
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Closed block liabilities:
Future policy benefits and
policyholder account balances
Policyholder dividends payable
Policyholder dividend obligation

Other closed block liabilities
Total closed block liabilities

Assets designated to the closed block:
Fixed maturities:
Held to maturity, at amortized cost
(estimated fair value, 20X2, $275;
20X1, $319)
Available for sale, at estimated fair
value (amortized cost, 20X2, $3,809;
20X1, $3,502)
Equity securities, at estimated fair value
Mortgage loans on real estate
Policy loans
Real estate
Short-term investments
Cash and cash equivalents
Other closed block assets
Total closed block assets

Excess of reported closed block
liabilities over assets designated
to the closed block
Portion of above representing other
comprehensive income
— increase in unrealized appreciation
— increase in policyholder dividend
obligation
Total

Maximum future earnings to be recognized
from closed block assets and liabilities

December
31, 20X2

20X2 *
Activity

December
31,20X1

$8903
88
163

$ (8)B

$8911
88
80

93 E
(10)C

12
9166

12

75

289

4001
202
1273
1766
105
62
119
76

9091

289

307 D
93 E
(307)D

82 A

3601
202
1580
1766
105
62
37
76

7893

175

7718

1273

(100)

1373

192

93

(93)

99
$1372

99

(93)

____ 0

$(100)

99
$1472

Assumed 20X2 activity for assets and liabilities (similarly identified in statement of operations
as applicable):
A items are assumed settled in cash, with net impact reflected in “Cash and cash equivalents.”
B and C are given effect in their respective balance sheet accounts.
D represents the assumed sale of mortgage loans at book value and reinvestment of the proceeds
in available-for-sale fixed maturities.
E represents the increase in unrealized appreciation on available-for-sale securities held at both
December 31,20X1 and December 31,20X2. It is assumed that there are no related taxes and that
the available-for-sale fixed maturities sold (see above) had fair value equal to book value both at
December 31, 20X1, and when sold.
It is further assumed that the unrealized appreciation at December 31, 20X1, is equal to that at
the date of demutualization. Unrealized appreciation that arises since the date of demutualization
is to be included in the determination of the policyholder dividend obligation.
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Change in Policyholder Dividend Obligation:

December
31, 20X2

December
31, 20X1

Balance at beginning of year
Impact on net income before income taxes
Unrealized investment gains (losses)

$ 80
(10)
93

$ 0
5
75

Balance at end of year

$163

$80

Change in Other Comprehensive Income:
December
31, 20X2

Change
for 20X2

December
31, 20X1

Fixed maturities available for sale:
Fair value
Amortized cost

$4001
3809

$400
307 D

$3601
3502

Unrealized appreciation

$ 192

$ 93E

$

20X2

99

20X1

Closed Block Operations:
Closed block revenues:
Premiums
Net investment income
Realized investment gains (losses)
Other closed block revenues

$ 303 A
205 A
(2)A
_____ 5 A

Total closed block revenues

511

548

$ 318
215
10
_____ 5

Closed block benefits and expenses:
Policyholder benefits
Change in policyholder benefits and interest
credited to policyholder account balances
Dividends to policyholders
Change in policyholder dividend obligation
Other closed block expenses

402 A

376

(8)B
8 A
(10)C
____ 10 A

17
8
5
____ 10

Total closed block benefits and expenses

402

416

Closed block revenues, net of closed block
benefits and expenses, before income taxes
Income taxes

109
_____ 9 A

132
____ 10

Closed block revenues, net of closed block
benefits and expenses and income taxes

$ 100

$ 122

Maximum future earnings from closed block
assets and liabilities:
Beginning of year
End of year

$1,472
1,372

$1,594
1,472

$ (100)

$ (122)

Change during the year
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Appendix B
Illustrations for Accounting for Closed Block Business
B.l. The accompanying schedules illustrate the accounting for closed block
business (meaning those assets and liabilities both inside and outside of the
closed block that relate to or support the closed block policies) after the
demutualization date. The illustrations display the computations involved in
(a) determining the amount of the policyholder dividend obligation (PDO) (b)
deriving estimated gross margins (EGM) for purposes of amortizing deferred
acquisition costs (DAC) and (c) revising EGM as actual experience emerges.

B.2. To simplify the example, the illustrations assume the closed block has
not been funded for income taxes. In practice, the closed block may or may not
be funded for income taxes. If the closed block is funded for income taxes, the
actuarial calculation would be constructed on a post-tax basis. However, for the
purpose of determining PDO and EGM, pretax amounts should be used.
Generally, this would be accomplished by converting post-tax actuarial calcu
lation values to corresponding pretax values for purposes of determining EGM
and PDO amounts. If the closed block is funded for income taxes, a change in
income tax rates would result in an experience gain or loss that would affect
closed block cash flows and, therefore, estimated gross margins and amortiza
tion of deferred acquisition costs.
B.3. Schedule 1 is the illustration of the computation of estimated gross
margins that appears in schedule 1 of appendix A, “Illustration of Computation
of Gross Margins,” of Statement of Position 95-1, Accounting for Certain
Insurance Activities of Mutual Life Insurance Enterprises [section 10,650.63].
This schedule illustrates the projection of the estimated gross margins of the
closed block business. The closed block business is assumed to be written in
year 1, with demutualization occurring at the end of year 5.

B.4. Schedule 2 illustrates the contribution to the EGM in Schedule 1 from
the closed block (meaning, those assets and liabilities actually included in the
closed block). As discussed more fully in paragraph .15 of this Statement of
Position, this schedule is based on the actuarial calculation for the closed block
developed at the demutualization date and represents the expected changes in
the net closed block liability (closed block deficit) over the life of the closed block.
The data in this schedule will be compared to actual results throughout the life
of the closed block to determine the need for a PDO (as illustrated in footnote
X). Schedule 2 depicts an increase in interest rates in year 6 from 8.5 percent
to 9.5 percent, which results in the board of directors increasing dividends in
years 7 through 10. All other assumptions are held constant.

B.5. Schedule 3 illustrates the closed block business EGM contribution
associated with the assets and liabilities outside of the closed block. Schedule
3 also shows the total EGM’s used to amortize DAC for the closed block
business. Those EGMs differ from those shown in schedule 1 based on the
emergence of actual experience in year 6 and the creation of the PDO.
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(b)

(a )

(c)

$ 210,000 $
0 $ 16,244
184,611
10,719
14,280
169,621
19,994
13,120
155,763
27,955
12,048
142,990
34,735
11,060
131,222
40,440
10,150
124,333
46,665
9,617
117,768
52,317
9,109
111,526
57,417
8,627
105,582
61,982
8,167
779,517
760,283
60,296
589,392
1,222,685
45,589
$2,822,325 $2,335,192
$218,307

Interest
on NLPR

Premium
(f)

(e)

(d)

(g)

(Increase)
Decrease
in NLPR

(9,000) $
0
$ (18,900) $(126,103)
(10,549)
0
(16,615)
(109,116)
(13,731)
(7,148)
(15,266)
(93,669)
(14,835)
(14,984)
(14,019)
(79,754)
(15,661)
(21,760)
(12,869)
(67,117)
(15,622)
(17,237)
(11,810)
(73,236)
(16,578)
(20,989)
(11,190)
(66,499)
(16,824)
(24,427)
(10,599)
(60,005)
(17,526)
(27,566)
(10,037)
(53,706)
(18,603)
(30,406)
(9,502)
(47,485)
(311,112)
(398,831)
(70,157) (162,077)
(1,187,632)
(686,079)
(53,041)
938,767
$(1,647,673 ) $(1,249,427 ) $(254,005) $_______(0)

$

Recurring
Expenses
Incurred

Surrender
Benefits
Incurred

Death
Benefits
Incurred
(i)

(h)

(18,857)
(21,399)
(24,230)
(26,574)
(28,509)
(30,043)
(32,301)
(34,367)
(36,230)
(37,915)
(424,092)
(669,668)
$(1,384,185 )

Revised
Gross
Profit at
Year 2

$ 53,384
$ 53,384
51,931
50,546
48,691
47,419
45,600
44,432
42,869
41,797
33,864
32,880
33,058
32,126
32,972
32,089
32,505
31,669
31,820
31,028
233,827
227,980
200,013
195,591
$840,534 $820,941
$371,261
$362,945

Dividends
Incurred

$

Postdividend
Gross
Margins

This schedule is taken from SOP 95-1, appendix A “Illustration o f Computation o f Gross Margins” [section 10,650.63].

Statements of Position

*

Explanation of columns:
(a) Gross premiums.
(6) Interest, at 8.5 percent earned rate, on net level premium reserve (NLPR) at the end of the previous year. The NLPR is based on guaranteed
mortality and the dividend fund interest rate.
(c) Interest, at the 8.5 percent earned rate, on current-year cash flow. This illustration assumes premiums are received, and all expenses incurred,
at the start of the year. This illustration assumes death benefits, surrender benefits, and dividends are all at the end of the year.
(d) Death benefits, not reduced by related NLPR.
(e) Surrender benefits, not reduced by related NLPR.
(f) Recurring expenses not included in capitalized acquisition costs.
(g) Net decrease (increase) in aggregate NLPR in the year.
(h) Policyholder dividends for the year.
(i) Sum of (a) through (h) inclusive.

Present values at an earned rate of 8.5 percent:

Total

11-20
21-55

10

8
9

5
6
7

2
3
4

1

Year

Interest
on
Current
Activity

Schedule 1— Computation of Estimated Gross Margins*

20,762
5-01
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$ 131,222

124,333
117,768
111,526
105,582
779,517
589,392

$1,959,340

6

7

11-20
21-55

Total
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17,839
24,819
31,298
37,266
585,648
1,103,633

$1,811,703

$

(b)
n/a
11,200

$167,856

$ 12,466
10,568
10,010
9,480
8,974
66,259
50,099

(c)
n/a

Interest
on
Current
Activity

$(1,583,897)

(15,622)
(16,578)
(16,824)
(17,526)
(18,603)
(311,112)
(1,187,632 )

$

n/a

(d)

Death
Benefits
Incurred

(17,237)
(20,989)
(24,427)
(27,566)
(30,406)
(398,831)
(686,079 )

$(1,205,535 )

$

_$______ 0

(g)

(475,759)
$ (73,236)
(66,499)
(60,005)
(53,706)
(47,485)
(162,077)
938,767)

(e)

(Increase)
Decrease
in NLPR

n/a

Surrender
Benefits
Incurred

(30,043)
(33,061)
(35,127)
(36,990)
(38,675)
(424,092)
(669,668 )

$(1,267,656 )

$

n/a

(h)

Dividends
Incurred

$ 2,491

$18,750
$16,259

$357,569

(0)

$357,569

0
0
$

135,312
138,512

$(2,491)
549
595
646
701

(k)

Closed
Block Initial
Estimated
Gross
Margin

n/a
$ 16,259
16,162
16,809
17,161
17,354

(j)

n/a

(i)

n/a
$ 18,750
15,613
16,214
16,515
16,653
135,312
138,512

Estimated
Gross
Margin

(Increase)/
Decrease in
Policyholder
Dividend
Obligation

(g.) (475,759) represents the cumulative (increase) decrease in net level premium reserve (NLPR) reported in Schedule 1, column (g) for years one to five
(j.) PDO as of end of last year minus PDO as of end of current year
(k.) (i) + (j)

Notes:

4) Shaded figures indicate differences from the example shown in Schedule 1.

= PDO at Measurement Date

- Initial Actuarial Calculation

Actual as of Measurement Date

1) Example assumes demutualization begins in year six.
2) Expenses assumed to be excluded from the closed block.
3) Closed Block policyholder dividend obligation (PDO) Calculation * Cumulative Closed Block EGM:

Remarks:

8
9
10

n/a

(a)

Premium

1-5

Year

Interest
on Closed
Block
Assets

Schedule 2 — Closed Block Components
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(i)

Recurring
Expenses
Incurred

$(15,107 )

(4,510 )
$(176,336 )

(53,041)

n/a
n/a
$ (1,122) $ (11,810)
(951)
(11,190)
(901)
(10,599)
(853)
(10,037)
(807)
(9,502)
(5,963)
(70,157)

(f)

Interest
on
Current
Activity

$243,957

16,896
16,163
15,344
14,467
98,515
61,501

$ 21,066

n/a

(k)

EGM

Open
Block

$357,569

135,312
138,512

17,354

16,162
16,809
17,161

n/a
$ 16,259

(l)

Closed
Block
EGM
Total

$178,164
$241,500

$843,994

$ 63,336
$ 9,409
7,263
7,854
8,248
8,535
66,591
70,265

DAC
Amortization

$601,520

$242,474
$ 37,324
33,058
32,972
32,505
31,821
233,827
200,013

(m)

EGM

current year.

(l.) (i) + (k)
(m.) Deferred acquisition costs (DAC) balance as of end of prior year minus DAC balance as of end of

Notes:

Grand Total

6-55

Total Year

$435,395

29,037
27,663
26,234
24,776
174,635
119,052

7
8
9
10

11-20
21-55

n/a
$ 33,998

6

(b)(c)

Assets

1-5

Year

Interest
on Open
Block

Schedule 3— Open Block Components

20,764
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Glossary
Actuarial Calculation. The periodic expected changes in the net closed block
liability (on a generally accepted accounting principles basis), which is
after the elimination of the effect of applicable items of other comprehen
sive income. The amortization of deferred acquisition costs is not a compo
nent of the actuarial calculation because deferred acquisition costs are not
a closed block asset.

Actuarial Calculation Date. The date as of which the actuarial calculation is
performed, which is as of the date of demutualization or formation of a
mutual insurance holding company (MIHC) or, if not practicable for insur
ance enterprises that demutualized or formed an MIHC prior to January
1, 2001, as of the beginning of the year of adoption of this Statement of
Position.

Carrying Amount. The amount of an item as displayed in the financial
statements.

Closed Block. A mechanism to preserve (over time) the reasonable dividend
expectations of individual policyholders with individual life, health, or
annuity policies for which dividends are currently being paid or are
expected to be paid under the current dividend scale. A closed block
comprises a defined, limited group of policies and a defined set of assets,
and is governed by a set of operating rules.

Date of Demutualization. The date the plan ofreorganization becomes effective.
Deferred Acquisition Costs (DAC). Costs incurred in the acquisition of new
and renewal insurance contracts. Acquisition costs include those costs that
vary with and are primarily related to the acquisition of insurance con
tracts (for example, agent and broker commissions, certain underwriting
and policy issue costs, and medical and inspection fees).

Demutualization. The conversion of a mutual insurance enterprise to a stock
insurance enterprise.

Dividend Scales. The actuarial formulas used by life insurance companies to
determine amounts payable as dividends on participating policies based
on experience factors relating, among other things, to investment results,
mortality, lapse rates, expenses, premium taxes and policy loan interest.

Fair and Equitable. The term fair and equitable is generally the terminology
used in the demutualization or mutual insurance holding company state
regulation to describe how the allocation of consideration to eligible poli
cyholders should be determined.

In Force. Generally, policies and contracts written and recorded on the books
of an insurance carrier that are unexpired as of a given date.

Lapse Rate. The rate at which insurance contracts terminate through failure
of the insureds to continue required premium payments. The lapse rate
may also be considered a rate of non-persistence. It is usually expressed as
a ratio of the number of contracts that terminated by reason of failure of
insureds to make premium payments during a given period, to the total
number of contracts at the beginning of the period from which those lapses
occurred.
AICPA Technical Practice Aids

§10,810.80

20,766

Statements of Position

Mortality. The relative incidence of death in a given time or place.
Net Closed Block Liability. The carrying amount of closed block liabilities in
excess of the carrying amount of closed block assets each adjusted to
eliminate the impact of related amounts in accumulated other comprehen
sive income at the actuarial calculation date. Deferred acquisition costs are
not assets of the closed block.

Nonparticipating Insurance Contracts. Insurance contracts that are not en
titled to dividends. Usually issued by a stock life insurance entity at
premium rates that are usually lower than those charged where dividends
are payable. Mutual entities may issue nonparticipating contracts.

Participating Insurance Contracts. Insurance in which the contractholder
is entitled to share in the entity’s earnings through dividends that reflect
the difference between premium charged and the actual experience.

Persistency. Percentage of life insurance policies or annuity contracts remain
ing in force between measurement dates.

Plan of Demutualization. The plan of reorganization (including all exhibits
and schedules thereto), as it may be amended from time to time, which is
adopted by the board of directors of the demutualizing company, pursuant
to which the company demutualizes.

Policy Credits. Additional values applied to a policy through dividends, in
creases in fund values, accumulation values or accumulation account
values or extensions of coverages.

Statutory. An other comprehensive basis of accounting principles required by
statute, regulation, or rule, or permitted by specific approval, that an
insurance enterprise is required to follow when submitting its financial
statements to state insurance departments.

§10,810.80
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Statement of Position 01-1
Amendment to Scope of Statement of
Position 95-2, Financial Reporting by
Nonpublic Investment Partnerships, to
Include Commodity Pools
March 27,2001
NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting. Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, identifies AICPA Statements of Position that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category b of the hierarchy of generally accepted accounting principles
that it establishes. AICPA members should consider the accounting principles in this
Statement of Position if a different accounting treatment of a transaction or event is
not specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified by
the Statement of Position should be used, or the member should be prepared to justify
a conclusion that another treatment better presents the substance of the transaction
in the circumstances.

Summary
This Statement of Position (SOP) amends SOP 95-2, Financial Reporting by
Nonpublic Investment Partnerships [section 10,660], to include within the scope
of SOP 95-2 [section 10,660] investment partnerships that are commodity pools
subject to regulation under the Commodity Exchange Act of 1974.

Foreword
The accounting guidance contained in this document has been cleared by the
Financial Accounting Standards Board (FASB). The procedure for clearing
accounting guidance in documents issued by the Accounting Standards Execu
tive Committee (AcSEC) involves the FASB reviewing and discussing in public
board meetings (1) a prospectus for a project to develop a document, (2) a
proposed exposure draft that has been approved by at least ten of AcSEC’s
fifteen members, and (3) a proposed final document that has been approved by
at least ten of AcSEC’s fifteen members. The document is cleared if at least five
of the seven FASB members do not object to AcSEC undertaking the project,
issuing the proposed exposure draft or, after considering the input received by
AcSEC as a result of the issuance of the exposure draft, issuing the final
document.
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The criteria applied by the FASB in its review of proposed projects and proposed
documents include the following.

1.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in special
ized industry accounting, and the proposal adequately justifies the
departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of
applying it.

In many situations, prior to clearance, the FASB will propose suggestions, a
number of which are included in the documents.

Introduction and Background
.01 Statement of Position (SOP) 95-2, Financial Reporting by Nonpublic
Investment Partnerships [section 10,660], requires that nonpublic investment
partnerships present the following:

a.

A condensed schedule of investments

b.

A statement of operations in accordance with the provisions of the
Audit and Accounting Guide Audits of Investment Companies (In
vestment Companies Guide)

c.

Management fees and disclosure of the calculation of management fees

Nevertheless, paragraph 5(b) of SOP 95-2 excludes from its scope “investment
partnerships that are commodity pools subject to regulation under the Com
modity Exchange Act of 1974.”

.02 Paragraph 5 of SOP 95-2 says that investment partnerships excluded
from the scope of SOP 95-2 [section 10,660] should comply with the financial
reporting requirements of the AICPA Audit and Accounting Guides applicable
to those entities. Footnote 1 of SOP 95-2 says that the then-current Audit and
Accounting Guide Audits of Brokers and Dealers in Securities (the BrokerDealer Guide) specified requirements for commodity pools1 but adds that the
Broker-Dealer Guide was being revised and that a forthcoming Guide that
would apply to commodity pools was being prepared for comment.
.03 The revised Broker-Dealer Guide does not provide financial reporting
requirements for commodity pools because the Accounting Standards Execu
tive Committee (AcSEC) expected at the time the Broker-Dealer Guide was
being prepared that it would issue a separate Guide for commodity pools.
.04 AcSEC did not issue a separate Guide for commodity pools. Instead,
the AICPA issued a nonauthoritative Practice Aid entitled Audits of Futures
Commission Merchants, Introducing Brokers, and Commodity Pools. There
fore, AcSEC decided to develop an authoritative standard to address whether
SOP 95-2 [section 10,660] should apply to investment partnerships that are
commodity pools subject to regulation under the Commodity Exchange Act of1974.
1 Part 4 of the Commodity Futures Trading Commission Regulations defines pool as any invest
ment trust, syndicate, or similar form of enterprise operated for the purpose of trading commodity
interests.
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.05 AcSEC issued an exposure draft of a proposed SOP, Amendment to
Scope of Statement of Position 95-2, Financial Reporting by Nonpublic Invest
ment Partnerships, to Include Commodity Pools, on August 15, 2000. AcSEC
received four comment letters in response to the exposure draft. See the section
entitled “Basis for Conclusions” for a discussion of AcSEC’s response to the
comment letters received.

Scope
.06 This SOP applies to investment partnerships that are commodity
pools subject to regulation under the Commodity Exchange Act of 1974.

Conclusions
.07 Paragraph 5(b) of SOP 95-2 is deleted. Therefore, SOP 95-2 [section
10,660] applies to investment partnerships that are commodity pools subject
to regulation under the Commodity Exchange Act of 1974.
.08 Paragraph 5 of SOP 95-2 is replaced in its entirety with the following.
This SOP applies to investment partnerships that are exempt from SEC
registration under the Investment Company Act of 1940 and defined as invest
ment companies in the Guide, with one exception.1 This SOP does not apply
to investment partnerships that are brokers and dealers in securities subject
to regulation under the Securities Exchange Act of 1934 (registered broker
dealers) and that manage funds only for those who are officers, directors, or
employees of the general partner. Investment partnerships identified in the
previous sentence as being exempt from the scope of this SOP should comply
with the financial reporting requirements in the AICPA Audit and Accounting
Guide Brokers and Dealers in Securities.
Investment partnerships that are SEC registrants must comply with the
financial statement reporting requirements as set forth in the Guide and as
required by Articles 6 and 12 of the SEC’s Regulation S-X.
1 Investment partnerships that are commodity pools subject to regulation
by the Commodity Futures Trading Commission (CFTC) should also comply
with the financial statement reporting requirements of Part 4 of the CFTC
Regulations.

Effective Date
.09 This SOP is effective for financial statements issued for periods
ending after December 15, 2001. Earlier application is encouraged.

The provisions of this Statement need
not be applied to immaterial items.

Basis for Conclusions
.10 Prior to this SOP, existing authoritative literature did not require
certain commodity pools to make disclosures that some, including AcSEC,
believe are important and useful. As noted in a comment letter from the
Commodity Futures Trading Commission (CFTC) on the September 1998
exposure draft of the Investment Companies Guide, the annual reports of
many commodity pools do not contain condensed schedules of investments. A
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commodity pool operator could elect to become subject to the Commodity
Exchange Act of 1974 without having to trade commodities, and thus was able
to exclude itself from the scope of SOP 95-2 [section 10,660]. Therefore, two
pools with similar operations and investment portfolios could have had differ
ent disclosures in the financial statements if one was subject to CFTC regula
tion and the other was not.

.11 The exclusion of certain commodity pools from the scope of SOP 95-2
[section 10,660] is a consequence of AcSEC’s original intent to issue a separate
Audit and Accounting Guide for those entities. AcSEC believes that SOP 95-2
[section 10,660] requires the disclosure of important and useful information
and that commodity pools subject to regulation under the Commodity Ex
change Act of 1974 should disclose that information. AcSEC determined that
there was no compelling reason to continue to exempt those entities from the
scope of SOP 95-2 [section 10,660]. Further, AcSEC believes that this SOP
should help improve the transparency and comparability of financial statement
disclosures made by commodity pools, hedge funds, and other kinds of funds.
.12 AcSEC considered the views of commentators on the September 1993
exposure draft of the proposed SOP, Financial Reporting for Investment Part
nerships (which resulted in the issuance of SOP 95-2 [section 10,660]), and the
August 15, 2000, exposure draft of this SOP. Certain commentators recom
mended that investment partnerships registered with the CFTC as commodity
pool operators be exempt from the scope of SOP 95-2 [section 10,660]. A
number of those views are summarized and discussed in appendix B of SOP
95-2 [section 10,660.24], which describes comments received on the exposure
draft of that SOP.
.13 Among the views expressed by commentators on the September 1993
exposure draft was that a condensed schedule of investments (as required by
paragraph 10 of SOP 95-2 [section 10,660.11]) may not be meaningful and may
even be misleading because of the frequent turnover of most commodity
portfolios. That is, investments held at the date of the balance sheet may not
represent trading strategies used during the past year or that will be used in
the coming year.
.14 In addition, some believe that a condensed schedule of investments,
which may include investments in derivative instruments, may not convey the
risks associated with derivative investments.

.15 While concluding to no longer exempt commodity pools subject to
regulation under Commodity Exchange Act of 1974 from the scope of SOP 95-2
[section 10,660], AcSEC agrees that many commodity portfolios turn over
frequently. However, AcSEC believes that a schedule of investments is none
theless useful. For example, AcSEC understands that hedge funds held large
derivative positions via over-the-counter trades in the summer and fall of 1998
and that some time elapsed before the funds could unwind those positions
during the Asian liquidity crisis in 1998. AcSEC believes that presentations of
condensed schedules of investments by hedge funds would have helped users
to better assess their investments in such funds.
.16 An attempt to improve disclosures of derivative investments to better
convey the risks associated with those investments is beyond the scope of this
SOP. In addition, commodity pools are subject to the provisions of chapter 7 of
the Investment Companies Guide, which provides guidance on the disclosure
of futures and forwards investments, and Financial Accounting Standards
Board (FASB) Statement of Financial Accounting Standards No. 133, Account
ing for Derivative Instruments and Hedging Activities.

§10,820.11
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.17 Some believe that disclosure of a condensed schedule of investments
could result in competitive harm because that information is proprietary and
akin to trade secrets in other industries. They believe that competitors could
mimic a partnership’s trading strategies or devise strategies to profit at the
expense of the partnership, such as in a short squeeze. Although AcSEC
recognizes the need to balance a fair presentation with protection of proprie
tary information, complete confidentiality of investments is not a compelling
reason for excluding information on material items from financial statements.
AcSEC acknowledges that disclosure can produce certain detriments, but
AcSEC believes that the need for adequate disclosure outweighs the possibility
of negative results. Furthermore, as noted by several respondents to the
exposure draft of SOP 95-2 [section 10,660], although the disclosure of invest
ment positions may be detrimental to a number of funds that have material short
positions outstanding at a reporting date, many such positions will have expired
or will have been covered before the availability of the financial statements.

.18 AcSEC believes that reporting basic information about investments is
vital for a fair presentation of commodity pools’ financial statements. AcSEC
notes that paragraph 10(b) of SOP 95-2 [section 10,660.11b] requires identifi
cation of only those individual investments constituting more than 5 percent
of net assets; all other investments are categorized in accordance with para
graph 10(a) of SOP 95-2 [section 10,660.11a]. In addition, AcSEC notes that
funds outside the scope of SOP 95-2 [section 10,660] are required to disclose
individual investments that constitute more than 1 percent of net assets.
.19 Two respondents to the August 15,2000, exposure draft propose that
in lieu of identifying a fund-of-funds’ individual investments (in other funds)
constituting more than 5 percent of net assets, a pool should disclose other
information, such as the size of each investment, the gross fees paid, net profit
or loss, a description of the trading strategy, and terms of liquidity. The
respondents note that, under their proposed approach, a pool would not be
required to disclose the names of funds for which it has a greater than 5 percent
investment. The respondents believe that disclosing the name of a pool’s
investee funds could harm the pool as potential investors might invest directly
with the pool’s investee funds instead of with the pool.
.20 AcSEC believes that a fund-of-funds should disclose the name of
investee funds that constitute more than 5 percent of the net assets of the
fund-of-funds because a fund name allows an investor to access information
about the fund, such as its trading strategy. In addition, AcSEC notes that
fund-of-funds not subject to SOP 95-2 [section 10,660], as amended, are re
quired by the Investment Companies Guide to disclose the name of the investee
funds that meet the criteria of that Guide. This SOP does not require disclosure
to any greater extent than what other investment partnerships are required to
disclose.

.21 One respondent to the August 15, 2000, exposure draft believes that
this SOP will result in increased diversity in financial reporting because
managers of commodity pools may (a) move their businesses outside the
United States to avoid reporting under generally accepted accounting princi
ples (U.S. GAAP) or (6) accept qualified opinions from the pools’ auditors for
not complying with the provisions of this SOP.
.22 AcSEC notes that two main considerations in the development of
financial reporting standards by U.S. standard setters are the usefulness of
financial statements to owners and other general purpose users, and the
comparability of financial information reported by those entities that comply
AICPA Technical Practice Aids
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with U.S. GAAP. As noted above, AcSEC believes that the disclosures required
by this SOP are useful to investors and others. AcSEC could find no compelling
reason for commodity pools subject to regulation under the Commodity Ex
change Act of 1974 to present different information than other nonpublic
investment partnerships.

.23 Two respondents to the August 15, 2000, exposure draft believe that
the final SOP should increase the percentage threshold of disclosing a fund-offunds’ investment in investee funds from greater than 5 percent of net assets
to 10 percent of net assets. The respondents cite a January 19,2000, letter from
the CFTC to commodity pool operators, which requests that a fund-of-funds
disclose investments in investee funds that are greater than or equal to 10
percent of the pool’s net assets.
.24 AcSEC understands that the CFTC based its disclosure requirement
on an existing rule that defines “material investee pool.” AcSEC also under
stands that the CFTC rule related to material investee pools is broader than
CFTC disclosure requirements for annual reports. Further, AcSEC under
stands that the January 19, 2000, letter from the CFTC does not attempt to
portray concentrations of investments, which is the intent of paragraph 10 of
SOP 95-2 [section 10,660.11]. AcSEC continues to believe that the greater than
5-percent threshold in SOP 95-2 [section 10,660] is a useful disclosure.

§10,820.23
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Statement of Position 01-2
Accounting and Reporting by Health and
Welfare Benefit Plans
April 20,2001

NOTE
Statements of Position on accounting issues present the conclusions of at least
two-thirds of the Accounting Standards Executive Committee, which is the senior
technical body of the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting. Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, identifies AICPA Statements of Position that have been cleared by the
Financial Accounting Standards Board as sources of established accounting
principles in category b of the hierarchy of generally accepted accounting principles
that it establishes. AICPA members should consider the accounting principles in this
Statement of Position if a different accounting treatment of a transaction or event is
not specified by a pronouncement covered by Rule 203 of the AICPA Code of
Professional Conduct. In such circumstances, the accounting treatment specified by
the Statement of Position should be used, or the member should be prepared to justify
a conclusion that another treatment better presents the substance of the transaction
in the circumstances.

Summary
This Statement of Position (SOP) amends chapter 4 of the AICPA Audit and
Accounting Guide Audits ofEmployee Benefit Plans (the Guide), and SOP 92-6,
Accounting and Reporting by Health and Welfare Benefit Plans [section 10,530].

This SOP—

1.

Specifies the presentation requirements for benefit obligations
information.

2.

Requires disclosure of information about retirees’ relative share of
the plan’s estimated cost of providing postretirement benefits.

3.

Clarifies the measurement date for benefit obligations.

4.

Establishes standards of financial accounting and reporting for
postemployment benefits provided by health and welfare benefit
plans.

5.

Requires disclosure of the discount rate used for measuring the plan’s
obligation for postemployment benefits.

6.

Requires the identification of investments representing 5 percent or
more of the net assets available for benefits.
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This SOP is effective for financial statements for plan years beginning after
December 15, 2000, with earlier application encouraged. Financial statements
presented for prior plan years are required to be restated to comply with the
provisions of this SOP.

Foreword
The Financial Accounting Standards Board (FASB) has cleared the accounting
guidance contained in this document. The procedure for clearing accounting
guidance in documents issued by the Accounting Standards Executive Commit
tee (AcSEC) involves the FASB reviewing and discussing the following in public
board meetings:
•

A prospectus for a project to develop a document

•

A proposed exposure draft that has been approved by at least ten of
AcSEC’s fifteen members

•

A proposed final document that has been approved by at least ten of
AcSEC’s fifteen members

The document is cleared if five of the seven FASB members do not object to
AcSEC undertaking the project, issuing the proposed exposure draft, or after
considering the input received by AcSEC as a result of the issuance of the
exposure draft, issuing the final document.
The criteria applied by the FASB in its review of proposed projects and proposed
documents include the following:

1.

The proposal does not conflict with current or proposed accounting
requirements, unless it is a limited circumstance, usually in special
ized industry accounting, and the proposal adequately justifies the
departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of
applying it.

In a number of situations, before clearance, the FASB will propose suggestions,
many of which are included in the documents.

Introduction
.0 1 The AICPA Audit and Accounting Guide Audits of Employee Benefit
Plans (the Guide) provides guidance to preparers and auditors of financial
statements of employee benefit plans, including defined benefit pension plans,
defined contribution pension plans, and both defined benefit and defined
contribution health and welfare benefit plans.
.0 2 In August 1992, the AICPA issued Statement of Position (SOP) No.
92-6, Accounting and Reporting by Health and Welfare Benefit Plans [section
10,5301, primarily to update the Guide to apply certain concepts of Financial
Accounting Standards Board (FASB) Statement of Financial Accounting
Standards No. 106, Employers’ Accounting for Postretirement Benefits Other
Than Pensions, to health and welfare benefit plans. SOP 92-6 [section 10,530]
has been incorporated into the Guide as chapter 4.

§10,830.01
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.03 Many employers have continued to amend their postretirement
health and welfare benefit plans to reduce benefits provided, to introduce or
increase cost-sharing arrangements, or both, creating the need for more rele
vant information about how the plan’s costs are shared. Also, since SOP 92-6
[section 10,530] was issued there has been diversity in practice in implement
ing a number of its requirements, including the measurement date for benefit
obligations. In addition, preparers and others have questioned the restrictive
nature of some of the presentation requirements of SOP 92-6 [section 10,530]
and the adequacy of certain disclosure requirements.
.04 In November 1992, FASB Statement No. 112, Employers’ Accounting
for Postemployment Benefits, was issued, establishing standards of financial
accounting and reporting by employers for certain postemployment benefits
provided to former or inactive employees after employment but before retire
ment. Benefits provided may include salary continuation, supplemental unem
ployment benefits, severance, disability-related job training and counseling,
and continuation of health care and life insurance. SOP 92-6 [section 10,530]
contains only limited accounting and reporting guidance related to postem
ployment benefits provided by health and welfare benefit plans (principally
only accumulated eligibility credits).

.05 This SOP amends the Guide and SOP 92-6 [section 10,530] to provide
accounting and reporting guidance for health and welfare benefit plans in the
following areas:
a.

Presentation of benefit obligations information

b.

Accounting for and reporting of postemployment benefit obligations

c.

Measurement date for benefit obligations

d.

Disclosure of information about retirees’ relative share of the plan’s
estimated cost of providing postretirement benefits

e.

Disclosure of discount rate used for measuring the plan’s obligation
for postemployment benefits

f.

Disclosure of investments representing 5 percent or more of the net
assets available for benefits.

.0 6 SOP 92-6 [section 10,530] currently provides guidance in a number of
those areas. However, certain aspects of that guidance require clarification.
This SOP, which provides additional guidance on accounting and reporting by
health and welfare benefit plans, adopts certain measurement concepts of
FASB Statement No. 112, which applies to employer accounting for postem
ployment benefits. Terminology used in discussing postemployment benefits in
this SOP is intended to follow that in FASB Statement No. 112.

Scope
.0 7 This SOP applies to all health and welfare benefit plans, including
single-employer, multiple-employer, and multiemployer sponsored plans, as
described in paragraphs 1 through 4 of SOP 92-6 [section 10,530.01-.04] (as
amended1) and paragraphs 4.01 through 4.04 of the Guide.
1 The original paragraphs of Statement of Position (SOP) 92-6, Accounting and Reporting by
Health and Welfare Benefit Plans [section 10,530], were renumbered by the issuance of SOP 94-4,
Reporting of Investment Contracts Held by Health and Welfare Benefit Plans and Defined-Contribution
Pension Plans [section 10,620]. Subsequent references in this SOP to SOP 92-6 [section 10,530] (as
amended) refer to SOP 92-6 [section 10,530] as amended by SOP 94-4 [section 10,620]. The amended
SOP can be found in section 10,530.
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Conclusions
Reporting and Disclosures
Presentation of Benefit Obligations Information

.08 Paragraph 41 of SOP 92-6 [section 10,530.41] (as amended) and
paragraph 4.40 of the Guide identify the following kinds of benefit obligations:
a.

Claims payable and currently due for active and retired participants

b.

Premiums due under insurance arrangements

c.

Claims incurred but not reported (IBNR) to the plan for active
participants

d.

Accumulated eligibility credits for active participants

e.

Postretirement benefits for the following:
(1) Retired participants, including their beneficiaries and covered
dependents
(2) Active or terminated participants who are fully eligible to receive
benefits
(3) Active participants not yet fully eligible to receive benefits.

.09 Information about the benefit obligations should be presented in a
separate statement, combined with other information on another financial
statement, or presented in the notes to financial statements. Regardless of the
format selected, the plan financial statements should present the benefit
obligations information in its entirety in the same location. In addition, the
minimum disclosure requirements for benefit obligations are the actuarial
present value, as applicable, of the following:
a.

Claims payable, claims IBNR,2 and premiums due to insurance
companies

b.

Accumulated eligibility credits and postemployment benefits, net of
amounts currently payable

c.

Postretirement benefits for the following groups of participants:
(1) Retired plan participants, including their beneficiaries and cov
ered dependents, net of amounts currently payable and claims
IBNR3
(2) Other plan participants fully eligible for benefits

(3) Plan participants not yet fully eligible for benefits.

Aggregating claims payable and claims IBNR is often appropriate if adequate
time has passed to provide sufficient data on costs incurred and the actuarially
determined expected cost of long-term medical claims is insignificant. Benefits
expected to be earned for future service by active participants (for example,
vacation benefits) during the term of their employment should not be included.
2 Claims incurred but not reported (IBNR) may be computed in the aggregate for active partici
pants and retirees. Alternatively, if claims IBNR are not calculated in the aggregate for active
participants and retirees, the claims IBNR for retirees are included in the postretirement benefit
obligation.
3 See footnote 2.
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Benefit obligations should be reported as of the end of the plan year. The effect
of plan amendments should be included in the computation of the expected and
accumulated postretirement benefit obligations once they have been contrac
tually agreed to, even if some provisions take effect only in future periods. For
example, if a plan amendment grants a different benefit level for employees
retiring after a future date, that increased or reduced benefit level should be
included in current-period measurements for employees expected to retire after
that date. To the extent they exist, the amounts of benefit obligations in each
of the three major classifications identified above, should be shown as separate
line items in the financial statements or notes to financial statements. For
negotiated plans, the disclosure of benefit obligations due during a plan’s
contract period may, but need not, be disclosed.

.10 This SOP amends paragraph 55 of SOP 92-6 [section 10,530.55] (as
amended) and paragraph 4.56 of the Guide to require that changes in each of
the three major classifications of benefit obligations be presented in the body
of the financial statements or in the notes to financial statements; the informa
tion may be presented in either a reconciliation or a narrative format.

Accounting for and Reporting of Postemployment Benefit Obligations
.11 The accounting and reporting for postemployment benefit obligations
depend on the nature of the benefit promise. For plans that meet the conditions
specified in paragraph .12, the benefit obligation is considered earned over the
employee’s service period as described in that paragraph. Otherwise, the
benefit obligation is accounted for and reported as described in paragraph .13.
In some cases, a plan participant’s receipt of postemployment benefits is
conditioned on the participant sharing in the plan’s benefit cost by making
contributions to the plan. However, unlike contributory postretirement benefit
plans, in which participants usually are required to contribute to the plan
during their retirement period (that is, after their service to the employer has
ended), contributory postemployment benefit plans generally require contribu
tions only during the participants’ active service periods (for example, before
the event triggering postemployment benefits occurs).
.12 Plans that provide postemployment benefits should recognize a bene
fit obligation for current participants, based on amounts expected to be paid in
subsequent years, if all of the following conditions are met:

a.

The participants’ rights to receive benefits are attributable to serv
ices already rendered.

b.

The participants’ benefits vest or accumulate.4

c.

Payment of benefits is probable.

d.

The amount can be reasonably estimated.

The postemployment benefit obligation should be measured as the actuarial
present value of the future benefits attributed to plan participants’ services
rendered to the measurement date, reduced by the actuarial present value of
future contributions expected to be received from the current plan participants.
That amount represents the benefit obligation that is to be funded by contri
butions from the plan’s participating employer(s) and from existing plan assets.
4 For example, the supplemental unemployment benefit is fifty-two weeks’ pay if a participant
worked three years, seventy-eight weeks’pay if a participant worked five years, and 104 weeks’pay if a
participant worked seven years. In this situation, the benefits would be considered accumulating.
Benefits that increase solely as a function of wage or salary increases are not considered accumulating.
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The obligation is to be measured assuming the plan continues in effect and all
assumptions about future events are met. Any anticipated forfeitures or inte
gration with other related programs (for example, state unemployment bene
fits) should be considered. The benefit obligation should be discounted using
rates of return on high-quality fixed-income investments currently available
with cash flows that match the timing and amount of expected benefit payments
and expected participant contributions.

,13 For postemployment benefits that do not meet conditions (a) and (b)
of paragraph .12 of this SOP, the plan should recognize a benefit obligation if
the event that gives rise to a liability has occurred and the amount can be
reasonably estimated. For example, if all participants receive the same medical
coverage upon disability regardless of length of service (the benefits do not
accumulate), and the benefits do not vest, medical benefits for disabled partici
pants should be accrued at the date of disability and not over the participants’
working lives. When participant contributions are required after the event
triggering postemployment benefits occurs, the postemployment benefit obli
gation should be measured in a manner consistent with paragraph .12. As a
result, in those situations the benefit obligation should represent the amount
that is to be funded by contributions from the participating employer(s) and
from existing plan assets.

.14 If an obligation for postemployment benefits is not recognized in
accordance with paragraphs .12 or .13 only because the amount cannot be
reasonably estimated, the financial statements should disclose that fact.
Measurement Date for Benefit Obligations
.15 The financial status of the plan considers assets and obligations as of
the same date. Because plan assets are required to be presented as of the plan’s
year end, the benefit obligations also should be measured and presented as of
the plan’s year end. That requirement does not, however, preclude the plan
from using the most recent benefit obligations valuation rolled forward to the
plan’s year end to account for subsequent events (such as employee service and
benefit payments), provided that it is reasonable to expect that the results will
not be materially different from the results of an actuarial valuation as of the
plan’s year end. In rolling forward the benefit obligations to the plan’s meas
urement date, the discount rates should be adjusted as appropriate to reflect
current rates of return on high-quality fixed-income investments. For example,
if a valuation was performed at September 30 and the plan has a calendar year
end, the benefit obligations as of September 30 should be rolled forward to
December 31 by making appropriate adjustments, such as for additional
employee service; the time value of money; benefits paid; and changes in the
number of participants, actuarial assumptions, discount rates, per capita
claims costs, and plan terms.

Disclosures
Postretirement Benefit Obligations
.16 A plan’s obligation for postretirement benefits represents the actuar
ial present value of all future health and welfare benefits expected to be paid
to or for (a) currently retired or terminated employees and their beneficiaries
and dependents and (b) active employees and their beneficiaries and depend
ents after retirement from service with the participating employer or a group
of employers based on the terms of the plan and the portion of the expected
postretirement benefit obligation attributed to the employees’ service rendered
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to date,5 reduced by the actuarial present value of contributions expected to be
received from the current plan participants during their remaining active
service and postretirement periods. That amount represents the benefit obli
gation that is to be funded by contributions from the plan’s participating
employer(s) and from existing plan assets. In many cases, a plan participant’s
receipt of benefits under the plan is conditioned on the participant sharing in
the benefit cost of the plan by making contributions to the plan, during either
active service or retirement. Consequently, information about the extent of
participant contributions provides important and useful information about
how the cost of the plan is shared by the plan’s participating employer(s) and
the participants.

.17 This SOP amends paragraph 58 of SOP 92-6 [section 10,530.58] to
require health and welfare plans to disclose in the notes to the financial
statements for each year for which a year-end statement of net assets available
for benefits is presented, the portion of the plan’s estimated cost6 of providing
postretirement benefits funded by retiree contributions. The information about
retiree contributions should be provided for each significant group of retired
participants to the extent their contributions differ. If the plan terms provide
that a shortfall in attaining the intended cost sharing in the prior year(s) is to
be recovered by increasing the retiree contribution in the current year, that
incremental contribution should be separately disclosed. Similarly, if the plan
terms provide that participant contributions in the current year are to be
reduced by the amount by which participant contributions in prior years
exceeded the amount needed to attain the desired cost sharing, the resulting
reduction in the current year contribution should be separately disclosed.

Postemployment Benefits
.18 A health and welfare benefit plan should disclose, in the notes to
financial statements, the weighted-average assumed discount rate used to
measure the plan’s obligation for postemployment benefits.

Investment Transactions
.19 A health and welfare benefit plan should disclose, in the notes to
financial statements, investments representing 5 percent or more of the net
assets available for benefits as of the end of the year.

Amendments to the Guide and SOP 92-6
Presentation of Benefit Obligations Information
.20 The second sentences of paragraph 4.18 of the Guide and paragraph 20
of SOP 92-6 [section 10,530.20] (as amended) are replaced with the following:
5 The guidance in paragraphs 43 and 44 of Financial Accounting Standards Board (FASB)
Statement of Financial Accounting Standards No. 106, Employers’ Accounting for Postretirement
Benefits Other Than Pensions, should be followed in attributing the expected postretirement benefit
obligation to participants’ service with the employer(s).
6 The plan’s estimated cost of postretirement benefits is the plan’s expected claims cost for the
year. It excludes benefit costs paid by Medicare and costs, such as deductibles and copayments, paid
directly to the medical provider by participants. The portion of the plan’s estimated cost that is
funded by retiree contributions is determined at the beginning of the year based on the plan sponsor’s
cost-sharing policy. In determining that amount, the retirees’ required contribution for the year
should be reduced by any amounts intended to recover a shortfall (or increased by amounts intended
to compensate for an overcharge) in attaining the desired cost-sharing in the prior year(s).
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Information about the benefit obligations should be presented in a separate
statement, combined with other information on another financial statement,
or presented in the notes to financial statements. Regardless of the format
selected, the plan financial statements should present the benefit obligations
information in its entirety in the same location.

.21 Paragraphs 4.40 and 4.41 of the Guide and paragraphs 41 and 42 of SOP
92-6 [section 10,530.41 and .42] (as amended) are replaced with the following:
Benefit obligations* for single-employer, multiple-employer, and multiem
ployer defined-benefit health and welfare benefit plans should include the
actuarial present value, as applicable, of the following:

a. Claims payable, claims IBNR,† and premiums due to insurance companies
b. Accumulated eligibility credits and postemployment benefits, net of
amounts currently payable

c. Postretirement benefits for the following groups of participants:†
(1) Retired plan participants, including their beneficiaries and covered
dependents, net of amounts currently payable and claims IBNR†
(2) Other plan participants fully eligible for benefits

(3) Plan participants not yet fully eligible for benefits.
Aggregating claims payable and claims IBNR is often appropriate if adequate
time has passed to provide sufficient data on costs incurred and the actuarially
determined expected cost of long-term medical claims is insignificant. Benefits
expected to be earned for future service by active participants (for example,
vacation benefits) during the term of their employment should not be included.
Benefit obligations should be reported as of the end of the plan year. The effect
of plan amendments should be included in the computation of the expected and
accumulated postretirement benefit obligations once they have been contrac
tually agreed to, even if some provisions take effect only in future periods. For
example, if a plan amendment grants a different benefit level for employees
retiring after a future date, that increased or reduced benefit level should be
included in current-period measurements for employees expected to retire after
that date.

To the extent they exist, the amounts of benefit obligations in each of the
three major classifications identified above should be shown as separate line
items in the financial statements or notes to financial statements. Regardless
of the format selected, the plan financial statements should present the benefit
obligations information in its entirety in the same location. For negotiated
plans, benefit obligations due during a plan’s contract period may, but need
not, be disclosed.

* Administrative expenses expected to be paid by the plan (but not those paid
directly by the plan’s participating employer(s)) that are associated with
providing the plan’s benefits should be reflected either by including the
estimated costs in the benefits expected to be paid by the plan or by reducing
the discount rate(s) used in measuring the benefit obligation. If the latter
method is used, the resulting reduction in the discount rate(s) should be
disclosed.
† Claims IBNR may be computed in the aggregate for active participants and
retirees. Alternatively, if claims IBNR are not calculated in the aggregate for
active participants and retirees, the claims IBNR for retirees are included in
the postretirement benefit obligation.

Subsequent footnotes in the Guide and in SOP 92-6 [section 10,530] will be
renumbered accordingly.
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.22 The second sentence in paragraph 4.56 (paragraph 4.60 as amended
by this SOP) of the Guide and in paragraph 55 of SOP 92-6 (paragraph 59
[section 10,530.59] as amended by this SOP) are replaced with the following:
Changes in each of the three major classifications of benefit obligations should
be presented in the body of the financial statements or in the notes to the
financial statements; the information may be presented in either a reconcili
ation or narrative format.

Accounting for and Reporting of Postemployment Benefits
.23 The following section addressing postemployment benefits is added
following paragraph 4.55 of the Guide and paragraph 54 of SOP 92-6 [section
10,530.54] (as amended):
Postemployment Benefits

Plans that provide postemployment benefits should recognize a benefit
obligation for current participants, based on amounts expected to be paid in
subsequent years, if all the following conditions are met:
a. The participants’ rights to receive benefits are attributable to services
already rendered.

b. The participants’ benefits vest or accumulate.*

c. Payment of benefits is probable.
d. The amount can be reasonably estimated.

The postemployment benefit obligation should be measured as the actuarial
present value of the future benefits attributed to plan participants’ services
rendered to the measurement date, reduced by the actuarial present value of
future contributions expected to be received from the current plan participants.
That amount represents the benefit obligation that is to be funded by contribu
tions from the plan’s participating employer(s) and from existing plan assets.
The obligation is to be measured assuming the plan continues in effect and all
assumptions about future events are met. Any anticipated forfeitures or inte
gration with other related programs (for example, state unemployment bene
fits) should be considered. The benefit obligation should be discounted using
rates of return on high-quality fixed-income investments currently available
with cash flows that match the timing and amount of expected benefit payments
and expected participant contributions.

For postemployment benefits that do not meet conditions (a) and (b) of the
preceding paragraph, the plan should recognize a benefit obligation if the event
that gives rise to a liability has occurred and the amount can be reasonably
estimated. For example, if all participants receive the same medical coverage
upon disability regardless of length of service (the benefits do not accumulate)
and the benefits do not vest, medical benefits for disabled participants should
be accrued at the date of disability and not over the participants’ working lives.
When participant contributions are required after the event triggering postem
ployment benefits occurs, the postemployment benefit obligation should be
measured in a manner consistent with the preceding paragraph. As a result,
in those situations the benefit obligation should represent the amount that is
to be funded by contributions from the participating employer(s) and from
existing plan assets.
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If an obligation for postemployment benefits is not recognized in accordance
with the two preceding paragraphs only because the amount cannot be reason
ably estimated, the financial statements should disclose that fact.

* For example, the supplemental unemployment benefit is fifty-two weeks’ pay
if a participant worked three years, seventy-eight weeks’ pay if a participant
worked five years, and 104 weeks’ pay if a participant worked seven years. In
this situation, the benefits would be considered accumulating. Benefits that
increase solely as a function of wage or salary increases are not considered
accumulating.

The remaining paragraphs will be renumbered beginning with paragraph 4.59
of the Guide and beginning with paragraph 58 of SOP 92-6 [section 10,530.58]
(as amended) as a result of those amendments.

Measurement Date for Benefit Obligations
.24 Footnote 17 of SOP 92-6 [section 10,530.41] (as amended) and footnote
28 of chapter 4 of the Guide are replaced by the following:
The financial status of the plan considers assets and obligations as of the same
date. Because plan assets are required to be presented as of the plan’s year end,
the benefit obligations also should be measured and presented as of the plan’s
year end. That requirement does not, however, preclude the plan from using
the most recent benefit obligations valuation rolled forward to the plan’s year
end to account for subsequent events (such as employee service and benefit
payments), provided that it is reasonable to expect that the results will not be
materially different from the results of an actuarial valuation as of the plan’s
year end. In rolling forward the benefit obligations to the plan’s measurement
date, the discount rates should be adjusted as appropriate to reflect current
rates of return on high-quality fixed-income investments. For example, if a
valuation was performed at September 30 and the plan has a calendar year
end, the benefit obligations as of September 30 should be rolled forward to
December 31, by making appropriate adjustments, such as for additional
employee service; the time value of money; benefits paid; and changes in the
number of participants, actuarial assumptions, discount rates, per capita
claims costs, and plan terms.

Disclosures
Postretirement Benefit Obligations
.25 The following is added at the end of the third bullet of paragraph 4.59
of the Guide (paragraph 4.63 as amended by this SOP) and paragraph 58 of
SOP 92-6 (paragraph 62 [section 10,530.62] as amended by this SOP):
For each year for which a year-end statement of net assets available for benefits
is presented, the plan should disclose a description of the portion of the plan’s
estimated cost* of providing postretirement benefits funded by retiree contri
butions. If the plan terms provide that a shortfall in attaining the intended cost
sharing in the prior year(s) is to be recovered by increasing the retiree contri
bution in the current year, that incremental contribution should be separately
disclosed. Similarly, if the plan terms provide that participant contributions in
the current year are to be reduced by the amount by which participant
contributions in prior year exceeded the amount needed to attain the desired
cost-sharing, the resulting reduction in the current year contribution should be
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separately disclosed. The information about retiree contributions should be
provided for each significant group of retired participants to the extent their
contributions differ.

* The plan’s estimated cost of postretirement benefits is the plan’s expected
claims cost for the year. It excludes benefit costs paid by Medicare and costs,
such as deductibles and copayments, paid directly to the medical provider by
participants. The portion of the plan’s estimated cost that is funded by retiree
contributions is determined at the beginning of the year based on the plan
sponsor’s cost-sharing policy. In determining that amount, the retirees’
required contribution for the year should be reduced by any amounts intended
to recover a shortfall (or increased by amounts intended to compensate for an
overcharge) in attaining the desired cost-sharing in prior year(s).

.26 The following modifications to appendix F of the Guide and paragraph
67, exhibit A, of SOP 92-6 [section 10,530.67] are made to provide an example
of the financial reporting for a defined benefit health and welfare plan under
which retirees contribute a portion of the cost for their medical coverage. The
illustration being modified is the first example, Allied Industries Benefit Plan.
The revised Statements of Plan’s Benefit Obligations follow:

EXHIBIT F-3

Allied Industries Health Care Benefit Plan
Statements of Plan's Benefit Obligations
December 31, 20X1 and 20X0

Amounts currently payable
Claims payable, claims incurred but not
reported, and premiums due to insurers

Postemployment benefit obligations, net
of amounts currently payable
Death and disability benefits for inactive
participants
Postretirement benefit obligations, net
of amounts currently payable
Retired participants
Other participants fully eligible for benefits
Participants not yet fully eligible for benefits

PLAN’S TOTAL BENEFIT OBLIGATIONS

20X1

20X0

$ 1,200,000

$ 1,050,000

1,350,000

1,000,000

2,000,000
4,000,000
5,000,000

1,900,000
3,600,000
4,165,000

11,000,000

9,665,000

$13,550,000

$11,715,000

The accompanying notes are an integral part of the financial statements.
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.27 The Statement of Changes in Plan’s Benefit Obligations also is re
vised, as follows:

EXHIBIT F-4
Allied Industries Health Care Benefit Plan

Statement of Changes in Plan's Benefit Obligations
Year Ended December 31, 20X1
20X1
Amounts currently payable
Balance at beginning of year
Claims reported and approved for payment, including
benefits reclassified from benefit obligations
Claims paid

$ 1,050,000

16,920,000
(16,770,000)

Balance at end of year

1,200,000

Postemployment benefit obligations, net of amounts
currently payable
Balance at beginning of year
Increase (decrease) in postemployment benefits attributable to:

1,000,000

Benefits earned
Benefits reclassified to amounts currently payable
Interest
Changes in actuarial assumptions and other actuarial
gains and losses

600,000
(450,000)
90,000
110,000

Balance at end of year

1,350,000

Postretirement benefit obligations, net of amounts
currently payable
Balance at beginning of year
Increase (decrease) in postretirement benefits attributable to:

9,665,000

Benefits earned
Benefits reclassified to amounts currently payable
Interest
Plan amendment
Changes in actuarial assumptions and other actuarial
gains and losses
Balance at end of year

PLAN’S TOTAL BENEFIT OBLIGATIONS AT END OF YEAR

1,150,000
(650,000)
750,000
(175,000)
260,000
11,000,000

$13,550,000

The accompanying notes are an integral part of the financial statements.
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.28 The notes to financial statements in exhibit A of SOP 92-6 [section
10,530.67] and exhibit F-5 of the Guide are modified as follows:
a. In Note 1, “Description of Plan,” the second sentence in the paragraph
Contributions is replaced with the following:
Employees may contribute specified amounts, determined peri
odically by the Plan’s actuary, to extend coverage to eligible depend
ents. The costs of the postretirement benefit plan are shared by the
Plan’s participating employers and retirees. In addition to deduct
ibles and copayments, participant contributions in the current (and
prior, if applicable) year were as follows:
Participants
Retiring

20X1
Retiree Contribution

20X0
Retiree Contribution

(1) Pre-1990

(1) None

(1) None

(2)1990-1994

(2) Retirees contribute
20% of estimated cost of
providing their
postretirement benefits

(2) Retirees contribute
20% of estimated cost of
providing their
postretirement benefits

(3)1995-1999

(3) Retirees pay the cost
of providing their
postretirement benefits
in excess of $200 per
month “cap”
(approximately 60% of
the estimated cost)

(3) Retirees pay the cost
of providing their
postretirement benefits
in excess of $200 per
month “cap”
(approximately 50% of
the estimated cost)

(4) 2000 and after

(4) Retirees pay 100% of
estimated cost of
providing their
postretirement benefits

(4) Retirees pay 100% of
estimated cost of
providing their
postretirement benefits

Excluding $15 per month per capita increase in 20X1 due to adverse claims
experience in 20X0.

b. In Note 2, “Summary of Significant Accounting Policies,” the following
paragraph replaces the first two sentences of the first paragraph of
section C, “Postretirement Benefits”:
The amount reported as the postretirement benefit obligation repre
sents the actuarial present value of those estimated future benefits
that are attributed by the terms of the plan to employees’ service
rendered to the date of the financial statements, reduced by the
actuarial present value of contributions expected to be received in the
future from current plan participants. Postretirement benefits in
clude future benefits expected to be paid to or for (1) currently retired
or terminated employees and their beneficiaries and dependents and
(2) active employees and their beneficiaries and dependents after
retirement from service with participating employers. The postretire
ment benefit obligation represents the amount that is to be funded
by contributions from the plan’s participating employers and from
existing plan assets.

Postemployment Benefits
.29 The following is added at the end of the bullets in paragraph 4.59
(paragraph 4.62 as amended by this SOP) of the Guide and at the end of the
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bullets in paragraph 58 of SOP 92-6 (paragraph 61 [section 10,530.61] as
amended by this SOP):
•

The weighted-average assumed discount rate used to measure the
plan’s obligation for postemployment benefits.

.30 The illustrative financial statement examples of an employee benefit
plan that provides postemployment benefits in appendix B [paragraph .34] of
this SOP are added to the Guide as exhibits F-14 through F-16 and to SOP 92-6
[section 10,530.70] as exhibit C.

Investment Transactions
.31 The first sentence of the seventh bullet (including the addition of
paragraph .25 of this SOP) of Guide paragraph 4.59 (paragraph 4.62 as
amended by this SOP), and the first sentence of the seventh bullet (including
the addition of paragraph .25 of this SOP) of paragraph 58 (paragraph 61
[section 10,530.61] as amended by this SOP) of SOP 92-6, are replaced with the
following:
Identification of investments that represent 5 percent or more of the net assets
available for benefits as of the end of the year.

Effective Date and Transaction
.32 This SOP is effective for financial statements for plan years beginning
after December 15, 2000. Earlier application is encouraged. Financial state
ments presented for prior plan years are required to be restated to comply with
the provisions of this SOP. The effect of restating the beginning balance of
benefit obligations for the earliest year presented should be disclosed.

The provisions of this Statement need
not be applied to immaterial items.
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.33

Appendix A
Background Information and Basis for Conclusions
Measurement and Reporting of Postretirement Benefit Obligations

A.01 The primary objective of the financial statements of a health and
welfare plan is to provide financial information that is useful in assessing the
plan’s current and future ability to pay its benefit obligations when due. To
accomplish that objective, a plan’s financial statements should provide infor
mation about the following:
a.

Plan resources and the manner in which the stewardship responsi
bility for those resources has been discharged

b.

Benefit obligations

c.

Results of transactions and events that affect the information about
those resources and obligations

d.

Other information necessary for users to understand the information.

A.02 The plan document states the nature and extent of benefits the plan
will provide to its participants. The plan is dependent on the participating
employer(s), plan participants, or both, to provide funding for those benefits.
Financial Accounting Standards Board (FASB) Statement of Financial Ac
counting Standards No. 106, Employers’Accounting for Postretirement Benefits
Other Than Pensions, requires employers to quantify the promises they make
to current and former employees to provide them with postretirement benefits
other than pensions.
A.03 When SOP 92-6, Accounting and Reporting by Health and Welfare
Benefit Plans [section 10,530], originally was developed, the intent was that
the plan would report the postretirement benefit obligation (measured in
accordance with FASB Statement No. 106) to minimize actuarial and audit
costs to health and welfare benefit plans. Under FASB Statement No. 106, the
postretirement benefit obligation recognized by the employer (the plan sponsor
for a single-employer plan) is the amount expected to be funded by contributions
from the employer; it does not include amounts expected to be funded by
participants’ future contributions. In addition, since SOP 92-6 [section 10,530]
was issued, many employers have continued to amend their plans to reduce
benefits provided, to introduce or increase cost-sharing arrangements, or both.
Also, there has been diversity in practice in implementing a number of its
requirements, including the measurement date for benefit obligations.

A.04 Employees may contribute specified amounts, determined periodically
by the plan’s actuary, to extend coverage to eligible dependents. The costs of
the postretirement benefit plan are shared by the plan’s participating employer(s)
and participants (for example, retirees). Many health and welfare plans inte
grate benefits with Medicare. That integration normally is described in detail
in the plan document: Benefits to be provided by Medicare are neither benefits
provided by the plan nor obligations of the plan. Deductible amounts and
copayments, which are described in the plan document, also are neither part
of the benefits provided nor part of the plan’s obligations. The plan’s postretirement
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benefit obligation does not include the cost of benefits to be provided by
Medicare or deductible amounts and copayments that are to be paid directly
by the plan participants.

A.05 On March 22, 2000, an exposure draft of this SOP, Accounting for and
Reporting of Certain Health and Welfare Benefit Plan Transactions, was issued.
That exposure draft proposed the presentation of a combination of two alter
native measures of the plan’s obligations on the statement of benefit obliga
tions. It proposed the presentation of the “gross” measure of the obligation—the
postretirement benefits expected to be paid by the plan—and reconciliation (by
deducting the amount of the postretirement benefit obligations expected to be
paid by contributions from plan participants) of that amount to the net postre
tirement benefit obligation, which represents the obligation to be paid by the
plan’s participating employer(s) and from existing plan assets. The Accounting
Standards Executive Committee (AcSEC) believed that presentation would
provide more useful information about the plan’s expected benefit payments
and sources of funding than the presentation under SOP 92-6 [section 10,530].

A.06 AcSEC considered the cost of measuring the plan’s total benefit obliga
tions attributed to participant service rendered to the measurement date (that
is, the gross measure of postretirement benefits expected to be paid by the plan).
It was believed that in most cases, the plan’s total benefit obligations for a
single-employer plan would be readily available if the sponsoring employer
measures its postretirement benefit obligation in accordance with FASB State
ment No. 106. Paragraph 27 of FASB Statement No. 106 says that the benefit
obligation is measured as the actuarial present value of the benefits expected
to be provided under the plan, reduced by the actuarial present value of
contributions expected to be received from the plan participants during their
remaining active service and postretirement.

A.07 AcSEC received twenty-two comment letters on its exposure draft.
Many of those respondents believed that in many situations it would not be cost
beneficial to require plans to calculate the gross measure of the postretirement
benefits expected to be paid by the plan. That may be the case, for example, if
the costs of the plan are shared by the plan’s participating employer(s) and
participants through contributory plans, such as “capped” plans, “defined
dollar” benefit plans, “reimbursement plans,” or through “retiree-pay-all”
plans. In addition, because plans may have different contribution requirements
for different groups of participants (for example, employees who retired before
1991, employees who retired between 1991 and 1998, and employees who
retired after 1998), comparing the “gross” and “net” measures of the benefit
obligations may not provide a relevant comparison of how the plan costs are
shared by the plan’s participating employer(s) and various groups of retired
participants. After consultation with some of the respondents to the exposure
draft, AcSEC concluded that information about the portion of the plan’s
estimated cost that is funded by retiree contributions could be provided more
cost-effectively through additional financial statement disclosures.

A.08 In practice, many multiemployer plans negotiate participating em
ployer and participant contribution rates that are intended to fund the benefits
expected to be paid in the current period. As a result of the nature of those
plans, many plan administrators believe that the plans have no legal liability
to provide benefits to their participants beyond the periods specified by the
terms of their contract. Therefore, plan trustees, administrators, and partici
pants may find the note disclosure of benefit obligations due during the contract
period, in addition to the plan’s benefit obligations, useful in assessing the
plan’s funded status.
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Presentation of Benefit Obligations Information
A.09 AcSEC has been asked whether certain kinds of benefit obligations, as
described in paragraph 41 of SOP 92-6 [section 10,530.41] (as amended) and
paragraph 4.40 of the Guide, may be aggregated for reporting purposes. The
intent of SOP 92-6 [section 10,530] was that benefit obligations with similar
characteristics may be aggregated. That is why, in part, three major classifica
tions of benefit obligations were identified in paragraph 55 of SOP 92-6 [section
10,530.55] (as amended) and paragraph 4.56 of the Guide. Those classifications
include claims payable and premiums due to insurance companies, claims
incurred but not reported (IBNR) and accumulated eligibility credits, and
postretirement benefit obligations.
A.10 AcSEC believes claims payable and premiums due to insurance companies
may be aggregated because they are known, determinable amounts as of the plan’s
year end, and are not estimates. In addition, AcSEC believes that claims IBNR
may be aggregated with those amounts because sufficient data on actual costs
incurred usually are available before issuance of the plan’s financial statements.
At that time, the characteristics of claims payable and claims IBNR may be similar.
The claims IBNR amount reported as of the plan’s year end usually is adjusted to
reflect the actual cost incurred. Accumulated eligibility credits and the obligation
for postemployment benefits are usually estimated amounts as of the plan’s year
end. As such, measurement of the obligation may encompass various assumptions.
For that reason, AcSEC believes the obligation for those benefits should be
presented as a separate classification.
A.11 FASB Statement No. 35, Accounting and Reporting by Defined Benefit
Pension Plans, allows defined benefit pension plans to present information
about the actuarial present value of accumulated plan benefits and changes
therein in either the financial statements or in the notes. AcSEC believes
similar alternatives should be provided for the presentation of information
about benefit obligations and changes in benefit obligations of defined benefit
health and welfare plans.

Accounting for and Reporting of Postemployment Benefits
A.12 FASB Statement No. 112, Employers' Accounting for Postemployment
Benefits, requires employers to quantify the promises they make to employees
to provide them with benefits after employment but before retirement. Those
benefits are referred to as postemployment benefits.

A.13 Previously, there was no similar requirement to quantify postemploy
ment benefits at the plan level. However, AcSEC believes that to the extent
that plans provide for postemployment benefits, those promises represent
obligations of the plan and should be reported in the plan’s financial statements
or notes to financial statements, Although FASB Statement No. 112 does not
require discounting of the employer’s obligation, this SOP requires that the
plan’s postemployment benefit obligation be discounted, consistent with the
measurement of all other benefit obligations of the plan. AcSEC believes that
a comparison of plan assets with an undiscounted measure of the obligation
would be misleading. AcSEC recognizes the issuance of FASB Statement of
Financial Accounting Concepts No. 7, Using Cash Flow Information and
Present Value in Accounting Measurements, which sets forth a different basis
for discounting the benefit obligation. However, AcSEC believes it is preferable
to retain an approach to selecting the discount rates that is consistent with the
AICPA Technical Practice Aids
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rates required to be used in other measures of plans’ and for employers’ benefit
obligations. AcSEC also considered requiring the disclosure of the portion of
the plan’s estimated cost of postemployment benefits funded by active or
inactive participants’ contributions. After deliberation, AcSEC rejected this
requirement because it decided that this particular disclosure was not cost
beneficial to the users of plan financial statements.

Measurement Date for Benefit Obligations
A.14 Paragraph 41 of SOP 92-6 [section 10,530.41] (as amended) and paragraph
4.40 of the Guide say that benefit obligations should be reported as of the end of
the plan year. Paragraph 72 of FASB Statement No. 106 permits employers to
determine their postretirement benefit obligations as of a date not more than three
months before year end, provided that the determination is made consistently
from year to year. The intent of footnote 17 of SOP 92-6 [section 10,530.41] (as
amended) and footnote 28 of chapter 4 of the Guide was to incorporate that
same concept for the determination of benefit obligations at the plan level.
A.15 The financial status of the plan considers assets and obligations as of
the same date. Because plan assets are required to be presented as of the plan’s
year end, AcSEC believes benefit obligations (both postretirement and postem
ployment) also should be presented as of the plan’s year end.

A.16 Benefit obligations are estimates based on various assumptions. Be
cause of the inherent uncertainties surrounding those assumptions, AcSEC
believes that the most recent information rolled forward to the plan’s year end
is permissible provided that it is reasonable to expect that the results will not
be materially different from the results of an actuarial valuation at the plan’s
year end. A valuation rolled forward to the plan’s year end should consider such
factors as additional employee service, the time value of money, changes in the
number of participants, actuarial experience and per capita claims costs, and
benefits paid since the valuation date. A valuation rolled forward to the plan’s
year end would not be appropriate if there has been a material amendment to
the plan or other significant changes unless the actuary has adjusted for the
effects of those changes on the benefit obligation.

Investment Transactions
A.17 Paragraph 58 of SOP 92-6 [section 10,530.58] (as amended) and para
graph 4.59 of the Guide require the health and welfare plan’s financial state
ments to identify and disclose investments that represent 5 percent or more of
total plan assets. However, it was noted that the disclosure of investments of
defined benefit and defined contribution plans is based on 5 percent of the net
assets, as listed in the plan’s statement of net assets available for plan benefits
as of the end of the year. AcSEC believes that the disclosures should be
consistent among plans. Therefore, this SOP requires health and welfare plans
to identify and disclose investments that represent 5 percent or more of the net
assets available for plan benefits as of the end of the year.

Effective Date and Transition
A.18 A cumulative effect adjustment normally would be required to reflect
the effect of changes in accounting. However, AcSEC concluded that because of
the nature of a plan’s financial statements and the changes required by this
SOP, restatement of prior periods presented for comparative purposes is more
appropriate.

§10,830.33

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

Accounting and Reporting by Health and Welfare Benefit Plans

20,829

.34

Appendix B
Illustrative Financial Statements of a Supplemental
Unemployment Benefit Plan
B.01 This Appendix illustrates certain applications of the provisions of this
Statement of Position (SOP) that apply to the annual financial statements of a
hypothetical supplemental unemployment benefit plan. It does not illustrate
other provisions of this SOP that might apply in circumstances other than those
assumed in this example. It also does not illustrate all disclosures required for
a fair presentation in conformity with generally accepted accounting principles
(GAAP). The formats presented and the wording of the accompanying notes are
illustrative and are not necessarily the only possible presentations.

B.02 Although GAAP does not require comparative financial statements, the
Employee Retirement Income Security Act of 1974 (ERISA) requires a com
parative statement of net assets available for benefits. The illustrative financial
statements are intended to comply with the requirements of ERISA.
B.03 ERISA and U.S. Department of Labor (DOL) regulations require that
certain information be included in supplemental schedules, which are not
required under GAAP. See appendix A of AICPA Audit and Accounting Guide
Audits of Employee Benefit Plans for a further discussion of the ERISA and
DOL requirements.

Supplemental Unemployment Benefit Plan for
Employees of ABC Company Established Pursuant to
Agreement With United Workers of America
Statements of Net Assets Available for Benefits

December 31, 20X1 and 20X0

Assets
Investments
Cash and cash equivalents
Accrued interest receivable
TOTAL ASSETS

Liability
Accrued investment trustee fees
NET ASSETS AVAILABLE FOR BENEFITS

20X1

20X0

$10,605
1,025
100

$ 80,750
19,400
125

11,730

100,275

265

265

$11,465

$100,010

The accompanying notes are an integral part of the financial statements.
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Supplemental Unemployment Benefit Plan for
Employees of ABC Company Established Pursuant to
Agreement With United Workers of America
Statement of Changes in Net Assets Available for Benefits
Year Ended December 31, 20X1
Additions:
Contributions
Interest income

$1,366,065
1,960

TOTAL ADDITIONS

1,368,025

Deductions:
Benefit payments
Investment trustee fees

1,455,460
1,110

TOTAL DEDUCTIONS

1,456,570

(88,545)

NET DECREASE DURING THE YEAR
Net assets available for benefits
Beginning of year
End of year

100,010

$

11,465

The accompanying notes are an integral part of the financial statements.
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Supplemental Unemployment Benefit Plan for
Employees of ABC Company Established Pursuant to
Agreement with United Workers of America
Notes to Financial Statements
NOTE 1: DESCRIPTION OF PLAN
In connection with a negotiated contract, the Supplemental Unemployment
Benefit Plan for Employees of ABC Company Established Pursuant to Agree
ment With United Workers of America (the Plan) provides for payment of
supplemental unemployment benefits to covered employees who have com
pleted two years of continuous service. Payments are made to (a) employees on
layoff and (b) certain employees who work less than 32 hours in any week. The
following description is provided for general information purposes. The Plan
document should be referred to for specific information regarding benefits and
other Plan matters.

NOTE 2: SUMMARY OF ACCOUNTING POLICIES
Basis ofAccounting. The financial statements of the Plan are prepared under
the accrual method of accounting.
Investment Valuation. The Plan’s investments consist of shares of a money
market portfolio. The investments are reported at fair value.
Use of Estimates. The preparation of financial statements in conformity with
generally accepted accounting principles (GAAP) requires management to
make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of
the financial statements and the reported amounts of revenues and expenses
during the reporting period. Actual results could differ from those estimates.
Benefit Obligations. The Plan’s obligation for accumulated eligibility credits
is discounted using a weighted-average assumed rate of 7½ percent.

NOTE 3: FUNDING AND OPERATION OF THE PLAN
Funding of the Plan. Contributions funded by ABC Company, the Plan’s
sponsor, pursuant to the Plan are invested in assets held in a trust fund (the
Fund). General Bank, the trustee of the Fund (the Trustee), invests the Fund’s
money as set forth in the Plan document. Investments consist of money market
funds and are reported in the accompanying financial statements at fair value.
Interest income from investments is recognized when earned.
Administration. The ABC Company Benefit Plan Administrative Committee
has responsibility for administering the Plan. The ABC Company Benefit Plan
Asset Review Committee has responsibility for the management and control of
the assets of the Trust.

Benefits Under the Plan. The Plan provides for the payment of weekly and
short-week supplemental unemployment benefits. The benefits payable are
reduced by any state unemployment benefits or any other compensation re
ceived. Also, a “waiting-week” benefit of $100 will be payable if a participant
fails to receive a state unemployment benefit solely because of the state’s
waiting-week requirement. Benefits paid for any week for which the employee
received state unemployment benefits are limited to $180. Benefits paid for all
AICPA Technical Practice Aids
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other weeks are limited to $235. The Plan provides for a possible reduction of
weekly benefits for employees with less than twenty years of service based upon
a percentage determined generally by dividing the net assets of the Plan, as
defined in the Plan document, by the “maximum financing” (see “ABC’s Obli
gations Under the Plan”). Employees earn one-half credit unit for each week in
which hours are worked or, in some situations, in which hours are not worked
(vacation, disability, serving on grievance committee, and so on) up to a
maximum of fifty-two credit units for employees with less than twenty years of
service and 104 credit units for employees with twenty or more years of service.
Generally, one credit unit is canceled for each weekly benefit paid and one-half
credit unit is canceled for each short-week benefit paid.

ABC’s Obligations Under the Plan. The “maximum financing” of the Plan at
any month end is the lesser of (a) the product of $.40 and the number of hours
worked by covered employees during the first twelve of the fourteen months
next preceding the first day of the month and (b) 100 times the sum of the
monthly benefits paid for the sixty of the preceding sixty-two months divided
by sixty. ABC’s monthly contribution to the Plan is computed as the lesser of
(a) the product of $.175 and the number of hours worked by covered employees
in the month and (6) the amount that, when added to the net assets of the Plan,
as defined by the Plan document, as of the end of the preceding month, will
equal the “maximum financing.” In addition, ABC contributes an income
security contribution of $.25 per hour worked by covered employees in the
month. In the event of a plan deficit, ABC intends to make sufficient contribu
tions to fund benefits as they become payable.

The following tables present the components of the plan’s benefit obligations
and the related changes in the plan’s benefit obligations.

Benefit Obligations
December 31,20X1 and 20X0
20X1
Accumulated eligibility credits and
total benefit obligations

$1,107,777

20X0

$1,095,620

Changes in Benefit Obligations
Year Ended December 31, 20X1
Benefit obligations, beginning of year
Benefits earned
Interest
Claims paid

$1,095,620
1,390,330
77,287
(1,455,460)

Benefit obligations, end of year

$1,107,777

Plan Expenses. ABC bears all administrative costs, except trustee fees, that
are paid by the Plan.

NOTE 4: TAX STATUS
The Plan obtained its latest determination letter in 1990, in which the Internal
Revenue Service stated that the Plan, as then designed, was in compliance with
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the applicable requirements of the Internal Revenue Code (IRC). The Plan has
been amended since receiving the determination letter. Plan management and
Plan’s tax counsel believe that the Plan is currently designed and being
operated in compliance with the applicable requirements of the IRC. Therefore,
no provision for income taxes has been included in the Plan’s financial statements.

NOTE 5: TRANSACTIONS WITH PARTIES IN INTEREST
ABC provides to the Plan certain accounting and administrative services for
which no fees are charged.

NOTE 6: TERMINATION OF THE PLAN
Under certain conditions, the Plan may be terminated. Upon termination, the
assets then remaining shall be subject to the applicable provisions of the Plan
then in effect and shall be used until exhausted to pay benefits to employees in
the order of their entitlement.
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A

ACCOUNTING RESEARCH BULLETINS

ACCOUNTABILITY

• Contractors...........................

10,330.26

ACCOUNTING CHANGES

• Completed-Contract
Method...................... 10,330.90-.91
■ Disclosure Requirements.... 10,330.90-.91
• Estimate Changes.................... 10,330.19;
.. 10,330.25; 10,330.82-.84; 10,700.37
• Government Contracts.............. 10,330.19
• Materiality............................... 10,330.84
• Percentage of Completion
Method.... 10,330.25; 10,330.82-.84;
.............................. 10,330.90-.91
ACCOUNTING INTERPRETATIONS (AICPA)

• APB Opinion No. 18.. 10,240.06; 10,240.11
ACCOUNTING POLICIES

• No. 43, Chap. 11...................... 10,330.07
• No. 45............................. 10,330.04-.05;
.................... 10,330.28-.29; 10,330.44
ACCOUNTING STANDARDS DIVISION
(AICPA)

• Airframe Modifications............... 10,430.31
■ Development and Preoperating
Costs........................ 10,430.22-23
• Personal Financial Statements ... 10,350.04;
...................... 10,350.12; 10,350.33
• Program Accounting.................. 10,330.14;
............................................ 10,330.75
• Take-off and Landing Slots... 10,430.28-.29
ACCRUAL BASIS ACCOUNTING

• Personal Financial Statements ... 10,350.07

• Airframe Modifications......... 10,430.30-.31
ADVANCES
• Airline Industry.................... 10,430.18-.32
• Agricultural Cooperatives......... 10,390.002;
• Completed-Contract
.......................... 10,390.082
Method.... 10,330.31-.32; 10,330.52
• Receivable—See Loans Receivable
• Construction-TypeContracts .... 10,330.02;
........................................................... 10,330.21
ADVERTISING
• Development and Preoperating
■ Acquisition Cost of Capitalized
Costs................. 10,430.19-.25
Costs................................... 10,590.78
• DisclosureRequirements. 10,330.21;
• Amortization of Capitalized
........................ 10,330.25; 10,330.31;
Costs .... 10,590.46-.47; 10,590.79-.80
................................. 10,680.151—.154
■
Assessment
of Asset Realizability
• Environmental Remediation
and Subsequent
Liabilities................. 10,680.99-.172
Measurement........................ 10,590.48
■ Film Industry...................... 10,800.01-04
• Basis of Asset Measurement .... 10,590.40;
• Percentage of Completion
................................. 10,590.75—.77
Method... 10,330.22-.25; 10,330.32-.33
• Classifying Costs as Assets....... 10,590.16
• Production-Type Contracts......... 10,330.02;
................................... 10,330.21
• Communicating Costs............... 10,590.44
■ Real Estate Ventures................ 10,240.02;
• Component Costs of
.......................... 10,240.26; 10,240.34
Activities.......................... 10,590.42-45
• Take-off and Landing Slots... 10,430.28-.29
• Cost Classification ... 10,590.33; 10,590.41
ACCOUNTING PRINCIPLES BOARD
• Description.......................... 10,590.22-.24
■ Authority of Opinions................ 10,560.03
• Different Types.......................... 10,590.24
• Opinion No. 16 ........................ 10,240.27
• Direct-Response.... 10,590.05; 10,590.26;
• Opinion No. 18 ........................ 10,240.01;
............... 10,590.28; 10,590.33-.80
........... 10,240.04-.07; 10,240.10-.12;
• Disclosures in Notes to Financial
.......................... 10,240.21; 10,240.28
Statements...................... 10,590.49-50
• Opinion No. 20 ................. 10,330.83-.84;
• Documenting Customer
..................................... 10,330.90-.91
Response..................... 10,590.34
• Opinion No. 22 ........................ 10,330.21
• Exclusions of Direct-Response ... 10,590.35
• Rescission of Statements ... 10,560.01-.13
• Statement No. 4 ...................... 10,330.03
• Executory Contracts.......... 10,590.45
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ADVERTISING—continued

AGRICULTURAL PRODUCERS

• Expensing or Capitalizing Costs .. 10,590.05;
.............. 10,590.12; 10,590.26-29;
.................... 10,590.33; 10,590.39;
................................. 10,590.55-.80
■ Future Economic Benefits.... 10,590.12—.17
• Probable Future Benefits of Direct-Response
............. 10,590.28; 10,590.36-.39;
................................. 10,590.70-.74
■ Producing Costs........................ 10,590.43
■ Related Authoritative
Pronouncements............. 10,590.15-.21;
............................................ 10,590.81
■ Reporting Guidance With Specific
Items or Industries......... 10,590.19—.21;
............................................ 10,590.81
• Reporting on Costs............. 10,590.01-81
■ Tangible Assets.................. 10,590.30-.32
AGENCIES

• Contractors........................ 10,330.58-.60
AGRICULTURAL COOPERATIVES

• Accounting by........................ 10,390.001
• Advances............................... 10,390.082
• Agricultural Marketing Act of
1929 ............................ 10,390.009
• Assigned Amounts.................. 10,390.002
• Bargaining Cooperatives........... 10,390.020
• Cash Advance Method............. 10,390.002;
... 10,390.072; 10,390.078; 10,390.086
• Characteristics of a
Cooperative......... 10,390.010-012
• Definition...................... 10,390.006-022
• Exempt and Nonexempt........... 10,390.002;
.......................................... 10,390.017
• Federated Cooperatives........... 10,390.022
• Financial Statements............... 10,390.105;
.......................................... 10,390.107
• Income Taxes....... 10,390.014; 10,390.017
• Inventories.................... 10,390.067-086
• Investments in............... 10,390.087-105
• Local Cooperatives................ 10,390.022
• Marketing Cooperatives........... 10,390.002;
................................. 10,390.019—.021;
........................................

•
•
•
•
•
•
•
•
•
•
•
•
•

10,390.063-086

Member and Nonmember......... 10,390.002
Patron....... 10,390.002; 10,390.063-.086
Patronage............................. 10,390.002
Patronage Allocations............... 10,390.002;
............. 10,390.068; 10,390.090-.093;
............................ 10,390.097-.105
Patronage Earnings................. 10,390.002;
................................. 10,390.014-.018
Patrons' Product
Deliveries.................. 10,390.063-086;
.......................................... 10,390.107
Pooling Basis................. 10,390.064-.086
Pools..................................... 10,390.002
Price Adjustment Theory .. 10,390.015-.016
Retains................................... 10,390.002
Service Cooperatives............... 10,390.020
Supply Cooperatives............... 10,390.002;
................................. 10,390.019-020
Written Notice of Allocation .... 10,390.002

ADV

• Accounting by................ 10,390.001-.005
• Accounting for Growing Crops... 10,390.026
• Accounting for Inventories of
Crops........................ 10,390.023-.039
• Activities........................ 10,390.004-.005
• Cost as InventoryBasis.............. 10,390.036
• Definition...................... 10,390.003-.005
• Development Costs—See Development Costs
• Farm Price Method................ 10,390.002;
.......................................... 10,390.026
• Livestock............................... 10,390.002
• Market as Inventory
Basis......................... 10,390.027-037
AICPA—See American Institute of CPAs
AIRLINE INDUSTRY

■ Accounting Policies............. 10,430.18-32
• Air Transport Association of
America......................... 10,430.07-09
• Airframe Modifications....... 10,430.30-31
• Airlines Deregulation Act of
1978............................. 10,430.01-03
• Classifications........................... 10,430.02
• Commuter Airline Association .... 10,430.10
• Computerized Reservation
Systems....................... 10,430.13-.15
• Department of Transportation.... 10,430.03
• Deregulation...................... 10,430.01-32
• Developmental Costs......... 10,430.19-25
• Developments.................... 10,430.01-.17
• Expenses......................... 10,430.19-.25;
.................................... 10,430.30-.31
• Federal Aviation Act.................. 10,430.05
• Generally Accepted Accounting
Principles........................ 10,430.11-12
• Hub and Spoke Strategy............. 10.430.16
■ Industry Practices.............. 10,430.01-.32
• International Air
Transportation................ 10,430.04-.06
• Marketing Arrangements............. 10,430.16
• Preoperating Costs............. 10,430.19-.25
• Regional Airline Association......... 10,430.10
• Regulations and Reporting .. 10,430.11-12
• Take-off and Landing Slots . . 10,430.26-.29

• Travel Agents.................... 10,430.08-.09;
.................... 10,4304 3-45; 10,430.17
ALLOCATION OF COSTS

• Computer Software.................. 10,700.59
• Construction-Type Contracts.... 10,330.02;

10,330.87
Film Industry...................... 10,800.28-50
Future Benefits......................... 10,330.70
Government Contracts............... 10,330.08
Joint Activities.......................... 10,730.16;
.................... 10,730.23-24; 10,730.26
• Production-Type Contracts
.............. 10,330.69-.72; 10,330.87

•
•
•
•

ALLOWANCES, VALUATION

• Assessments, Insurance-Related... 10,710.24
• Foreclosed Assets Held for Sale... 10,510.12
• Real Estate............................... 10,240.30

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

ACC Topical Index

30,053

References are to section numbers.
ALLOWANCES FOR LOAN LOSSES—See

Loan

Loss Allowances
ALTERNATIVE ACCOUNTING PRINCIPLES

• Contracts....... 10,330.05-.06; 10,330.21
• Employee Stock Ownership Plans.. 10,130.03
• Percentage of Completion
Method...................... 10,330.80-81
• Real Estate Industry.................. 10,240.02
AMERICAN INSTITUTE OF CPAs

• Banking Committee.................. 10,450.13
• Committee on Accounting
Procedure................. 10,330.04-.05
• Rescission of APB
Statements................. 10,560.01- 13
■ Savings and Loan Associations
Committee...................... 10,450.13
• Stockbrokerage and Investment
Banking Committee......... 10,450.13
AMORTIZATION

• Airlines Take-off and Landing
Slots..................
10,430.28-29
• Capitalized Acquisition
Costs...... 10,650.20-.21; 10,650.53
■ Capitalized Advertising
Costs.... 10,590.46-.47; 10,590.79-.80
■ Computer Software, Internal
Use........ 10,720.36-38; 10,720.88
• Developmental and Preoperating
Costs.............................. 10,430.20
■ Film Industry..................... 10,800.34-.37
■ Foreign Currency............... 10,570.22-23
• Intangible Assets..................... 10,240.27
■ Participating Mortgage Loan
Arrangements............. 10,690.10-.11;
.................... 10,690.14-.15; 10,690.24;
.................. 10,690.26; 10,690.31-.33
• Preoperating Costs.................. 10,430.25
ANNUITY GIFTS

• Personal Financial Statements... 10,350.26
Accounting Principles Board

APB—See

APPRAISAL VALUE

• Personal Financial Statements—See Personal
Financial Statements
ASSESSMENTS

• Administrative-Type.................. 10,710.04
• Assets, Reporting of......... 10,710.22-.26;
.............................. 10,710.47—.51
• Basis for Conclusions Reached
in SOP 97-3 ............... 10,710.29-.52
• Disclosure Requirements........... 10,710.27
• Estimation........................... 10,710.15-.19
• Future Rate Making............. 10,710.47-.51
• Guaranty-Fund...................... 10,710.01-.55
• Illustrations............................. 10,710.53
• Insurance-Related............... 10,710.01-.55
■ Liabilities, Reasonable
Estimation of............. 10,710.15—.19
• Liabilities, Reporting of .... 10,710.10-.19;
.....................................10,710.31—.35
• Loss-Based........... 10,710.07; 10,710.20;
.................. 10,710.43-.44; 10,710.53
AICPA Technical Practice Aids

ASSESSMENTS—continued

■ Methods Used....... 10,710.04; 10,710.07
• Obligating Event.............. 10,710.12-.14;
.................................. 10,710.36-.44
• Policy Surcharges............. 10,710.22-.26;
.................................. 10,710.47-.51
• Prefunded-Premium-Based......... 10,710.04;
....................... 10,710.20;. 10,710.51
• Premium-Based .... 10,710.07; 10,710.20;
..... .............................10,710.38-.42
• Premium Tax Offsets......... 10,710.22-26;
.................................. 10,710.47-.51
• Present Value.......... 10,710.21;... 10,710.46
• Probability..............10,710.11; 10,710.45
• Prospective-Premium-Based....... 10,710.04;
... 10,710.20; 10,710.22; 10,710.53
• Recoveries....... 10,710.05; 10,710.22-26;
.................................. 10,710.47-.51
• Retrospective-Premium-Based ... 10,710.04;
... 10,710.20; 10,710.23; 10,710.53
• Scope of Section.................. 10,710.08-09
• Second-Injury Funds................... 10,710.06
• Terminology............................. 10,710.55
■ Uncertainties........................... 10,710.19
• Uses.............. 10,710.01—.03; 10,710.06
• Valuation Allowance.................. 10,710.24
ASSETS

■ Advertising Costs—See Advertising
• Airline Industry.................. 10,430.26—.31
■ Assessments, InsuranceRelated ... 10,710.22-.26; 10,710.47-.51
• Characteristics.................... 10,590.15-.16
• Current—See Current Assets
• Debt Instruments Held......... 10,450.01—. 14
• Definition................ 10,590.15; 10,590.63
• Deposit .... 10,760.09-17; 10,760.24-.37
• Employee Stock Ownership
Plan............. 10,130.06; 10,580.26;
.................... 10,580.45-.46; 10,580.63
• Estimated Current Value.... 10,350.02—.04;
10,350.06; 10,350.10-.26;
...................................... 10,350.31
• Foreclosure......................... 10,510.01-18
• Impairment of Value—See Impairment of Value
• Leases—See Leases
■ Measurability............................ 10,590.66
• Participating Mortgage Loan
Arrangements—See Participating Mortgage
Loan Arrangements
• Personal Financial Statements—See Personal
Financial Statements
• Postretirement Medical Benefits
(401(h))......... 10,780.08; 10,780.11;
...................................... 10,780.13-.16
• Precontract Costs............... 10,330.73-.75
• Real Estate Ventures................ 10,240.09;
.................... 10,240.14; 10,240.25-28
■ Regulated Investment Companies’
Net Asset Components...... 10,550.05
• Relevance............................... 10,590.67
■ Reliability........................... 10,590.68-.69
• Useful Life—See Useful Life

ASS

30,054

ACC Topical Index
References are to section numbers.
BUSINESS ENTERPRISES

AUDIT GUIDES (AICPA)

• Airline Industry.................... 10,430.01-32
• Broker/Dealers in
Securities .... 10,450.03-.05; 10,450.09
• Construction Contractors........... 10,330.18
• Government Contractors........... 10,330.04;
... 10,330.18—.19; 10,330.72; 10,330.93
• Investment Companies............... 10,350.19;
.. 10,660.01-.08; 10,660.12; 10,660.16;
......... 10,660.20; 10,660.23; 10,670.01
• Personal Financial Statements ... 10,350.02
AUDITOR, INDEPENDENT

• Valuation of High-Yield Debt
Securities.................. 10,540.52-.61

Reorganization (“Chapter

11”)
BANKS

BENEFITS

■ Allocation of Costs.................... 10,330.70
• Health and Welfare Benefit Plans—See Health
and Welfare Benefit Plans
■ Mutual Life Insurance
Companies...... 10,650.13; 10,650.39
• Precontract Costs.............. 10,330.73-.75
BILLINGS ON CONTRACTS

Back Charges...................... 10,330.76-.77
Completed-Contract Method....... 10,330.30
Construction-Type Contracts .... 10,330.06
Costs of Billing.......................... 10,330.69
Percentage of Completion
Method............................ 10,330.22

BONDS

• Discounts—Debt Discounts
BOOK VALUE—See

Carrying Amount

BORROWERS—See

Debtors

BROKER/DEALERS IN SECURITIES

• Estimated Current Values of
Securities........................ 10,350.18
• Repurchase-Reverse Repurchase
Agreements..................... 10,450.09
• “Substantially the Same"
Definition.......................... 10,450.09
BUILDINGS

• Construction-Type Contracts .... 10,330.01
BUSINESS COMBINATIONS

• Real Estate Ventures................. 10,240.27

AUD

CARRYING AMOUNT

• Cost Method of Carrying
Investments...................... 10,240.08
■ Real Estate Ventures........... 10,240.26-.28;
........................................... 10,240.38
CASH

• Loans to ESOPs.................. 10,130.02-.03
• “Substantially the Same”
Definition....... 10,450.04-.09; 10,450.13
■ Wash Sales............................. 10,450.05

•
•
•
•
•

• Form v. Substance........... 10,240.30-.34
• Real Estate Ventures......... 10,240.29-.32
• REIT Adviser's Operating
Support......................... 10,060.49-.50

• Real Estate Construction........... 10,240.34
Statements of

Financial Position
BANKRUPTCY—See

c
CAPITAL CONTRIBUTIONS

CAPITALIZED INTEREST

B
BALANCE SHEETS—See

• Contract Costs................. 10,330.71-.72
• Personal Financial Statements—See Personal
Financial Statements
• Real Estate Investments........... 10,060.03;
.................................... 10,240.01-.41
• Types of Contracts.................. 10,330.01;
.................... 10,330.12—.15; 10,330.93

• Foreign Currency............. 10,570.29-.30
■ Real Estate Syndication
Allocation.... 10,500.08; 10,500.34—.35;
• Real Estate Ventures................ 10,240.19;
.................... 10,240.25; 10,240.29-.31
CASH BASIS ACCOUNTING

• Construction-Type Contracts...... 10,330.06
• Foreign Property and Liability
Reinsurance........................... 10,520.07
■ Personal Financial Statements... 10,350.07;
............................................ 10,350.31
CHANGES, ACCOUNTING—See Accounting
Changes
CLAIMS

• Back Charges on Contracts....... 10,330.77
•

■
•
•

•
•
•
•
■

Contracts

................ 10,330.65-.67; 10,330.77
Disclosure—See Disclosure
Environmental Remediation
Liabilities........................ 10,680.168
Health and Welfare Benefit
Plans........................ 10,530.38-.39
Insurance Enterprises, Liability for
Unpaid Claims & Claim Adjustment
Expenses.. 10,630.09-.11; 10,630.13
Legal Requirements.................. 10,330.65
Reinsurance........................... 10,520.03;
.................... 10,520.05-.07; 10,520.10
Reorganization Proceedings .. 10,460.23-27;
.............................. 10,460.47-.48
Undivided Interests............. 10,240.18-.19

CLASSIFICATION OF ACCOUNTS

• Foreclosed Assets—Change in
Classification...................... 10,510.16
• Functional—See Functional Classification
• Losses on Contracts.................. 10,330.89
• Personal Financial Statements.... 10,350.08
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COLLATERAL SECURITY

• Obligations to ESOPs................ 10,130.02
■ Participating Mortgage Loan
Arrangements—See Participating Mortgage
Loan Arrangements
• Real Estate Loans ... 10,240.19; 10,240.34
COLLECTION OF RECEIVABLES

• Interest Revenue Recognition
Discontinued.................... 10,060.30-38
■ Real Estate Loans.................... 10,240.34
COMBINED FINANCIAL STATEMENTS

• Reorganization Proceedings .. 10,460.32-.33
COMMISSIONS

• Personal Financial Statements... 10,350.12
• Travel Agents......................... 10,430.17
COMMITMENTS

• Employer Contributions to ESOP... 10,130.02;
................... 10,130.05; 10,130.09
■ Fees—See Commitment Fees
• Personal Financial Statements ... 10,350.28
■ Real Estate Investment Trusts ... 10,060.05
• Real Estate Ventures........... 10,240.15-20
COMMON STOCK

• Real Estate Ventures................ 10,240.05
COMPARATIVE FINANCIAL STATEMENTS

• Personal Financial
Statements........... 10,350.06; 10,350.33
■ Reorganization Proceedings....... 10,460.40
COMPENSATION—See Personnel Costs
COMPLETED-CONTRACT METHOD

• Accounting Changes........... 10,330.90-.91
• Accounting Policies........... 10,330.31—.32;
.......................................... 10,330.52
■ Applicability of Method......... 10,330.04-.05
• Billings on Contracts................ 10,330.30
• Change Orders....... 10,330.62; 10,330.87
• Completion Criteria.................. 10,330.52
■ Computer Software.................. 10,700.75
• Consistency............................. 10,330.52
• Deferred Costs....... 10,330.30; 10,330.62
• Definition................................. 10,330.04
■ Disclosure Requirements........... 10,330.52;
..................................... 10,330.90-.91
• Estimation.......................... 10,330.30-33
■ Financial Position...................... 10,330.31
• Financial Statements.................... 10,330.30;

.................................... 10,330.90-.91
• General and Administrative
Costs.................. 10,330.72; 10,330.87
• Income Statements.................. 10,330.33
• Loss Recognition................. 10,330.85-.89
• Matching Principle............. 10,330.30-.31;
.......................................... 10,330.72
• Materiality............................... 10,330.31
• Results of Operations............... 10,330.31
• Revenue Recognition......... 10,330.30-.31;
.......................................... 10,330.71
• Rights of Contracting Parties .... 10,330.30
• Statements of Financial Position . 10,330.30
• Time Periods...................... 10,330.30-.31
■ Use of Method.. 10,330.25; 10,330.30-.33
AICPA Technical Practice Aids

COMPREHENSIVE ENVIRONMENTAL
RESPONSE, COMPENSATION, AND
LIABILITY ACT OF 1990 (CERCLA)—See

Superfund
COMPUTER SOFTWARE

• Amortization.... 10,720.36-.38; 10,720.88
• Application Examples............... 10,700.146;
...................................... 10,720.93
• Basis for Conclusions Reached in
SOP 97-2 ................. 10,700.93-.145
• Basis for Conclusions Reached in
SOP 98-1 ................... 10,720.45-.92
• Capitalization v. Expense ... 10,720.19-.32;
.............. 10,720.40; 10,720.50-.51;
......... 10,720.54-.55; 10,720.57-.80
• Change in Accounting Estimate .. 10,700.37
• Contingencies.......................... 10,700.33
■ Contract Accounting........... 10,700.74—.91;
............................. 10,700.133-.142
• • Contract Milestones................ 10,700.85;
...................................... 10,700.89-91
• • Costs.................. 10,700.82; 10,700.84
• • Input Measures................ 10,700.81-84
• • Labor Consideration.............. 10,700.83
• • Measuring Progress......... 10,700.78-.80
• • Output Measures............ 10,700.85-.91;
................................... 10,700.133-.134
• • Segmentation of Contract.. 10,700.76-.77
• • v. Product Sales—Distinguishing
Transactions................... 10,700.137
• Contracts................................. 10,700.15
■ Cost Allocation.......................... 10,700.59
■ Criterion for Revenue
Recognition........................... 10,700.08
■ Development...................... 10,720.01-93
• • Application Development
Stage .... 10,720.21-22; 10,720.69-.70
• • Operations/Post Implementation
Stage........... 10,720.23; 10,720.71-.73
■ • Preliminary Project
Stage........... 10,720.19-.20; 10,720.68
• Development Costs................. 10,700.73
• Delivery .. 10,700.18-.25; 10,700.107-.109
• • Agents................................ 10,700.23
• • Authorization Codes........ 10,700.24-.25
• • Customer Acceptance............ 10,700.20
• • Multiple Copies v. Multiple
Licenses.......................... 10,700.21
• • Other Than to Customer........ 10,700.22
• Disclosure............... 10,720.41; 10,720.90
• Discounts................. 10,700.11; 10,700.37
• Evidence of Arrangements .. 10,700.14-.17;
..................................... 10,700.106
• Fees................. 10,700.10; 10,700.12-.14;
............. 10,700.26-33; 10,700.37-.38;
............. 10,700.41-.42; 10,700.44-.46;
.................... 10,700.58-.62; 10,700.67;
............. 10,700.110-.H7; 10,700.119;
........................ 10,700.125; 10,770.02;
........................... 10,770.06; 10,770.11
■ • Customer Cancellation Privileges.. 10,700.31
• • Factors Affecting Determination of
Type... 10,700.27-.33; 10,700.112-.116

COM

30,056

ACC Topical Index
References are to section numbers.

COMPUTER SOFTWARE—continued

• • Fiscal Funding Clauses .... 10,700.32-.33
• • Reseller Arrangements........... 10,700.30;
............... 10,700.43-.45; 10,700.62
• • Undeliverable Elements........... 10,700.46;
........................... 10,700.104-.106
• Funded Development
Arrangements............. 10,700.72-.73
• Impairment of Value........... 10,720.34-.35;
................................. 10,720.84-.87
• Internal Use....................... 10,720.01-.93
■ ■ Characteristics.............. 10,720.12—.16;
....................................... 10,720.45-49
■ Lease of.................................. 10,700.04
• Losses..........................
10,700.10
• Marketing......... 10,720.12; 10,720.39-.40;
............................................ 10,720.89
• Multiple-Element
Transactions............. 10,700.09-13;
........... 10,700.34-.73; 10,700.97-.106;
............. 10,700.117-.132; 10,700.146;
.. 10,720.10; 10,720.33; 10,720.81-.83;
............. 10,740.01-18; 10,770.02-.03;
............. 10,770.05-.06; 10,770.11-.14;
....................................... 10,770.24-.25
• • Additional Disclosures............. 10,700.35;
....... 10,700.39-.45; 10,700.47-.49;
........................... 10,700.117-.123
• • Future Development............... 10,700.123
• • Platform Transfer Right... 10,700.52-.53;
..................................... 10,700.122
• • Postcontract Customer
Support.................... 10,700.56-.62;
................................. 10,700.124-.125
• • Reseller Arrangements ... 10,700.43-.45;
.................... 10,700.62; 10,700.121
• • Right of Return/Exchange....... 10,700.35;
10,700.48; 10,700.50-.55;
........................... 10,700.121-.123
• • ServiceElement.............. 10,700.63—.73;
................................. 10,700.126-.132
• • Upgrades/Enhancements . 10,700.36-.38;
.................... 10,700.56; 10,700.59-.60;
................. 10,700.62; 10,700.117-.118
• Off-the-Shelf............................. 10,700.87;

COMPUTER SOFTWARE—continued

• Terminology........................... 10,700.149
• Undeliverable Elements....... 10,700.09-.10;
............ 10,700.12-.14; 10,700.40;
................... 10,700.43; 10,700.46
• Upgrades/Enhancements ... 10,720.24-.30;
.............................. 10,720.72-73
• Value Added............................. 10,700.88
■ Vendor-Specific Objective Evidence of Fair
Value.................. 10,700.10; 10,700.12;
.................. 10,700.14; 10,700.37-.38;
....... 10,700.41; 10,700.58; 10,700.62;
........... 10,700.65—.66; 10,700.98-.101;
............. 10,740.01—.18; 10,770.02-.03;
.. 10,770.05; 10,770.11-.14; 10,770.17;
............. 10,770.19-.20; 10,770.22-.24;
............................................ 10,770.30
■ “When-and-lf-Available”
Transactions.. 10,700.09; 10,700.97
CONSISTENCY

• Completed-Contract Method....... 10,330.52
■ Percentage of Completion
Method.............. 10,330.45; 10,330.68;
................................... 10,330.78-81
• Personal Financial Statements.... 10,350.15
CONSOLIDATED FINANCIAL STATEMENTS

• Not-for-Profit Organizations...... 10,610.04;
......................10,610.09-14; 10,610.16
• Real Estate Ventures.......... 10,240.05-07;
............................................ 10,240.21
CONSTRUCTION IN PROGRESS

■ Capitalized Interest.................. 10,240.34
• Estimates on Contracts....... ...10,330.02;
.............. 10,330.43—.51; 10,330.78
CONSTRUCTION LOANS

• Definition............................... 10,060.04
CONSTRUCTION-TYPE CONTRACTS

• Accounting Policies .. 10,330.02; 10,330.21
■ Allocation of Costs.................. 10,330.02;
.
. 10,330.06; 10,330.69-.72; 10,330.87
• Alternative Accounting
Principles....... 10,330.05-.06; 10,330.21
• Billings on Contracts................. 10,330.06

.................................................... 10,700.142

• Buildings......................................... 10,330.01

• Postcontract Customer
Support......... 10,700.04; 10,700.12;
............... 10,700.35; 10,700.39-.45;
....... 10,700.47-.48; 10,700.56-.62;
............................ 10,700.124-.125
• Pricing......... 10,700.10; 10,700.100-.104;
.................... 10,700.127; 10,770.02
• Property, Plant, and Equipment .. 10,700.04
• Relationship to Other
Pronouncements........ 10,700.04—.05;
........................... 10,700.138-.142
• Research and Development....... 10,720.06;
............... 10,720.18; 10,720.50-.56
• Revenue Recognition....... 10,700.01-.149;
10,720.39; 10,740.01-18; 10,770.01-.31
■ Right of Return/Exchange.... 10,700.50-.55
• Scope of Section................. 10,700.02-03
• Stages of Development............. 10,720.17;
......... 10,720.19-.23; 10,720.68-.73

• Cash Basis Accounting............. 10,330.06
■ Combining Contracts........ 10,330.34-.38;
............................................ 10,330.64
• Completed Contracts—See
Completed-Contract Method
■ Effective Date........................... 10,330.91
■ Estimation......... 10,330.02; 10,330.04-.05
■ Expenses................................. 10,330.02
■ Generally Accepted Accounting
Principles.... 10,330.01; 10,330.10-.11;
.................... 10,330.18-.19; 10,330.72
■ Illustrative Chart........................ 10,330.92
• Industry Practices............... 10,330.05-.06
• Loss Recognition.............. 10,330.24-.25;
.............. 10,330.37; 10,330.85-.89
■ Percentage of Completion—See Percentage
of Completion Method
• Precontract Costs.............. 10,330.73-.75
• Profit Centers.................... 10,330.34-.42
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CONSTRUCTION-TYPE
CONTRACTS—continued

• Realization Principle.................. 10,330.03
• Segmenting Contracts.............. 10,330.34;
.................. 10,330.39-.42; 10,330.85
■ Specifications by Customers .... 10,330.01;
.................................... 10,330.11-.16
• Time Periods........................... 10,330.02
• Transition.......................... 10,330.90-.91
CONSUMERS

■ Service Contracts.................... 10,330.14
CONTINGENCIES

• Claims by Contractor................ 10,330.67
• Environmental Remediation
Loss... 10,680.155-.169; 10,680.171-.172
• Losses on Real Estate Ventures.. 10,240.19
■ Personal Financial Statements ... 10,350.32
• Software Revenue Recognition... 10,700.33
CONTRACTORS

• Agency Relationships........... 10,330.58-60
• Audit Guides (AICPA)................ 10,330.04;
.. 10,330.18-.19; 10,330.72; 10,330.93
• Back Charges on Contracts.. 10,330.76-.77
• Bids on Contracts.................... 10,330.27
• Change Orders .. 10,330.61-.63; 10,330.87
• Claims.................. 10,330.54; 10,330.63;
.................. 10,330.65-67; 10,330.77
■ Definition................................. 10,330.16
• Disclosure Requirements........... 10,330.94
• Liens...................................... 10,330.22
■ Loss Recognition.............. 10,330.24-.25;
.................. 10,330.37; 10,330.85-.89
• Rights............................... 10,330.22-.23
■ Risk................................... 10,330.58-.60
CONTRACTS

• Additions................................. 10,330.64
• Alternative Accounting
Principles.... 10,330.05-.06; 10,330.21
• Back Charges.................... 10,330.76-77
• Bids by Contractors.................. 10,330.27
• Change Orders . 10,330.61-.64; 10,330.87
■ Claims.................. 10,330.54; 10,330.63;
.................. 10,330.65-.67; 10,330.77
• Combining Contracts......... 10,330.34-.38;
.......................................... 10,330.64
• Computer Software—See Computer Software
• Construction—See Construction-Type Contracts
• Cost Type—See Cost-Type Contracts
• Costs............................... 10,330.68-.78
• Defined-Contribution Benefit
Plan Investments............. 10,620.01-.20
• Defined-Contribution Pension
Plan Investments .. 10,790.03; 10,790.11
■ Definition................................. 10,330.12
• Deposit Accounting—See Deposit Accounting
• Fees................................. 10,330.54-.60
■ Financing................................. 10,330.22
• Fixed Price—See Fixed Price Contracts
• Foreign Property and Liability
Reinsurance.................. 10,520.01-20;
..................................... 10,760.01-39
• Forward Exchange.............. 10,570.31-.33

AICPA Technical Practice Aids

CONTRACTS—continued

• Government...................... 10,330.07-.08;
............................ 10,330.57; 10,330.72
• Health and Welfare Benefit Plan
Investments............. 10,620.01-.20;
........................... 10,790.03; 10,790.13
• Illustrative Chart........................ 10,330.92
• Income Taxes........................... 10,330.09
• Insurance—See Insurance
■ Interest Costs.......................... 10,330.72
• Inventory Costing Methods.... 10,330.69-.72
• Losses............................. 10,330.24-.25;
........................... 10,330.37; 10,330.88
■ Measurement of Progress .. 10,330.43-52;
...................................... 10,330.79-.84
■ Mutual Life Insurance
Companies................. 10,650.01-65
• Options.................. 10,330.54; 10,330.64
• Performance—See Performance on Contracts
• Pricing............. 10,330.15; 10,330.54-.59;
...................... 10,330.78; 10,330.93
• Production—See Production-Type Contracts
• Profit Centers... 10,330.17; 10,330.34-.42
• Program Accounting .. 10,330.14; 10,330.75
• Real Estate Ventures........... 10,240.01-41
• Repurchase Agreements—See
Repurchase—Reverse Repurchase
Agreements
• Reverse Repurchase Agreements—See
Repurchase—Reverse Repurchase Agreements
• Scope of Section................. 10,330.11-.20
• Segmenting Contracts............... 10,330.34;
.............. 10,330.39-42; 10,330.85
• Shortv. Long-Term ... 10,330.11; 10,330.31
• Time and Material—See Time-and-Material
Contracts
• Transition............................ 10,330.90-.91
• Types of Contracts.................... 10,330.01;
.................... 10,330.12—.15; 10,330.93
• Unit Price—See Unit Price Contracts
CONTRIBUTIONS

■ Health and Welfare Benefit Plans—See Health
and Welfare Benefit Plans
CONTROL

•
•
•
■

Contract Estimation................. 10,330.26
Definition................................. 10,240.05
Partnerships........................ 10,240.07-.11
Real Estate Ventures......... 10,240.07-.11;
...................................... 10,240.21

COOPERATIVES

• Agricultural—See Agricultural Cooperatives
• Definition............................. 10,390.010
COST ACCOUNTING STANDARDS BOARD

• Governmental Regulation......... 10,330.08
COST METHOD OF CARRYING INVESTMENTS

• Limited Partnerships............... 10,240.08
COST PRINCIPLE

• Business Enterprises.......... 10,330.71-72
• Government Contracts............. 10,330.08
• Real Estate Ventures............... 10,240.30
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COST-TYPE CONTRACTS

•
•
•
•
•
•

Contract Costs.......................... 10,330.72
Definition................. 10,330.15; 10,330.93
Description of Types................ 10,330.93
Estimation of Revenue......... 10,330.57-.59
Government Contracts............... 10,330.57
Loss Recognition...................... 10,330.86

COSTS

• Acquisition Costs............... 10,650.19—.21;
............................................ 10,650.53
• Advertising Costs—See Advertising
• Allocation—See Allocation of Costs
• Back Charges...................... 10,330.76-.77
■ Billings on Contracts................ 10,330.69
• Capitalization v. Expense of Software Costs
Developed for Internal
Use............... 10,720.19-.32; 10,720.40;
............. 10,720.50-.51; 10,720.54-.55;
....................................... 10,720.57-.80
• Claims By Contractors......... 10,330.65-67
■ Compensation....... 10,580.16; 10,580.21;
.......................... 10,580.39; 10,580.41;
............. 10,580.52-53; 10,580.68-.72;
............................................ 10,580.92
• Computer Software Developed or Obtained
for Internal Use........... 10,720.01-.93
• Cost-Type Contracts................. 10,330.72
■ Deferred—See Deferred Costs
• Depreciation—See Depreciation
• Development Costs—See Development Costs
• Environmental Remediation
Liabilities.................... 10,680.U0-.119;
................................. 10,680.124-.127
■ Estimation....... 10,330.02; 10,330.23-.29;
.................... 10,330.44-.51; 10,330.69
■ Film Industry........................ 10,800.28-.50
• Fund-Raising—See Joint Activities
• Historical—See Historical Costs
• Interest—See Interest Costs
• Investment Companies’12b-1
Distribution Costs........ 10,670.01-.23
• Joint Activities—SeeJoint Activities
■ Materials............... 10,330.69; 10,330.72
■ No-Load Investment
Transactions..................... 10,500.11
■ Organization............................ 10,750.12;
.................... 10,750.19—.20; 10,750.34
• Percentage of Completion
Method...................... 10,330.68-.84
• Period Costs........................... 10,330.70
• Precontract .... 10,330.73—.75; 10,750.13;
....................................... 10,750.17-.18
■ Preopening............... 10,750.16; 10,750.30
• Preoperating ... 10,750.14—.15; 10,750.30
• Real Estate—See Real Estate
• Reimbursable.................... 10,330.57-.60;
.................... 10,330.76-77; 10,330.86
• Research and Development
Activities—Guidance on.... 10,590.10-.11
• Software............... 10,700.73; 10,700.82;
............................................ 10,700.84
■ Start-Up Activities............... 10,750.01-.44;
............................................ 10,750.30

COS

CREDITORS

• Investors in Real Estate
Ventures............................... 10,240.18
CURRENT LIABILITIES

• Losses on Contracts.................. 10,330.89
CUSTOMERS

•
■
•
•

Change Orders................. 10,330.61-63
Claims By Contractors...... 10,330.65-67
Combining Contracts........ 10,330.37-38
Materials Furnished By
Customers............................. 10,330.60
• Segmenting Contracts...... 10,330.39-.40
■ Specifications in Contracts...... 10,330.01;
.................................... 10,330.11-16

D
DEBT—See

Liabilities

DEBT DISCOUNTS

■ Assessments, Insurance-Related .. 10,710.21;
........................................10,710.46
• High-Yield Debt Securities........... 10,540.05
■ Insurance and Reinsurance
Contracts............. 10,760.15; 10,760.27;
........................................... 10,760.37
■ Participating Mortgage Loan
Arrangements............. 10,690.10—.11;
.................. 10,690.14-.15; 10,690.24;
......................... 10,690.26; 10,690.29
• Personal Financial Statements . 10,350.27-.29
• Reorganization Proceedings....... 10,460.25
DEBT INSTRUMENTS

• Criteria for Similar Securities .... 10,450.13
• Definition................................. 10,450.01
• Dollar Repurchase-Dollar Reverse
Repurchase Agreements .. 10,450.06-.13
■ Exchanges of Participation
Certificates...................... 10,450.02
• Financing......................... 10,450.06-.13
■ High-Yield Debt Securities—See High-Yield
Debt Securities
• Participating Mortgage Loan
Arrangements—See Participating Mortgage
Loan Arrangements
■ Sale................ 10,450.01; 10,450.06-.13
• “Substantially the Same”
Definition.......................... 10,450.13
DEBT RESTRUCTURIING—See Restructuring of
Debt
DEBTORS

• Default on REIT Loans............... 10,060.07;
...................................... 10,060.35
• Participating Mortgage Loan
Arrangements—See Participating
Mortgage Loan Arrangements
DEFAULT

• Debt Securities.................. 10,540.38-.51
■ REIT Loans............. 10,060.07; 10,060.35
DEFENSE ACQUISITION REGULATION

• Governmental Accounting........... 10,330.08
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DEFERRED COSTS

• Airline Industry.................... 10,430.19-.25
■ Completed-Contract Method....... 10,330.30;
.......................................... 10,330.62
• Development and Preoperating
Costs............................. 10,430.19-.25
■ Precontract Costs.............. 10,330.73-75
DEFERRED INCOME

• Foreign Property and Liability
Reinsurance.................... 10,520.08- 13
• Interest Income........................ 10,240.34
■ Real Estate Ventures................ 10,240.34
DEFINED-BENEFIT PENSION PLANS

• Postretirement Medical Benefit (401(h))
Features.................... 10,780.01-.23
DEFINED-CONTRIBUTION PENSION PLANS

• Benefit Responsiveness
Contracts;... 10,530.29-.31; 10,620.04;
. 10,620.10-.12; 10,620.15;
....... 10,620.20; 10,790.03; 10,790.11
• Disclosures .... 10,620.04; 10,620.15- 16;
........... 10,790.01-04; 10,790.08-.12;
..................................... 10,790.32-.33
• ERISA Requirements................ 10,620.01;
.......................... 10,620.05; 10,620.16
• Fair Value........................ 10,620.01-.20;
.......................................... 10,790.09
• Financial Statements......... 10,620.01-.20;
............ 10,790.01-.02; 10,790.05;
...... 10,790.08-.12; 10,790.32-.33
• Morbidity Risk .. 10,620.01-.02; 10,620.14
• Mortality Risk... 10,620.01-.02; 10,620.14
• Multiple Contracts.................... 10,620.12
• Overview................................. 10,790.01
■ Participant-Directed Investment
Programs.... 10,790.02; 10,790.08-.12
• Plan Assets........................ 10,620.08-.09
• Pooled Fund........................... 10,620.12
• Reporting Guidance.................. 10,620.03
• Reporting of Investment
Contracts 10,620.01-20; 10,790.02-03;
.................................... 10,790.05-12
• Single Investment Fund............. 10,620.11
■ Statement of Net Assets Available for
Benefits—See Statements of Net Assets
Available for Benefits
DEFINITIONS—See Terminology

DEPOSIT ACCOUNTING—continued

• Interest Method .... 10,760.10; 10,760.25;
...................... 10,760.33; 10,760.37
• Losses.............................. 10,760.01-.39
• Measurement 10,760.09- 17; 10,760.24-.36
• Multiple-Year Insurance and Reinsurance
Contracts................... 10,760.01-.39
■ Open-Year Method............. 10,760.16-.17;
................................. 10,760.34-.35
• Present Value......... 10,760.13; 10,760.19;
.............. 10,760.26-.30; 10,760.37
• Reclassification of Contracts .... 10,760.17;
...................................... 10,760.36
• Recoveries............. 10,760.08; 10,760.19;
......................... 10,760.28; 10,760.31;
........................... 10,760.33; 10,760.37
• Short-Duration Insurance and Reinsurance
Contracts................... 10,760.01-39
• Significant Timing and Significant Underwriting
Risk Not Transferred......... 10,760.08;
............... 10,760.10-.12; 10,760.37
• Significant Timing Risk Transferred
Only............. 10,760.08; 10,760.10-.12;
............................................ 10,760.37
• Significant Underwriting Risk Transferred
Only........ 10,760.08; 10,760.13-.15;
............... 10,760.26-.33; 10,760.37
DEPRECIATION

• Real Estate.............................. 10,240.30
• Real Estate Ventures............... 10,240.25;
...................................... 10,240.27-28
DEVELOPMENT

• Costs—See Development Costs
• Loans—See Development Loans
DEVELOPMENT COSTS

• Agricultural Producers .... 10,390.040-.062
• Capitalization v. Expense of Software Costs
Developed for Internal
Use............... 10,720.19-.32; 10,720.40;
............. 10,720.50—.51; 10,720.54-.55;
...................................... 10,720.57-.80
• Definition............................... 10,390.002
■ Intermediate-LifePlants............ 10,390.043;
... 10,390.049;10,390.056; 10,390.060
• Land....... 10,390.041; 10,390.046-.047;
.... 10,390.051-.053; 10,390.059-.060
• Livestock........... 10,390.044; 10,390.050;
.... 10,390.057-.058; 10,390.061-.062
DEPOSIT ACCOUNTING
• Software......... 10,700.73; 10,720.01-.93
• Cash Flows...................... 10,760.11-.13;
• Trees and Vines .. 10,390.042; 10,390.048;
.
. 10,760.25-.30; 10,760.32; 10,760.37
......... 10,390.054-.055; 10,390.060
■ Changes in Recorded Deposit
DEVELOPMENT LOANS
Amount............ 10,760.14; 10,760.19
■ Deposit Arrangements,
• Definition................................. 10,060.04
Categories................. 10,760.06-08
DIRECTORS—See Board of Directors
• Disclosure....... 10,760.14; 10,760.18-.19
DISCLOSURE
• Discount Rate....... 10,760.15; 10,760.27;
................................... 10,760.37
■ Accounting Changes............. 10,330.90-.91
■ Effective Yield.. 10,760.10-.11; 10,760.25
• Accounting Policies.................. 10,330.21;
• Illustrations............................ 10,760.37
......................... 10,330.25; 10,330.31;
.................... 10,630.05-.11; 10,630.13;
• Indeterminate Risk................... 10,760.08;
................................... 10,680.151-154
............. 10,760.16—.17; 10,760.34-.36
• Advertising.......................... 10,590.49-.50
■ Insurance and Reinsurance
Contracts................... 10,760.01-.39
• Assessments, Insurance-Related... 10,710.27
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DISCLOSURE—continued

• Completed-Contract Method...... 10,330.52;
....................................... 10,330.90-.91
• Computer Software ..10,720.41; 10,720.90
• Contractors............................. 10,330.94
■ Defined-Benefit Pension
Plans........ 10,780.13-.14; 10,780.22
■ Defined-Contribution Pension
Plans........ 10,620.04; 10,620.15-.16;
....... 10,790.01-.04; 10,790.08-.12;
................................. 10,790.32-.33
• Deposit Accounting.................. 10,760.14;
...................................... 10,760.18—.19
• Employee Stock Ownership
Plans............. 10,130.05; 10,130.10;
............................ 10,580.53; 10,580.95
• Environmental Remediation
Liabilities............... 10,680.142-.172
■ Estimates......... 10,640.11-.18; 10,640.27
• Foreign Currency Transactions—See Foreign
Currency
• Foreign Property and Liability
Reinsurance..................... 10,520.19
■ Health and Welfare Benefit
Plans........ 10,530.29; 10,530.56-.61;
.................... 10,620.04; 10,620.15-.16;
.................... 10,780.11;. 10,780.15-.16;
.................... 10,790.03; 10,790.13-.14
• Illustrations—Insurance Enterprises.. 10,630.13
• Illustrations—Risks and
Uncertainties..................... 10,640.27
• Informative—See Informative Disclosure
• Insurance Enterprises........... 10,630.01-.14
• Interest Revenue Recognition
Discontinued............... 10,060.37-38
• Investment Companies' 12b-1
Plans............... 10,670.10; 10,670.20
• Investment Partnerships............. 10,660.08;
....... 10,660.10-.12; 10,660.16-.17;
.... 10,660.19; 10,660.21; 10,660.23
• Joint Costs....... 10,730.05; 10,730.18-19;
...................... 10,730.23; 10,730.27
■ Liability for Unpaid Claims & Claim
Adjustment Expenses .... 10,630.09-.11;
...................................... 10,630.13
• Mutual Life Insurance Enterprises
Participating Contracts...... 10,650.24
■ Nature of Operations................ 10,640.10;
............................................ 10,640.27
• Net Assets Available for Benefits .. 10,620.15
• Not-for-Profit Organizations......... 10,610.06;
............... 10,610.12-.14; 10,610.16
■ Participating Mortgage Loan
Arrangements ... 10,690.17; 10,690.37-.38
■ Percentage of Completion
Method.... 10,330.45; 10,330.82-.84;
................................. 10,330.90-.91
■ Personal Financial Statements ... 10,350.21;
...................................... 10,350.31
• Postretirement Medical Benefit (401(h))
Features of Employee Benefit
Plans............. 10,780.11; 10,780.13-.16
• Real Estate Investment Trusts.. 10,060.37-38
• Real Estate Ventures................ 10,240.06;
........................... 10,240.12; 10,240.41

DIS

DISCLOSURE—continued

• Regulated Investment Companies’
Net Asset Components........... 10,550.05
• REIT Adviser’s Operating
Support......... 10,060.48; 10,060.52
■ Reorganization Disclosure
Statement.... 10,460.10-.13; 10,460.37
• Risks............................... 10,640.01-.28
• Start-Up Activities...................... 10,750.40
• Statutory Accounting
Practices....... 10,630.05-.08; 10,630.13
■ Subsequent Events.................... 10,330.82
• Unasserted Claims.................. 10,680.168
■ Uncertainties...................... 10,640.01-.28;
. ... 10,680.155—.169; 10,680.171-.172
■ Vulnerability From
Concentrations............... 10,640.20-.24;
............................................ 10,640.27
DISCOUNT ON DEBT—See Debt Discounts
DISCOUNTING—See

Time Value of Money

DIVIDENDS

• Foreign Currency.............. 10,570.24-.25
■ Investment Partnerships........... 10,660.08;
................... 10,660.12; 10,660.16
■ Mutual Life Insurance
Companies......... 10,650.14; 10,650.17;
................... 10,650.40-.42; 10,650.51
• Shares Held by ESOP......... 10,130.12-.13;
............ 10,580.07-.08; 10,580.18;
10,580.21-.22; 10,580.33;
10,580.35-.36; 10,580.42;
. 10,580.51; 10,580.53; 10,580.65;
....... 10,580.72-.77; 10,580.85-.88
• Terminal................ 10,650.17; 10,650.51
DOLLAR REPURCHASE—DOLLAR REVERSE
REPURCHASE AGREEMENTS

Definitions................................. 10,450.07
Fixed Coupon Agreements .. 10,450.07-.08
Similar Securities.............. 10,450.06-.13
“Substantially the Same”
Definition............. 10,450.09; 10,450.13
• Yield Maintenance
Agreements............... 10,450.07-08
DONATIONS—See Contributions
•
•
■
■

E
EARNINGS PER SHARE

• Reorganization Proceedings....... 10,460.34
• Shares Held by ESOP......... 10,130.11-.13;
......
............ 10,580.28-.34; 10,580.44;
..................................... 10,580.80
EMPLOYEE BENEFIT PLANS

• Defined-Benefit Pension Plans—See
Defined-Benefit Pension Plans
• Defined-Contribution Pension Plans—See
Defined-Contribution Pension Plans
• Employee Stock Ownership Plans—See
Employee Stock Ownership Plans
• Health and Welfare Benefit Plans—See Health
and Welfare Benefit Plans
• Postretirement Medical Benefit (401(h))
Features.................. 10,780.01-.23
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EMPLOYEE RETIREMENT INCOME
SECURITY ACT OF 1974

• 401(h) Plan Assets.................. 10,780.14;
.................. 10,780.16; 10,780.22-.23
■ Defined-Contribution Benefit Plan
Investments.................... 10,790.01
• Defined-Contribution Pension
Plans................. 10,620.01; 10,620.05;
.......................................... 10,620.16
■ Description of ESOP................ 10,130.01
• Employee Stock Ownership
Plans.................. 10,580.02; 10,580.12
■ Health and Welfare Benefit
Plans................. 10,530.04; 10,530.11;
....................... 10,530.24; 10,620.01;
.......................... 10,620.05; 10,620.16
EMPLOYEE STOCK OWNERSHIP PLANS

• Assets.................. 10,130.06; 10,580.26;
.................. 10,580.45-.46; 10,580.63
• Compensation Costs......... 10,130.09-.13;
....... 10,580.16; 10,580.21; 10,580.39;
.................. 10,580.41; 10,580.52—.53;
.................. 10,580.68-.72; 10,580.92
• Convertible Preferred
Stock.... 10,580.29-.32; 10,580.82-.88
• Debt Guaranteed by Employer... 10,130.02
• Description........... 10,130.01; 10,580.02;
.......................... 10,580.06; 10,580.10
• Disclosure Requirements........... 10,130.05;
......... 10,130.10; 10,580.53; 10,580.95
• Dividends......... 10,130.12-13; 10,580.07;
.................. 10,580.18; 10,580.21—.22;
.................. 10,580.33; 10,580.35-.36;
....... 10,580.42; 10,580.51; 10,580.53;
.................. 10,580.65; 10,580.72-.77;
..................................... 10,580.85-.88
• Earnings Per Share........... 10,130.11-.13;
.. 10,580.28-.34; 10,580.44; 10,580.80
• Employer Contributions .... 10,130.01-.14;
.................. 10,580.16-19; 10,580.26;
........... 10,580.35-.36; 10,580.40-41;
.......................... 10,580.53; 10,580.64
■ Financial Statements of
Employer........................ 10,130.05-.08
• Illustrations............................. 10,580.99
• Income Taxes....... 10,130.02; 10,130.04;
........................ 10,130.14; 10,580.49;
.......................... 10,580.52; 10,580.94
■ Interest Costs......... 10,130.02; 10,130.10
• Investment Companies' 12b-l
Plans........... 10,670.02-.03; 10,670.10;
.......................................... 10,670.17
• Investment Tax Credit...............10,130.01;
.......................................... 10,130.14
• Investments in Employer’s
Securities.......................... 10,130.01-.02
• Law Changes......... 10,580.05; 10,580.101
• Leveraged....... 10,580.07; 10,580.12-.39;
.................. 10,580.49-.51; 10,580.53;
.................. 10,580.60-.91; 10,580.93
■ Liabilities......... 10,130.02-.03; 10,580.17;
. 10,580.25-.26; 10,580.63; 10,580.65;
......... 10,580.71; 10,580.74; 10,580.90
AICPA Technical Practice Aids

EMPLOYEE STOCK OWNERSHIP
PLANS—continued

• Loans.................... 10,580.07; 10,580.12;
............. 10,580.24-.27; 10,580.35-.36;
............................................ 10,580.63
■ Nonleveraged.................... 10,580.40-.44;
........................... 10,580.52; 10,580.92
• Pension Reversion.................... 10,580.42;
.
.. 10,580.44-.48; 10,580.53; 10,580.93
• Purchase of Shares.................. 10,580.13;
......... 10,580.38; 10,580.41; 10,580.43
■ Recognition & Measurement .. 10,580.64-.78
• Redemption of Shares............... 10,580.43;
....................................... 10,580.78
• Related Parties.......................... 10,580.12
• Release of Shares............. 10,580.14-.19;
................................. 10,580.64-.72
• Suspense Shares... 10,580.12; 10,580.15;
.
. 10,580.35; 10,580.37-.39; 10,580.42;
.
. 10,580.44; 10,580.47-.48; 10,580.89;
........................... 10,580.91; 10,580.93
■ Termination .... 10,580.35-39; 10,580.45;
................................. 10,580.89-.91
• Terminology........................... 10,580.103
• Unearned Shares .... 10,580.19; 10,580.78
EMPLOYEES

■ Health and Welfare Benefit Plans—See Health
and Welfare Benefit Plans
• Postretirement Medical Benefit (401(h))
Contributions—See Postretirement Medical
Benefit (401(h)) Plans
EMPLOYER CONTRIBUTIONS

• Employee Stock Ownership
Plans........................... 10,130.01-14
EMPLOYERS

■ Accounting for ESOPs....... 10,580.01-.103
■ Contributions to ESOP....... 10,580.16-.19;
............... 10,580.26; 10,580.35-.36;
... 10,580.40-.41; 10,580.53; 10,580.64
• Postretirement Medical Benefit (401(h))
Contributions—See Postretirement Medical
Benefit (401(h)) Plans
ENCUMBRANCES—See Commitments
ENVIRONMENTAL REMEDIATION LIABILITIES

• Accounting Guidance......... 10,680.99-.172
• Accounting Policy
Disclosure............... 10,680.151-.154
■ Acronyms.............................. 10,680.177
■ Allocation....................... 10,680.133-.139
■ Auditing Guidance................... 10,680.175
■ Authoritative Literature............ 10,680.173
• Benchmarks.............. 10,680.118-.119
■ Balance Sheet Display .... 10,680.144-.146
• Case Study........................... 10,680.174
■ Cause and Point of Recognition in Financial
Statements.................... 10,680.107
• Change in Estimate................. 10,680.117
• Clean Air Act...................... 10,680.80-.84
• Clean Water Act.................. 10,680.85-.90
■ Comprehensive Environmental Response,
Compensation, and Liability Act of 1980
(CERCLA)—See Superfund
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ENVIRONMENTAL REMEDIATION
LIABILITIES—continued

■ Costs........................... 10,680.110-.119;
................................. 10,680.124-.127
• Display.......................... 10,680.142-.150
■ Emergency Planning and Community
Right-to-Know Act—See Superfund
• Environmental Protection Agency
Enforcement............. 10,680.20-21;
.................... 10,680.38; 10,680.41-.46;
.................... 10,680.52-.54; 10,680.56;
.................... 10,680.59; 10,680.62-.63;
............... 10,680.73-.79; 10,680.96-.98
• Estimation.................... 10,680.110-.117;
...................... 10,680.121; 10,680.127;
.... 10,680.133-.139; 10,680.165-.167
■ Expected Future Benefits .. 10,680.128-.132
■ Hazardous Substances/
Waste ... 10,680.14-.21; 10,680.52-.57;
.............. 10,680.66-79; 10,680.92-.98
• Income Statement
Display ... 10,680.147-.150; 10,680.170
• Laws and Regulations—General
Overview.................... 10,680.01-.11
■ Liability Determination............. 10,680.106
• Loss Contingencies....... 10,680.155-.169;
........................... 10,680.171-.172
• Measurement................. 10,680.120-.141
• Pollution Control and Prevention
Laws............................... 10,680.66-90
• Potentially Responsible Parties... 10,680.13;
....... 10,680.16—.21; 10,680.40-.47;
......... 10,680.119; 10,680.133-.139
■ Probability of Incurrence
Criteria................. 10,680.108-.109
• Recognition.................. 10,680.104-.119
• Remediation Process........... 10,680.22-39
• Resource Conservation and Recovery
Act.... 10,680.52-.79; 10,680.118-.119
• Responses to Comment Letters on SOPs
Exposure Draft............... 10,680.176
• Recoverable Amounts.... 10,680.140-.141
■ Securities and Exchange Commission
Registrants.................... 10,680.169
■ Sequences of Processes........... 10,680.39;
............................................ 10,680.59
• State and Foreign Laws............. 10,680.65
• Superfund Laws................ 10,680.12—.51;
........... 10,680.92-.95; 10,680.118-.119
• Terminology........................... 10,680.178
• Toxic Substances Control Act.. 10,680.96-.98
• Unasserted Claims.................. 10,680.168
EQUITY METHOD OF ACCOUNTING

• Investment, Not-for-Profit
Organizations................... 10,610.06
• Real Estate Ventures........... 10,240.04-.28
ESOP—See Employee Stock Ownership Plans
ESTIMATED CURRENT AMOUNT OF LIABILITIES

■ Definition................................. 10,350.27
■ Personal Financial Statements ... 10,350.04;
.............. 10,350.11—.13; 10,350.15;
................................. 10,350.27-.31

ENV

ESTIMATED CURRENT VALUE OF ASSETS

• Personal Financial
Statements .. 10,350.02-.04; 10,350.06;
.............. 10,350.10-.26; 10,350.31
ESTIMATION

• Airframe Modifications............... 10,430.31
■ Back Charges on Contracts....... 10,330.77
• Change in Estimate........ 10,330.19;
.................. 10,330.25; 10,330.82-.84;
............................................................ 10,680.117
• Claims by Contractors............... 10,330.65
• Completed-Contract Method .10,330.30-33
• Construction-Type Contracts.... 10,330.02;
.................................... 10,330.04-.05
• Costs of Estimating.................... 10,330.69
• Costs to Complete.................... 10,330.78
■ Current Amount of Liabilities—See Estimated
Current Amount of Liabilities
• Current Values of Assets—See Estimated
Current Value of Assets
• Disclosure....... 10,640.11-.18; 10,640.27
• Environmental Remediation
Liabilities............... 10,680.110-.119;
...................... 10,680.121; 10,680.127;
.... 10,680.133-.139; 10,680.165-.167
• Foreign Property and Liability
Reinsurance.................... 10,520.03;
.................................... 10,520.05-06
• Liabilities, Insurance-Related
Assessments............. 10,710.15-19
■ Percentage of Completion
Method.................... 10,330.23-29;
............. 10,330.43—.51; 10,330.68-.84
• Production-Type Contracts .. 10,330.02-.05
• Reliability................................. 10,330.65
• Revenue......... 10,330.04; 10,330.23-.29;
.............................. 10,330.53-67
EVENTS

■ Percentage of Completion Method.. 10,330.53
EVIDENTIAL MATTER

■ Losses on Real Estate Ventures .. 10,240.19
EXPENDITURES

■ Defaulted Debt Securities ... 10,540.44-.51
EXPENSES

• Advertising Costs ... 10,590.05; 10,590.12;
.. 10,590.26—.27; 10,590.33; 10,590.39;
.. 10,590.44; 10,590.48; 10,590.55-.59
• Airframe Modifications....... 10,430.30-.31
• Compensation—See Personnel Costs
• Construction-Type Contracts....... 10,330.02
■ Deposit Accounting............. 10,760.10-.11;
... 10,760.14; 10,760.19; 10,760.25
• Disclosure—See Disclosure
• Film Industry...................... 10,800.28-.50
■ Foreign Currency...................... 10,570.27
■ Functional—See Functional Classification
■ Insurance Enterprises, Claim
Adjustment ... 10,630.09-. 11; 10,630.13
• Mutual Life Insurance
Companies............... 10,650.13- 14;
............. 10,650.17-.18; 10,650.39-.41
• Personal Financial Statements.... 10,350.06
• Precontract Costs.............. 10,330.74-.75
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FARMERS—See

EXPENSES—continued

• Production-Type Contracts....... 10,330.02
• Real Estate Ventures............... 10,240.25;
................................... 10,240.28
• Recognition Principles.............. 10,330.70
• Reorganization Proceedings .. 10,460.28-.29
■ Research and Development
Costs............. 10,330.74; 10,590.10
• Start-Up Activities............. 10,750.12-.20;
................... 10,750.27; 10,750.31
■ v. Capitalization of Software Costs Developed
for Internal Use......... 10,720.19-.32;
............ 10,720.40; 10,720.50-.51;
...... 10,720.54-.55; 10,720.57-.80

F
FACE AMOUNT

• Life Insurance Disclosure........... 10,350.21;
................................... 10,350.31
FACILITIES

• Construction-Type Contracts .... 10,330.01;
................................... 10,330.11
• Percentage of Completion
Method............................ 10,330.22
FAIR VALUE

• Computer Software—Vendor Specific
Evidence of Fair Value....... 10,700.10;
10,700.12; 10,700.14;
10,700.37-.38; 10,700.41;
10,700.58; 10,700.62;
.. 10,700.65-.66; 10,700.98-.101;
.......................................... 10,740.01-.18
• Defined-Contribution Benefit Plans
Investments .. 10,620.01-.20; 10,790.09
• Employee Stock Ownership
Plans........... 10,580.14; 10,580.16-.20;
...... 10,580.23; 10,580.35; 10,580.39;
...... 10,580.41; 10,580.43; 10,580.50;
...... 10,580.70; 10,580.78; 10,580.89;
........ 10,580.91; 10,580.94; 10,580.98
• Environmental Remediation
Liabilities...................... 10,680.141
• Evidence of Fair Value.............. 10,770.02;
... 10,770.05; 10,770.11-.13; 10,770.17;
............ 10,770.20; 10,770.22-.24
• Film Industry......... 10,800.17; 10,800.32;
.... 10,800.43-.47; 10,800.78-.79;
........ 10,800.93; 10,800.117-.119
• Foreclosed Assets Held for
Sale............... 10,510.12; 10,510.14
• Health and Welfare Benefit Plan
Investments.................. 10,530.25—.27;
.................. 10,530.32; 10,620.01-.20
• Liabilities Under
Reorganization........... 10,460.63-.64
• Participating Mortgage Loan Arrangements
............ 10,690.10; 10,690.14-.15;
........... 10,690.23; 10,690.31-.33
• Real Estate Ventures................. 10,240.14;
.......................... 10,240.19; 10,240.27
■ Regulated Investment
Companies...................... 10,240.03
AICPA Technical Practice Aids

FASB—See

Agricultural Producers

Financial Accounting Standards

Board
FEDERAL PROCUREMENT REGULATION

• Governmental Accounting........... 10,330.08
FEES

• Commitment—See Commitment Fees
• Contracts.......................
10,330.54-.60
• Investment Companies’ 12b-l
Plans............. 10,670.02-.03; 10,670.10;
............................................ 10,670.17
■ Joint Activities......... 10,730.10; 10,730.23
• Management Fees, Investment
Partnerships....... 10,660.06; 10,660.09;
......... 10,660.13; 10,660.21; 10,660.23
• Membership—See Membership Fees
• REIT Advisers...................... 10,060.47-.52
• Software Revenue Recognition—See
Computer Software
• Syndication—See Real Estate Syndication
FELLOWSHIPS—See Scholarships and Fellowships
FILM INDUSTRY

• Accounting Standards,
Establishment of......... 10,800.01-.04
• Amortization and Accrual... 10,800.34-.37;
.. 10,800.53; 10,800.55; 10,800.126
• •Amortization, Disclosure of... 10,800.130
• • Amortization Period............... 10,800.115
• ■ Film Costs Amortization............ 10,800.99;
.......................................... 10,800.110
• • Individual-Film-ForecastComputation Method............. 10,800.133
• • Participation Cost
Accruals................ 10,800.100-.106
• Costs and Expenses........... 10,800.28—.50;
............................... 10,800.93-.127
• ■ Advertising Costs................... 10,800.49
• • Discounted Cash Flow Model... 10,800.17;
................................. 10,800.45-.47
• ■ Exploitation Costs.................. 10,800.49
• • Film Costs—Capitalization. 10,800.29—.33;
...................................... 10,800.93
• • Film Costs—Capitalization (Episodic
Television Series)........ 10.800.94-.98
• • Film Costs—Valuation .... 10,800.43-.47;
............................. 10,800.117-.122
■ • Manufacturing Costs.................. 10,800.28;

10,800.55; 10,800.122
• • Non-Current Costs.................. 10,800.51
• • Ultimate Participation Costs.... 10,800.41
• Delivery........... 10,800.07; 10,800.11-.13;
.......................... 10,800.39; 10,800.68;
.. 10,800.71-.72; 10,800.97; 10,800.113
■ Fair Value of a Film... 10,800.17; 10,800.32;
............. 10,800.43-.47; 10,800.78-.79;
................ 10,800.93; 10,800.117-.119
• License Fees......... 10,800.06; 10,800.15;
......................... 10,800.27; 10,800.64;
......................... 10,800.87; 10,800.133
• • Fixed or Determinable,
Flat Fees.. 10,800.15-.17; 10,800.82;
...................... 10,800.84; 10,800.86
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FILM INDUSTRY—continued

• • Fixed Fee, Single Film Arrangement
(Example 1)..................... 10,800.133
• • Fixed Fee, Multiple Film Arrangement
(Example 2).................... 10,800.133
• • Variable Fees.................. 10,800.18-.20;
....................................... 10,800.80-.81
• • Variable Fee, Single Film Arrangement
(Example 3)..................... 10,800.133
• • Variable Fee, Multiple Film Arrangement
(Example 4)..................... 10,800.133
• Licensing Arrangement,
Evidence of................. 10,800.09-.10
• Licensing of Film—Related
Products......... 10,800.26; 10,800.91
• Presentation and Disclosure.. 10,800.51-.58;
........................... 10,800.128-.131
• • Disclosure, Examples of....... 10,800.133
■ Producers and Distributors of Film,
Accounting Standards for .. 10,800.01-.04
• Receivables........... 10,800.08; 10,800.27;
..................................... 10,800.133
■ Revenue Recognition......... 10,800.06-.27;
................................. 10,800.62-.92
• • Barter Revenue...................... 10,800.21
• ■ Basic Principles................. 10,800.06-.08
• • Details.............................. 10,800.09-.27
• • Ultimate Revenue............... 10,800.38-.40
FINANCIAL ACCOUNTING STANDARDS BOARD

• Mutual Life Insurance Enterprises—
Applicable Literature.. 10,650.01—.10;
.............. 10,650.26; 10,650.29-.35
• Personal Financial Statements ... 10,350.32
■ Rescission of APB
Statements...................... 10,560.01—.13
• Service Transactions................ 10,330.11
• Statement No. 2....................... 10,330.74
• Statement No. 34..................... 10,330.72
• Statement No. 5....... 10,240.19; 10,330.67
• Statement No. 52..................... 10,570.02
FINANCIAL INSTITUTIONS

• Foreclosed Assets............... 10,510.01-.18
FINANCIAL POSITION

■ Completed-Contract Method...... 10,330.31
• Percentage of Completion
Method................................. 10,330.31
FINANCIAL STATEMENTS

■ Agricultural Cooperatives........ 10,390.105;
.......................................... 10,390.107
■ Balance Sheets—See Statements of Financial
Position
• Combined—See Combined Financial
Statements
■ Comparative—See Comparative Financial
Statements
• Completed-Contract Method....... 10,330.30;
................................. 10,330.90-.91
• Defined-Benefit Pension
Plans........ 10,780.08-.10; 10,780.22
• Defined-Contribution Pension
Plan Investments......... 10.620.01-.20
.............. 10,790.01-.02; 10,790.05;
......... 10,790.08-.12; 10,790.32-.33

FIL

FINANCIAL STATEMENTS—continued

■ Disclosure—See Disclosure
. Environmental Remediation Display and
Disclosure............. 10,680.142-. 172
• Film Industry.................. 10,800.128-.133
■ Foreign Currency of Investment
Companies ... 10,570.34-.36; 10,570.41
• Foreign Property and Liability
Reinsurance.. 10,520.04; 10,520.13;
.............................. 10,520.15-.19
• Fresh-Start Reporting in
Reorganization........... 10,460.36—.39;
............................................ 10,460.56
• Health and Welfare Benefit
Plans...... 10,530.19-.61; 10,530.67;
....... 10,620.01-.20; 10,780.11-.12;
.............. 10,780.23; 10,790.13-.14
■ Illustrative Regulated Investment
Companies’Distributions.... 10,550.15
■ Income—See Income Statements
• Interest Revenue Recognition
Discontinued.................... 10,060.38
■ Interim—See Interim Financial Statements
• Investment Partnerships .... 10,660.06-. 13;
.................................... 10,660.16-.23
■ Loan Loss Allowances................ 10,060.35
• Measurement of Environmental Remediation
Liabilities............... 10,680.120-.141
■ Mutual Life Insurance
Companies............... 10,650.01-65
• Objective of Entity in Reorganization
Proceedings.................... 10,460.22
■ Obligations to ESOPs......... 10.130.05-.08
• Percentage of Completion
Method.... 10,330.22; 10,330.90-.91
• Personal—See Personal Financial Statements
• Postretirement Medical Benefits
(401(h)).. 10,780.08; 10,780.11-.12;
.................................... 10,780.22-23
• Real Estate Ventures
10,240.03-.06;
.. 10,240.12-.16;10,240.24; 10,240.41
• Recognition Criteria of Item....... 10,590.18
• Recognition of Environmental Remediation
Liabilities............... 10,680.104-. 119
• Regulated Investment Companies’
Distributions.................... 10,550.15
■ Statement of Net Assets Available for
Benefits—See Statements of Net Assets
Available for Benefits
■ Statements of Changes in Net Assets
Available for Benefits—See Health and
Welfare Benefit Plans
FINANCING

• Contracts................................. 10,330.22
• Real Estate Investment Trust...... 10,060.06
• Real Estate Ventures............... 10.240.07;
......................... 10,240.11; 10,240.20
FIXED PRICE CONTRACTS

■ Definition.............. 10,330.15; 10,330.93
• Description of Types.................. 10,330.93
• Estimation of Revenue................ 10,330.56
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FOOTNOTES—See

Notes to Financial

Statements

FOREIGN PROPERTY AND LIABILITY
REINSURANCE—continued

• Open Year Method.................... 10,520.04;
......................... 10,520.08; 10,520.15;
........................... 10,520.17; 10,520.19
• Periodic Method................ 10,520.04-.06;
........................... 10,520.14; 10,520.17
• Premium Estimation Information... 10,520.02;
... 10,520.05-06; 10,520.08; 10,520.15
■ Provision for Losses.................. 10,520.16
• Revenue and Loss
Recognition... 10,520.05-.13; 10,520.15
• Syndicates............................... 10,520.03
• Uncertainties............................ 10,520.15
• Zero Balance Method................ 10,520.04;
......... 10,520.07; 10,520.10; 10,520.18

FORECLOSURE

• Assets............................. 10,510.01—. 18
• Debt and Interest...................... 10,510.13
• Held for Production of
Income........................... 10,510.15—.16
• Held for Sale Presumption.. 10,510.10-.11;
................................... 10,510.16
• Interest Revenue Recognition
Discontinued.... 10,060.31; 10,060.35
• Real Estate Investment Trusts ... 10,060.35
FOREIGN CURRENCY

• Bifurcation of Changes in Value of
Foreign Securities......... 10,570.42
• Cash................................. 10,570.29-30
• Classes of Foreign Operations... 10,570.02
• Current Literature........... 10,570.07
• Denomination.................. 10,570.04
.. 10,570.40
■ Discussion of FASB Statement
No. 52 Provisions.................. 10,570.02
• Diversity of Accounting Practice.. 10,570.03
■ Expenses................................ 10,570.27
• Financial Statement
Presentation.. 10,570.34—.36; 10,570.41
• Forward Exchange
Contracts................... 10,570.31-33
■ Functional Currency Definition ... 10,570.02
• Gains or Loses .... 10,570.05; 10,570.10;
........... 10,570.12-.14; 10,570.16-.18;
.................. 10,570.20-.28; 10,570.30;
.................. 10,570.33-.35; 10,570.40
• Illustrations........................ 10,570.40-.41
• Income
• • Accretion and
Amortization................ 10,570.22-23
• • Dividends........................ 10,570.24-.25
• • Interest......... 10,570.11; 10,570.18-.21
• • Withholding Tax.... 10,570.26; 10,570.36
■ Measurement Changes............. 10,570.10
■ Payables................................. 10,570.28
• Receivables............. 10,570.17; 10,570.28
■ Risk................................... 10,570.37-38
• Securities
• • Marking to Market............. 10,570.12-.15
• • Purchased Interest................ 10,570.11;
.......................................... 10,570.20
• • Sale of Interest..................... 10,570.18
• • Sale of Securities............. 10,570.16-.17
■ Sources of Gains or Losses....... 10,570.05
■ Valuation........................... 10,570.13- 16
FOREIGN PROPERTY AND LIABILITY
REINSURANCE

• Comparison of Practices in Other
Industries............................. 10,520.09
• Contracts That Do Not Transfer Insurance
Risk............................... 10,760.01-39
• Deposit Accounting—See Deposit Accounting
• Disclosures............................. 10,520.19
AICPA Technical Practice Aids

FORM V. SUBSTANCE

■ Capital Contributions........... 10,240.30-34
• Real Estate Ventures................. 10,240.02;
... 10,240.07-.10; 10,240.25; 10,240.37
• Sales...................................... 10,240.30
FUND RAISING—See Joint Activities
FUTURE PRICE

• Costs to Complete.................... 10,330.78

G
GAINS

• Foreign Currency—See Foreign Currency
• Intercompany Transactions......... 10,240.07
• Investment Partnerships............. 10,660.08;
...................... 10,660.12; 10,660.16
■ Real Estate Ventures................. 10,240.39;
............................................ 10,690.08
■ Unrealized—See Unrealized Appreciation
GENERAL AND ADMINISTRATIVE EXPENSES

• Completed-Contract
Method........... 10,330.72; 10,330.87
GENERALLY ACCEPTED ACCOUNTING
PRINCIPLES

■
■
•
■
•

•
■
•
•
•
•
•

•
•
•

Agricultural Cooperatives........ 10,390.001
Agricultu
ral Producers............ 10,390.001
Airline Industry.................... 10,430.11- 12
Consistency............................ 10,360.16
Construction-Type Contracts .... 10,330.01;

.

10,330.10; 10,330.18-.19;

............................................ 10,330.72
Disclosure............................... 10,350.31
Health and Welfare Benefit Plans .. 10,530.05
Losses on Contracts................ 10,330.24
Mutual Life Insurance
Companies................. 10,650.01-03
Personal Financial Statements ... 10,350.02;
................................. 10,350.31-32
Production-Type Contracts......... 10,330.01;
............... 10,330.10-.11; 10,330.72
Real Estate Ventures................. 10,240.03;
.................... 10,240.14; 10,240.24-.25
REIT Adviser’s Operating Support... 10,060.51
Uniform System of Accounts
and Reports.................... 10,430.11-12
Vs. Tax Return of Capital .... 10,550.01—.15
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GENERALLY ACCEPTED AUDITING
STANDARDS

HEALTH AND WELFARE BENEFIT
PLANS—continued

• Personal Financial Statements ... 10,350.02
GIFTS

• Annuity—See Annuity Gifts
Terminology

GLOSSARIES—See

GNMA—See

Government National Mortgage
Association

GOVERNMENT NATIONAL MORTGAGE
ASSOCIATION

• Mortgage-Backed Securities... 10,450.12-.13
GOVERNMENTAL ACCOUNTING

•
•
■
•

Allocation of Costs....................
Change in Estimates..................
Contract Costs..........................
Defense AcquisitionRegulation...

10,330.08
10,330.19
10,330.72
10,330.08

.............................................. 10,330.57
■ Federal Procurement Regulation... 10,330.08
• Joint Activities—See Joint Activities
■ Percentage of Completion
Method................................. 10,330.19

H
HEALTH AND WELFARE BENEFIT PLANS

• Affect of SOP on Guide............... 10,530.06;
................................. 10,530.08-.09
• Arrangements With Insurance
Companies.......... 10,530.13-.18;
.................... 10,530.26; 10,530.34-.36;
...................................... 10,530.45-.48
■ • Administrative Service............. 10,530.18
• • Fully Insured, Experience
Rated......................... 10,530.15
• • Fully Insured, Pooled.............. 10,530.14
• • Premium Plan....................... 10,530.16
• • Stop-Loss............................. 10,530.17
• Background........................ 10,530.10-.12
■ Benefit Obligations............. 10,530.41—.54;
............................................ 10,530.67
• • Accumulated Eligibility Credits.. 10,530.48
■ • Claims............................. 10,530.43-.44
• • Postretirement................ 10,530.49-.54
• • Premiums Due Under Insurance
Arrangements......... 10,530.45-.47
• Benefit Responsiveness
Contracts .... 10,530.29-.31; 10,620.04;
... 10,620.10-.12; 10,620.15; 10,620.20
...................................... 10,790.03
■ Changes in Benefit
Obligations ... 10,530.55-.56; 10,530.67
• Defined Benefit Plans................ 10,530.02;
.................... 10,530.19-.21; 10,530.27
• Defined Contribution Plan........... 10,530.03;
........10.530.22-.23; 10,530.25;
....................................... 10.530.28-.29
• Disclosures .... 10,530.56-.61; 10,620.04;
......... 10,620.15-.16; 10,790.13-.14
• ERISA Requirements.................. 10,530.04;
..10,530.11; 10,530.24; 10,530.26;

......... 10,620.01; 10,620.05; 10,620.16
• Fair Value........................... 10,620.01-.20

GEN

• Financial Statements........... 10,530.19-.61;
10,530.67; 10,620.01-.20; 10,790.13-.14
• GAAP Applicability...................... 10,530.05
• Illustrations............................... 10,530.67
• Morbidity Risk... 10,620.01-02; 10,620.14
• Mortality Risk ... 10,620.01-02; 10,620.14
• Plan Assets........................ 10,620.08-.09
• Pooled Fund............................. 10,620.12
• Postretirement Medical Benefit (401(h))
Features.................. 10,780.01-.23
■ Reporting of Investment
Contracts........................ 10,620.01-.20
• Self-Funded Plans...................... 10,530.12
• Single Investment Fund............... 10,620.11
• Sources of Contributions............. 10,530.10
• Statement of Changes in Net Assets
Available for Benefits .... 10,530.39-40;
............................................ 10,530.67
• Statement of Net Assets Available for
Benefits—See Statements of Net Assets
Available for Benefits
• Terminating Plans............... 10,530.62-.65
• Trusts...................................... 10,530.11
• Types of Benefits Provided......... 10,530.01
HIGH-YIELD DEBT SECURITIES

• Audit Procedures in Evaluating
Valuations................ .. 10,540.52-.61
• Background &
Characteristics............... 10,540.01—.06;
............................................................ . 10,540.14
• Credit Risk........................ 10,540.10-.11
• Discounting............................... 10,540.05
• Expenditures in Connection
With Defaults.................. 10,540.44-.51
• Interest Income........................ 10,540.06;
............. 10,540.16- 17; 10.540.20-.26;
............. 10,540.28-.35; 10,540.40-.42
• Interest Rate............................. 10,540.03
• Interest Receivables in Connection
With Defaults.................. 10,540.38-.43
■ Liquidity Risk............................ 10,540.09
■ Literature Providing Indirect
Guidance............................... 10,540.12
Market Risk.......................... 10,540.07-.08
• PIK Bonds....... 10,540.16; 10,540.19-.26;
.................... 10,540.30-.31; 10,540.34
• Revenue Recognition........... 10,540.18-37
• Risk Factors .... 10,540.04; 10,540.07-.11
• SEC Yield Calculations....... 10,540.36-.37
• Step Bonds.... 10,540.17; 10,540.27-.29;
.................... 10,540.32-.33; 10,540.35
■ Terminology............................. 10,540.01
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HISTORICAL COST

INCOME TAXES

• Personal Financial
Statements... 10,350.02-.04; 10,350.13

■ Agricultural Cooperatives......... 10,390.014;
.......................................... 10,390.017
• Contract Accounting.................. 10,330.09
• Employee Stock Ownership Plans... 10,130.02;
10,130.04; 10,130.14;
.............. 10,580.49-.52; 10,580.94
• Personal Financial Statements—See Personal
Financial Statements
• Real Estate Investment Trusts ... 10,060.02
■ Real Estate Ventures......... 10,240.06-.08;
...................................... 10,240.24

HUD—See

U.S. Department of Housing and
Urban Development

I
ILLUSTRATIONS

•
•
•
•

Advertising Reporting........... 10,590.49-.50
Agricultural Cooperatives......... 10,390.107
Assessments, Insurance-Related... 10,710.53
Condensed Schedule of
Investments......................... 10,660.22
• Contract Accounting................ 10,330.92
• Defined-Contribution Plan Investment
Programs............................. 10,790.33
• Deposit Accounting.................. 10,760.37
■ Employee Stock Ownership Plans .. 10,580.99
• Financial Statements for an Entity
Under Reorganization............. 10,460.67
• Foreign Currency Calculations &
Financial Statements......... 10,570.40-.41
• Fresh Start Accounting and Related
Notes................................... 10,460.68
• Gross Margin Computation—Mutual
Life Insurance Enterprises .... 10,650.63
■ Health and Welfare Benefit
Plans................................... 10,530.67
• Insurance Entity—Disclosures ... 10,630.13
■ Investment Companies’12b-1
Plans................................... 10,670.21
• Joint Activities ... 10,730.21; 10,730.25-.27
• Participation in Mortgage Loan
Appreciation.................... 10,690.40
■ Personal Financial
Statements...................... 10,350.34-.35
• Real Estate Syndication
Accounting...................... 10,500.73
• Real Estate Ventures................ 10,240.25;
.......................................... 10,240.30
• Regulated Investment Companies’
Distributions.......................... 10,550.15
• Revenue Recognition on Software
Transactions.... 10,700.146; 10,700.148
• Risks and Uncertainties—
Disclosures.................... 10,640.27

INDUSTRY AUDIT GUIDES—See

Audit Guides

(AICPA)
INDUSTRY DEVELOPMENTS

■ Airline................................ 10,430.01-.17
INDUSTRY PRACTICES

• Airline................................ 10,430.01-.32
• Construction Industry.......... 10,330.05-.06
INFORMATIVE DISCLOSURE

• Comparative Financial
Statements...................... 10,350.06
• Personal Financial Statements ... 10,350.06;
...................................... 10,350.31
INSURANCE

•
•
•
■

•
•
•
■

Annuity Contracts...................... 10,620.14
Assessments Related to—See Assessments
Contracts........................... 10,760.01-.39
Defined-Contribution Pension
Plans.......................... 10,620.01-.20
Definition................................. 10,760.01
Deposit Accounting—See Deposit Accounting
Health and Welfare Benefit
Plans.......................... 10,620.01-.20
Personal Financial
Statements...... 10,350.21; 10,350.31

INSURANCE COMPANIES

IMPAIRMENT OF VALUE
•- Computer Software......................

■ Statements of Financial
Condition........ 10,350.06; 10,350.30

10,720.34-.35

..................................... 10,720.84-.87
• Real Estate Ventures .. 10,240.14; 10,240.20
INCOME STATEMENTS

• Completed-Contract Method....... 10,330.33
• Environmental Remediation
Liabilities ... 10,680.147-.150; 10,680.170
• Losses on Contracts................ 10,330.88
• Percentage of Completion
Method.... 10,330.33; 10,330.80-.81
■ Real Estate Ventures................ 10,240.06
• REIT Adviser’s Operating Support.. 10,060.52
AICPA Technical Practice Aids

■ Disclosure.......................... 10,630.01-.14
• Foreign Property and Liability
Reinsurance............... 10,520.01-.20
• Health and Welfare Benefit
Plans........ 10,530.13-.18; 10,530.26;
......... 10,530.34-.36; 10,530.45-.48
• Liability for Unpaid Claims & Claim
Adjustment Expenses .... 10,630.09—.11;
...................................... 10,630.13
• Mutual—See Mutual Insurance Companies
• Statutory Accounting Practices. 10,630.05-.08;
............... 10,630.13; 10,650.01-.03
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INTANGIBLE ASSETS

• Depreciation............................. 10,240.27
• Personal Financial Statements ... 10,350.25;
...................................... 10,350.31
• Real Estate Ventures................. 10,240.27;
........................... 10,240.32; 10,500.36
• Take-Off and Landing Slots... 10,430.26-.28
INTERCOMPANY TRANSACTIONS

• Eliminations in Consolidations.... 10,240.07;
................................. 10,240.21-.23
• Reorganization Proceedings ... 10,460.32-.33
INTEREST COSTS

• Capitalized—See Capitalized Interest
• Contract Costs........................ 10,330.72
• Employee Stock Ownership Plans
...................................... 10,130.02;
...................................... 10,130.10
• Foreclosed Assets Held for Sale... 10,510.13
■ Participating Mortgage Loan
Arrangements................... 10,690.08;
............. 10,690.11-.14; 10,690.25-.27;
........................... 10,690.29; 10,690.36
• Real Estate Ventures................ 10,240.34
• Reorganization Proceedings....... 10,460.29;
...................................... 10,460.51
INTEREST INCOME

• Disclosure Requirements .... 10,060.37-38
■ Foreign Currency Transactions... 10,570.11;
................................. 10,570.18-.21
• High-Yield Debt Securities........... 10,540.05;
....... 10,540.16—.17; 10,540.20-.26;
......... 10,540.28—.35; 10,540.40-.42
■ Investment Partnerships............. 10,660.08;
...................... 10,660.12; 10,660.16
• Real Estate Ventures........... 10,240.33-.34
• Recognition Discontinued .... 10,060.30-.38
■ Reorganization
Proceedings.... 10,460.30; 10,460.52
INTEREST METHOD

• High-Yield Debt Securities... 10,540.19-.20;
... 10,540.28; 10,540.30; 10,540.32-.35
• Insurance and Reinsurance
Contracts...... 10,760.10; 10,760.25;
...................... 10,760.33; 10,760.37
• Participating Mortgage Loan
Arrangements.... 10,690.10; 10,690.14;
...................... 10,690.26; 10,690.29
• Syndication Revenue................ 10,500.18
INTEREST RATE

• High-Yield Debt Securities........... 10,540.03
■ Personal Financial
Statements...... 10,350.27; 10,350.31
• Variable, in Participating Mortgage Loan
Arrangements................... 10,690.20
INTEREST RECEIVABLE

• Defaulted Debt Securities.... 10,540.38-.43
• Foreign Currency Transactions... 10,570.11;
............... 10,570.18; 10,570.20-.21

INT

INTERIM FINANCIAL STATEMENTS

• Real Estate Ventures................. 10,240.41
INTERNAL REVENUE CODE

• Agricultural Cooperatives...... 10,390.014;
.................................. 10,390.017
■ Contract Accounting.................. 10,330.09
■ Employee Stock Ownership
Plans... 10,130.02; 10,130.04; 10,580.02
■ Regulated Investment Companies’
Distributions.................... 10,550.06
INVENTORIES

• Agricultural
Cooperatives.............. 10,390.067-.086
• Agricultural Producers.... 10,390.023-.062
• Contract Costs.................. 10,330.71-.72
• Precontract Costs............... 10,330.73-.75
INVENTORY COSTING METHODS

• Contract Costs.................. 10,330.69-.72
• Contract Sales.......................... 10,330.14
INVESTMENT COMPANIES

• 12b-1 Plans—See 12B-1 Plans
• Distribution Costs.............. 10,670.01-.23
• Foreign Currency Accounting—See Foreign
Currency
• High-Yield Debt Securities—See High-Yield
Debt Securities
• Investment Partnerships—See Investment
Partnerships
• Regulated—See Regulated Investment
Companies
INVESTMENT PARTNERSHIPS

■ Applicability/Exemptions of
SOP................................. 10,660.05
• Audit and Accounting Guide
Discussion... 10,660.01-.08; 10,660.12;
......... 10,660.16; 10,660.20; 10,660.23
• Disclosure .... 10,660.08; 10,660.10-.12;
.................. 10,660.16-.17; 10,660.19;
......................... 10,660.21; 10,660.23
• Dividends............................... 10,660.08;
......................... 10,660.12; 10,660.16
• Gains or Losses...................... 10,660.08;
......................... 10,660.12; 10,660.16
■ Interest Income........................ 10,660.08;
......................... 10,660.12; 10,660.16
• Limited Partnerships................ 10,660.09;
......................... 10,660.13; 10,660.21
• Management Fees... 10,660.06; 10,660.09;
... 10,660.13; 10,660.21; 10,660.23
• Net Assets........................ 10,660.10-.11;
.................... 10,660.18-. 19; 10,660.21
• Notes to Financial Statements.... 10,660.13
• Schedule of Investments.... 10,660.06-.07;
.................. 10,660.10-.11; 10,660.17;
.................................... 10,660.22-.23
■ Statement of Operations........... 10,660.06;
............. 10,660.08—.09; 10,660.12-.13;
......................... 10,660.20; 10,660.23
INVESTMENT TAX CREDITS

• Contributions to
ESOPs................ 10,130.01;10,130.14
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INVESTMENTS

JOINT VENTURES

• Agricultural Cooperatives.. 10,390.087-.105
• Defined-Contribution Pension
Plans ... 10,620.01-.20; 10,790.02-.03;
........... 10,790.05-.12; 10,790.32-.33
• Employee Stock Ownership
Plans........................ 10,130.01—.02
■ Health and Welfare Benefit
Plans ... 10,530.25-.32; 10,620.01-.20;
................. 10,790.03; 10,790.13-.14
• Marketable Securities—See Marketable
Securities Investments
• Mortgages—See Mortgage Loans Receivable
• Not-for-Profit Organizations.. 10,610.05—.07;
.......................................... 10,610.16
• Partnerships ... 10,240.06—.10; 10,240.32;
..................................... 10,660.01-23
• Personal Financial Statements—See Personal
Financial Statements
■ Pools—See Investment Pools
• Real Estate—See Real Estate
■ Reporting of Related
Entities........................ 10,610.01-.20
• Schedules...................... 10,660.06-.07;
.................. 10,660.10-.11; 10,660.17;
..................................... 10,660.22-.23
• Syndication—See Real Estate Syndication
• Valuation—See Valuation
INVESTORS

• Real Estate—See Real Estate
• Real Estate Syndication—See Real Estate
Syndication

J
JOINT ACTIVITIES

■ Allocation of Costs.................... 10,730.16;
.................. 10,730.23-.24; 10,730.26
• Assigning Costs........................ 10,730.24
• Audience Criteria.............. 10,730.12-.13;
..................................... 10,730.23-.25
• Compensation/Fees.. 10,730.10; 10,730.23
• Content Criteria................ 10,730.14-.15;
..................................... 10,730.23-.25
• Costs............................... 10,730.01—.30
■ Disclosure....... 10,730.05; 10,730.18-.19;
................... 10,730.23; 10,730.27
• Educational Activities................ 10,730.24
• Effect of SOP 98-2 on Other
Literature........................ 10,730.29
• Evidence......... 10,730.10-. 11; 10,730.23
• Example of Activities................ 10,730.09
■ Illustrations .... 10,730.21; 10,730.25-.27
• Incidental Activities .. 10,730.17;10,730.23
• Measurement... 10,730.11; 10,730.23-.24
• Program, Management, and General
Functions........ 10,730.10; 10,730.23
• Purpose Criteria................ 10,730.07-.11;
.......................... 10,730.23; 10,730.25
■ Terminology........................... 10,730.30

AICPA Technical Practice Aids

• Real Estate—See Real Estate Ventures
JUDGMENT

■ Construction-Type Contracts .... 10,330.72
• Estimated Current Value of
Assets................ 10,350.12; 10,350.22
• Loan Recoverability.................. 10,060.31
■ Percentage of Completion
Method........... 10,330.47; 10,330.55
• Production-Type Contracts......... 10,330.72
JUNK BONDS—See

High-Yield Debt Securities

L
LAND

• Acquisition Loans..................... 10,060.04
• Development Costs............... 10,390.041;
.... 10,390.046—.047; 10,390.051-.053;
................................... 10,390.059-060
LEASES

• Investment in Leased Assets .... 10,350.24
• Personal Financial Statements ... 10,350.24
• Software Transactions............... 10,700.04
LEGAL REQUIREMENTS

■ Changes Affecting ESOPs........... 10,580.05;
.......................................... 10,580.101
• Claims by Contractors............... 10,330.65
• Personal Financial Statements ... 10,350.09;
...................................... 10,350.30
■ Provision for Estimated Income
Taxes...... 10,350.30-.31; 10,350.35
• Real Estate Ventures................ 10,240.02;
................................. 10,240.15-.18
LIABILITIES

• Assessments, Insurance-Related—See
Assessments
■ Current—See Current Liabilities
■ Definition................................. 10,710.33
• Deposit .... 10,760.09-.17; 10,760.24-.37
• Disclosure—See Disclosure
• Environmental Remediation—See
Environmental Remediation Liabilities
• Estimated Current Amount. 10,350.04;
.................... 10,350.11-.13;. 10,350.15;
....................................... 10,350.27-.31
• Foreclosed Assets Held for Sale.. 10,510.13
• Future Policy Benefits of
Participating Life Insurance
Contracts................. 10,650.15-.18;
...................................... 10,650.44-.52
• Health and Welfare Benefit Plans .. 10,530.38
• Insurance Enterprises, Unpaid
Claims & Claim Adjustment
Expenses .... 10,630.09-.11; 10,630.13
■ Investment Companies’ 12b-l
Plans.... 10,670.07-.09; 10,670.14-.16;
................................. 10,670.18-.20
• Investors in Real Estate
Ventures..................... 10,240.15-.18
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LIABILITIES—continued

■ Losses on Contracts................ 10,330.89
• Obligations of ESOPs......... 10,130.01—.08;
............... 10,580.17; 10,580.25-.26;
.... 10,580.63; 10,580.74; 10,580.90
• Participating Mortgage Loan
Arrangements........... 10,690.09-.10;
.................... 10,690.14-.15; 10,690.23;
............... 10,690.28-.29; 10,690.34-.36
• Partners................ 10,240.01; 10,240.06;
............................................ 10,240.15
• Personal Financial Statements—See Personal
Financial Statements
• Reorganization Proceeding .. 10,460.23-.25;
......... 10,460.43-.48; 10,460.63-.64
LICENSES—See

Contracts

LIENS

• Contractors............................. 10,330.22
LIMITED PARTNERSHIPS

• Control.............................. 10,240.08-10
• Description.............................. 10,240.01
• Investment Partnerships—Management
Fees and Allocations.......... 10,660.09;
........................... 10,660.13; 10,660.21
• Real Estate Syndication .... 10,500.36—.38;
....................................... 10,500.66-.71
• Real Estate Ventures............... 10,240.01;
....................................... 10,240.08-.10

Liabilities

LOSS RECOGNITION

• Assessments, Insurance-Related—See
Assessments
■ Completed-Contract Method . 10,330.85-.89
■ Construction-Type Contracts .. 10,330.24-.25;
.............. 10,330.37; 10,330.85-.89

• Cost-Type Contracts.................. 10,330.86

• Environmental Remediation
Liabilities............... 10,680.110—.119;
................................. 10,680.160—.167;
................................. 10,680.171—.172

• Foreign Property and Liability
Reinsurance.... 10,520.05-.08; 10,520.16
• Percentage of Completion
Method.................... 10,330.24-.25;
.................... 10,330.33; 10,330.85-.89
■ Production Type Contracts .. 10,330.24—.25;
.............. 10,330.37; 10,330.85-.89

■ Real Estate Ventures........... 10,240.14-.20;
..................................... 10,240.31
• Software—See Computer Software
LOSSES

• Contracts......................... 10,330.24-.25;
.. 10,330.37; 10,330.88; 10,760.01-.39

• Foreign Currency—See Foreign Currency

■ Intercompany Transactions......... 10,240.07

LIQUIDATION

■ Real Estate Ventures............... 10,240.25
• Reorganization—See Reorganization (Chapter 11)
LOAN AGREEMENTS

• Construction—See Construction Loans
• Employee Stock Ownership
Plans............. 10,580.07; 10,580.12;
............. 10,580.24-.27; 10,580.35-.36;
............................................ 10,580.63
• Participating Mortgage Loan Arrangements—
See Participating Mortgage Loan
Arrangements
• Personal Financial Statements ... 10,350.03
• Real Estate Investment
Trusts... 10,060.01-.07; 10,060.30-.38;
....................................... 10,060.47-.52
• Real Estate Ventures........... 10,240.33-.34
• Residential—See Residential Loans
LOAN LOSS ALLOWANCES

• Real Estate Investment Trusts ... 10,060.35
LOANS RECEIVABLE

• Interest Revenue Recognition
Discontinued............... 10,060.30-.38
■ Real Estate Ventures......... 10,240.15-.20;
................................. 10,240.33-.34
• REIT Loans............................... 10,060.04

LIA

LONG-TERM DEBT—See

• Investment Partnerships........... 10,660.08;
......................... 10,660.12; 10,660.16
• Real Estate Ventures........... 10,240.14-.20;
................... 10,240.31; 10,240.39

■ Recognition—See Loss Recognition
• Recoverability of REIT
Loans...................... 10,060.30-.38
• Unrealized—See Unrealized Depreciation
LOWER OF COST OR MARKET

■ Accounting for Inventories
of Crops............... 10,390.028-.030;
................................. 10,390.038-.039
• Agricultural Cooperatives
Inventories.. 10,390.069; 10,390.083

M
MANAGEMENT

■ Estimates on Contracts....... 10,330.26-.29;
............................................ 10,330.44
• Fees, Investment Partnerships—See
Investment Partnerships
• Limited Partnerships................ 10,240.01;
.................................... 10,240.08-10
• Real Estate Projects.................. 10,240.01
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MARKET VALUE

MORTGAGE LOANS RECEIVABLE

• Appreciation, Participating Mortgage Loan
Arrangements.... 10,690.01; 10,690.03;
.... 10,690.05-.06; 10,690.08-.10;
.... 10,690.14-.15; 10,690.21-.23;
.............................. 10,690.28-.37
• Foreign Currency-See Foreign Currency
• High-Yield Debt Securities .. 10,540.21—.26;
.......................................... 10,540.31
• Investments, Not-for-Profit
Organizations........................ 10,610.07
• Regulated Investment Companies . 10,240.03
• REIT Adviser’s Operating
Support............................... 10,060.51
MARKETABLE SECURITIES INVESTMENTS

• Personal Financial
Statements...................... 10,350.17-.19
• Real Estate Ventures................ 10,240.30
■ Valuation Allowances—See Allowances,
Valuation
MARKETING

• Computer Software.................. 10,720.12;
..................................... 10,720.39-.40
■ Contract Sales......................... 10,330.14
MATCHING PRINCIPLE

• Completed-Contract
Method.... 10,330.30-.31; 10,330.72
• Percentage of Completion Method . 10,330.22;
MATERIALITY

•
■
•
•
•

Completed-Contract Method.......
Estimate Changes....................
Real Estate Ventures................
REIT Adviser’s Operating Support .
Variances from GAAP................

10,330.31
10,330.84
10,240.41
10,060.52
10,240.24

MATERIALS

•
•
•
•

Contract Costs....... 10,330.69; 10,330.72
Customer Furnished.................. 10,330.60
Input Measure on Contracts.. 10,330.48-.50
Precontract Costs.............. 10,330.73-75

MEASUREMENT

• Basis of and Assessment in Direct-Response
Advertising...................... 10,590.40;
10,590.48; 10,590.66
• Contract Costs................. 10,330.68-.78
■ Contract Revenue................... 10,330.17;
............................................. 10,330.53-.67

• Definition................................ 10,590.18
■ Environmental Remediation
Liabilities.................... 10,680.120-.141
■ Foreign Currency..................... 10,570.10
■ Insurance and Reinsurance
Contracts.. 10,760.09-.17; 10,760.24-.36
• Joint Activities .. 10,730.11; 10,730.23-.24
• Personal Financial Statements... 10,350.02
• Production-Type Contracts......... 10,330.02
• Progress on Contracts....... 10,330.43-.52;
.................. 10,330.79-.84; 10,700.76;
..................................... 10,700.78-.91
MINORITY INTERESTS

• Personal Financial Statements... 10,350.19
• Real Estate Ventures................ 10,240.05
AICPA Technical Practice Aids

• Interest Revenue Recognition
Discontinued............... 10,060.30-.38
• Participating Mortgage Loan
Arrangements—See Participating Mortgage
Loan Arrangements
• Types of REIT Loans................. 10,060.04
MUTUAL FUNDS—See

Investment Companies

MUTUAL INSURANCE COMPANIES

• Accounting and Reporting
Models...................... 10,650.07-. 10
• Acquisition Costs............... 10,650.19—.21;
............................................ 10,650.53
• Applicable Literature......... 10,650.01—.10;
.............. 10,650.26; 10,650.29-.35
• Benefit Recognition.................. 10,650.13;
............................................ 10,650.39
• Capital Gains and Losses........... 10,650.43
• Disclosure............................... 10,650.24
■ Dividends............... 10,650.14; 10,650.17;
.................... 10,650.40-.42; 10,650.51
■ Generally Accepted Accounting
Principles................... 10,650.01-03
• Gross Margin Computation .. 10,650.20-.23;
.............. 10,650.54-.58; 10,650.63
• Liability for Future Policy
Benefits................... 10,650.15-.18;
...................................... 10,650.44-.52
■ Participating Contracts........ 10,650.01-65
• Premium Research—Net Level
Calculation...................... 10,650.16
• Revenue Recognition............... 10,650.12;
...................................... 10,650.36-38
• Statutory Accounting
Practices................... 10,650.01-03
• Terminal Dividends... 10,650.17; 10,650.51
• Terminology............................ 10,650.65

N
National Association of
College and University Business Officers

NACUBO—See

National Center for Higher
Education Management Systems

NCHEMS—See

NET REALIZABLE VALUE

• Agricultural Cooperatives
Inventories........... 10,390.069-.071;
........... 10,390.076-.077; 10,390.84-.85
■ Contract Costs.......................... 10,330.72
• Investments in Agricultural
Cooperatives................... 10,390.089
• Real Estate Projects.................. 10,350.24
NONEXPENDABLE ADDITIONS—See

Capital

Additions
NONMONETARY ASSETS

• Take-off and Landing Slots......... 10,430.29
NONPUBLIC INVESTMENT PARTNERSHIPS—

See Investment Partnerships

NON
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NOT-FOR-PROFIT ORGANIZATIONS

• Audit Guides(AICPA).................... 10,610.02;
............................................ 10,610.16
• Consolidated Financial
Statements....................... 10,610.09-.14
• Contracts................................ 10,330.14
■ Disclosure................................10,610.06;
.................... 10,610.12-.14; 10,610.16
■ Equity Method.......................... 10,610.06
• Financially Interrelated Organizations
................................. 10,610.08—.14
• Investments .... 10,610.05—.07; 10,610.16
• Joint Activities—See Joint Activities
• Market Value, Investments......... 10,610.07
■ Multiple Contracts.................... 10,620.12
■ Reporting of Related Entities . 10,610.01-.20
NOTES TO FINANCIAL STATEMENTS

Accounting Policies.................. 10,330.21
Advertising Reporting........... 10,590.49-50
Claims by Contractors......... 10,330.65-66
Completed-Contract Method....... 10,330.52
Contributions to ESOPs............. 10,130.10
Fresh-Start Reporting................ 10,460.39;
............................................ 10,460.68
• Percentage of Completion Method
...................................... 10,330.45
■ Personal Financial
Statements...... 10,350.31; 10,350.34
• Postretirement Medical Benefits
(401(h))............................ 10,780.11;
............... 10,780.13-.16; 10,780.22-.23
■
•
•
•
■
•

O
OBJECTIVES OF FINANCIAL REPORTING

• Reorganization Proceedings....... 10,460.22
OFFICERS—See

Employees

OPTIONS

• Contracts................ 10,330.54; 10,330.64
• Personal Financial Statements ... 10,350.20
• Put and Call—See Put and Call Options
OVER-THE-COUNTER SECURITIES

• Personal Financial Statements ... 10,350.18
■ Valuation................................. 10,350.18

P
PARTICIPATING MORTGAGE LOAN
ARRANGEMENTS

■ Accounting by Borrowers .... 10,690.01-40
■ Amortization...................... 10,690.10-.11;
.................... 10.690.14-.15; 10,690.24;
.................... 10,690.26; 10,690.31-.33
■ Assets, Increasing Reported
Amounts.......................... 10,690.36
• Background .. . ......................... 10,690.03
• Borrower's Resulting Reductions... 10,690.08
• Characteristics Shared With Nonparticipating
Mortgage Loans............... 10,690.04
■ Common Concessions............... 10,690.21

NOT

PARTICIPATING MORTGAGE LOAN
ARRANGEMENTS—continued

• Debt Discounts.................. 10,690.10-.11;
.................. 10,690.14-.15; 10,690.24;
......................... 10,690.26; 10,690.29
• Disclosure....... 10,690.17; 10,690.37-38
• Extinguishment ........................ 10,690.16
• Fair Value....... 10,690.10; 10,690.14-.15;
.............................. 10,690.31-.33
• Gain on Salesof Real Estate .... 10,690.08
■ Illustration................................. 10,690.40
• Interest Expense..................... 10,690.08;
............. 10,690.11-.14; 10,690.25-.27;
......................... 10,690.29; 10,690.36
• Interest Method....... 10,690.10; 10,690.14;
................... 10,690.26; 10,690.29
• Liabilities .. 10,690.09-.10; 10,690.14-.15;
10,690.23; 10,690.28-.29;
.................................... 10,690.34-.36
• Market Value Appreciation......... 10,690.01;
......................... 10,690.03; 10,690.05;
.................................... 10,690.08-.10;
............. 10,690.14-.15; 10,690.21-.23;
.................................... 10,690.28-.37
• Real Estate Collateral.......... 10,690.03-04
• Results ofOperations................ 10,690.03;
.................. 10,690.05-06; 10,690.08;
......... 10,690.11; 10,690.13; 10,690.21
■ Rights to Participate.................. 10,690.21
• Risks ... 10,690.05; 10,690.08; 10,690.38
■ Subsequent to Inception, Accounting for
Participation in Appreciation... 10,690.15;
................................... 10,690.28-.37
■ Variable Interest Rates.............. 10,690.20
PARTNERS

■ Liability.................. 10,240.01; 10,240.06;
............................................ 10,240.15
■ Limited............................. 10,240.08—.10
• Rights...................................... 10,240.09
PARTNERSHIPS

•
•
•
•
•
•
•
•
•

Blind Pool, Definition.................. 10,500.05
Capital Contributions.................. 10,240.32
Conditions for Control......... 10,240.07—.11
Definition................................. 10,240.01
Equity Method.................... 10,240.06-.11
General............. 10,240.01; 10,240.06-.07
Investment—See Investment Partnerships
Limited—See Limited Partnerships
Real Estate Syndication—See Real Estate
Syndication

PAYABLES

• Back Charges on Contracts....... 10,330.77
• Foreign Currency...................... 10,570.28
• Personal Financial Statements
.................................... 10,350.27-.29
PENSION PLANS

• Personal Financial Statements... 10,350.26;
............................................ 10,350.31
■ Reversion in Employee Stock
Ownership Plans............. 10,580.42;
.
. 10,580.44-.48; 10,580.53; 10,580.93
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PERCENTAGE OF COMPLETION METHOD

PERSONAL FINANCIAL STATEMENTS

• Accounting Changes................ 10,330.25;
............. 10,330.82-.84; 10,330.90-.91
■ Accounting Policies........... 10,330.22-.25;
..................................... 10,330.32-33
• Alternative Accounting Principles
.............................. 10,330.80-.81
• Applicability of Method......... 10,330.04-.05
• Billings on Contracts................ 10,330.22
• Change Orders................ 10,330.62-.63;
................................... 10,330.87
• Computer Software.................. 10,700.75;
..................................... 10,700.78-80
• Consistency........... 10,330.45; 10,330.68;
..................................... 10,330.78—.81
• Costs............................... 10,330.68-84'
• Definition................................. 10,330.04
• Disclosure Requirements........... 10,330.45;
............. 10,330.82-.84; 10,330.90-.91
• Estimation........................ 10,330.23-29;
............. 10,330.43—.51; 10,330.68-.84
• Events.................................... 10,330.53
• Financial Position...................... 10,330.31
■ Financial Statements................ 10,330.22;
..................................... 10,330.90-.91
• Government Contracts.............. 10,330.19
• Income Statements.................. 10,330.33;
..................................... 10,330.80-.81
• Loss Recognition............... 10,330.24-.25;
............ 10,330.33; 10,330.85-.89
• Matching Principle.................... 10,330.22;
.......................... 10,330.31; 10,330.80
• Results of Operations.............. 10,330.31
• Revenue Recognition........ 10,330.43-.51;
.................. 10,330.53-.67; 10,330.71;
..................................... 10,330.79-.81
• Rights of Contracting Parties
.............................. 10,330.22-23
• Statements of Financial Position
................................... 10,330.80
• Subsequent Events................. 10,330.82
• Uncertainties................... 10,330.26-.29;
..................................... 10,330.53-.55
■ Use of Method................... 10,330.22-.29

• Alimony.................. 10,350.26; 10,350.28
• Annuities................................. 10,350.26
• Applicability of FASB
Statements...................... 10,350.32
• Appraisals....... 10,350.13; 10,350.23-.24
• Assets .... 10,350.03-.04; 10,350.06-.26;
............................................ 10,350.31
• Basis of Presentation.......... 10,350.03-04
• Business Investments........ 10,350.10-.11;
......................... 10,350.14;. 10.350.19;
.................... 10.350.22-.23; 10,350.31
• Cash Basis Accounting............... 10,350.07;
...................................... 10,350.31
• Charitable Pledges.................... 10,350.28
• Classification of Accounts......... 10,350.08
• Commitments............................ 10,350.28
• Comparative—See Comparative Financial
Statements
• Compensation Contracts........... 10,350.26
• Contingencies.......................... 10,350.32
• Disclosures............. 10,350.21; 10,350.31
• Effective Date.......................... 10,350.33
• Estimated Current Amount of Liabilities—See
Estimated Current Amount of Liabilities
■ Estimated Current Value of Assets—See
Estimated Current Value of Assets
• Expenses................................. 10,350.06
• Generally Accepted Accounting
Principles .... 10,350.02; 10,350.31-32
• Generally Accepted Auditing
Standards........................ 10,350.02
• Historical Costs................. 10,350.02-.04;
............................................ 10,350.13
• Illustrations........................ 10,350.34-.35
• Income Taxes......... 10,350.01; 10,350.03;
10,350.06; 10,350.29-.31;
............................................ 10,350.35
• Insurance................ 10,350.21; 10,350.31
• Intangible Assets .... 10,350.25; 10,350.31
• Interest.................. 10,350.27; 10,350.31
• Investments...................... 10,350.10-.11;
10,350.14; 10,350.17-.19;
.................... 10,350.21-.24; 10,350.31
• Joint Ownership Arrangements... 10,350.09;
.............................................................10,350.3
• Judgment................. 10,350.12; 10,350.22
■ Leaseholds.................. 10,350.24
• Legal Matters............ 10,350.09; 10,350.30
• Liabilities.......................... 10,350.03-.04;
............. 10,350.06-.08; 10,350.11-.13;
.................... 10,350.15; 10,350.27-.31
• Life Insurance........... 10,350.21; 10,350.31
• Marketable Securities........... 10,350.17-.19
• Methods of Presentation....... 10,350.07-. 11
• Net Worth.............. 10,350.06; 10,350.30
■ Nonforfeitable Rights....... 10,350.26;
.............................................................10,350.3
• Notes to Financial Statements ... 10,350.31;
............................................................. 10,350.3
• Options......................... 10,350.20
• Payables........................... 10,350.27-.29
■ Pension Plans........... 10,350.26; 10,350.31

PERFORMANCE ON CONTRACTS

• Back Charges.................. 10,330.76-.77
• Change Orders.................. 10,330.61-.63
■ Completed-Contract Method
.................. 10,330.30-.31; 10,330.52
• Costs to Complete.................... 10,330.78
• Customer-Furnished Materials ... 10,330.60
■ Loss Recognition.............. 10,330.24-.25;
............ 10,330.37; 10,330.85-.89
• Percentage of Completion
Method.... 10,330.22-.23; 10,330.33;
...... 10,330.43-.51; 10,330.55-.57
• Profit Centers.......................... 10,330.17;
..................................... 10,330.34-.42
■ Specifications by Customers .... 10,330.01;
................................... 10,330.12
PERMANENT DIFFERENCES

• Real Estate Ventures......... 10,240.06-.08
AICPA Technical Practice Aids

PER
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PERSONAL FINANCIAL
STATEMENTS—continued

■ Provision for Estimated Income
Taxes........... 10,350.06; 10,350.30-.31;
............................................ 10,350.35
• Purpose............................. 10,350.01-04
• Real Estate Investments........ 10,350.11;
........................... 10,350.14; 10,350.24
■ Receivables.............. 10,350.16; 10,350.31
• Related Parties.......... 10,350.01; 10,350.32
• Reporting Entity........................ 10,350.05
• Restatements........................... 10,350.33
• Rights..................... 10,350.26; 10,350,31
• Securities................................. 10,350.14;
.................... 10,350.17—.19; 10,350.31
• Statements of Changes—See Statements of
Changes in Net Worth
• Statements of Financial Condition—See
Statements of Financial Condition
■ Supplementary Information......... 10,350.04
• Trusts..................................... 10,350.26
• Useful Life of Assets................ 10,350.31
PERSONNEL COSTS

• Employee Stock Ownership
Plans.... 10,130.09-.10; 10,130.12-.13;
.......................... 10,580.16; 10,580.21;
.......................... 10,580.39; 10,580.41;
............. 10,580.52-.53; 10,580.68-.72;
............................................ 10,580.92
POLLUTION CONTROL AND PREVENTION

• Clean Air Act...................... 10,680.80-.84
• Clean Water Act.................. 10,680.85-.90
• Resource Conservation and Recovery Act
Provisions................... 10,680.66-.79
POSTRETIREMENT MEDICAL BENEFIT
(401(h)) PLANS

• Accounting and Reporting ... 10,780.08-.12;
................................. 10,780.22-.23
• Accumulated Plan Benefits......... 10,780.09
• Defined-Benefit Pension
Plans........ 10,780.08-.14; 10,780.22
• Description.......................... 10,780.01-.04
• Disclosures............................. 10,780.11;
.............. 10,780.13-.16; 10,780.22-.23
• Effect of SOP on Existing
Literature................... 10,780.17-19
• ERISA Requirements.................. 10,780.14;
.................... 10,780.16; 10,780.22-23
• Financial Statements......... 10,780.08-.12;
................................. 10,780.22-.23
• Funding/Transfers.............. 10,780.02-04
■ Health and Welfare Benefit
Plans........................ 10,780.11-.12;
.................... 10,780.15-.16; 10,780.23
• Plan Assets........... 10,780.02; 10,780.08;
.............. 10,780.11; 10,780.13-.16

PER

PRICES

•
•
•
•
•
•
•
•

Change Orders................. 10,330.61-63
Contract Options...................... 10,330.64
Costs to Complete................... 10,330.78
Future—See Future Price
Marketable Securities........ 10,350.17-.19
Options................................... 10,350.20
Selling—See Selling Price
Types of Contracts.................. 10,330.15;
.................... 10,330.54—.59; 10,330.93

PRICING

• Computer Software.................. 10,700.10;
............. 10,700.100-.104; 10,700.127;
........................................... 10,770.02
PROBABILITY

• Assessments, Insurance-Related .. 10,710.11;
............................
10,710.45
• Claims by Contractors.............. 10,330.65
• Cost Recovery on Contracts .... 10,330.62;
...................................... 10,330.75
■ Estimation on Contracts........... 10,330.25;
..................................... 10,330.55
• Losses on Real Estate Ventures .. 10,240.18
PRODUCTION-TYPE CONTRACTS

• Accounting Policies.................. 10,330.02;
............................................ 10,330.21
• Allocation of Costs............. 10,330.69—.72;
..................................... 10,330.87
• Combining Contracts......... 10,330.34-38
• Computer Software.................... 10,330.01
• Costs of Component Parts......... 10,330.50
• Effective Date........................... 10,330.91
• Estimation......................... 10,330.02-05
• Expenses................................. 10,330.02
■ Generally Accepted Accounting
Principles.... 10,330.01; 10,330.10-. 11;
........................................... 10,330.72
• Illustrative Chart........................ 10,330.92
■ Loss Recognition.............. 10,330.24-.25;
.............. 10,330.37; 10,330.85-.89
• Percentage of Completion—See Percentage
of Completion Method
• Precontract Costs.............. 10,330.73—.75
• Profit Centers.................... 10,330.34-.42
• Segmenting Contracts............. 10,330.34;
.................... 10,330.39-.42; 10.330.85
• Specifications by Customers.... 10,330.01;
...................................... 10,330.11
■ Time Periods........................... 10,330.02
• Transition......................... 10,330.90-.91
PROFIT CENTERS

■ Accounting Policies.................... 10,330.21
• Combining Contracts......... 10,330.34-.38
• Construction-Type
Contracts................... 10,330.34-42
• Definition................................. 10,330.17
• Determination.................... 10,330.34-.42
• Percentage of Completion
Method............................ 10,330.25
■ Production-Type Contracts .. 10,330.34-42
• Segmenting Contracts............. 10,330.34;
.................................... 10,330.39-.42
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PROPERTY

REAL ESTATE SYNDICATION

• Acquisition Arrangements by
Syndicators.................... 10,500.09
• Construction—See Construction in Progress
• Real Estate—See Real Estate
• Titles—See Property Titles
■ Undivided Interests.................. 10,240.01;
.................. 10,240.11; 10,240.18-.19
PROPERTY AND LIABILITY
REINSURANCE—See Foreign

Property and

Liability Reinsurance
PROPERTY TITLES

• Undivided Interests.................. 10,240.01
PURCHASE LEASEBACK

• Definition................................. 10,060.04
PURCHASES

• Real Estate Ventures........... 10,240.36-38
• Take-off and Landing Slots... 10,430.27-.28

R
RANCHERS—See

Agricultural Producers

REAL ESTATE

•
•
•
•
■

■

•
•
•
•

Depreciation........................... 10,240.30
Foreclosed Property........... 10,510.01-18
Forms of Ownership.................. 10,240.01
Investment Trusts—See Real Estate
Investment Trusts
Mortgage Loans—See Mortgage Loans
Receivable
Participating Mortgage Loan
Arrangements—See Participating Mortgage
Loan Arrangements
Personal Financial Statements... 10,350.11;
................... 10,350.14; 10,350.24
Sales—See Real Estate Sales
Syndication—See Real Estate Syndication
Ventures—See Real Estate Ventures

REAL ESTATE INVESTMENT TRUSTS

• Adviser's Operating
Support.................... 10,060.47-.52
• Commitments.......................... 10,060.05
• Disclosure Requirements........... 10,060.48;
.................................................... 10,060.52

•
•
•
■

Factors in Financial Success .... 10,060.06
Foreclosures....... .................... 10,060.35
Income Taxes.......................... 10,060.02
Interest Revenue Recognition
Discontinued............... 10,060.30-.38
• Recoverability of Loan
Losses...................... 10,060.30-.38
• Scope of Activities............... 10,060.04-.06
• Terminology............................ 10,060.04
REAL ESTATE SALES

• Real Estate Ventures................. 10,240.36
• Revenue Recognition......... 10,240.22-23;
• Syndication—See Real Estate Syndication
AICPA Technical Practice Aids

• Accounting Examples............... 10,500.73
• Cash Payment Allocation........... 10,500.08;
............. 10,500.34-35; 10,500.64-.65;
............................................ 10,500.73
■ Collectibility Uncertainties........... 10,500.33;
................................. 10,500.61-63
• Definitions............. 10,500.01; 10,500.03;
...................................... 10,500.11
• Discounted Cash Flow
Accounting................. 10,500.16-.18
• Exposure to Losses or Costs .... 10,500.33;
................................. 10,500.61-.63
• FASB Statement No. 66
Accounting............... 10,500.13-.15;
............. 10,500.19-.21; 10,500.25-.26;
............. 10,500.33—.34; 10,500.37-.38;
..................................... 10,500.41-.44;
............................................ 10,500.67
• Fee Income .... 10,500.13; 10,500.20-.22;
.................... 10,500.26-.32; 10,500.34;
............. 10,500.44-.60; 10,500.64-.66;
........................... 10,500.69; 10,500.73
■ Flip Transactions... 10,500.05; 10,500.15;
...................................... 10,500.42-.43
• Form of Entity.......................... 10,500.02
• Future Services........................ 10,500.27;
...................................... 10,500.46-.48
• Income Sources........................ 10,500.07
■ Intangible Assets...................... 10,500.36
• Investor's Interests.................... 10,500.12
• Limited Partnership Interests Received or
Retained................... 10,500.36-38;
...................................... 10,500.66-.71
■ No-Load Investment Units........... 10,500.11
• Non Refundable Fees from Blind Pool
Transactions.. 10,500.22; 10,500.32;
................................. 10,500.58-60
• Ownership Interests................. 10,500.05;
......... 10,500.14; 10,500.25; 10,500.41
• Partnership Interests............... 10,500.23;
.................... 10,500.31; 10,500.36-38;
...................................... 10,500.66-.71
■ Property Acquisition
Arrangements................... 10,500.09
• Relevant Literature.................... 10,500.72
• Revenue Recognition......... 10,500.13-23;
............... 10,500.25-.34; 10,500.37;
....... 10,500.42-.43; 10,500.48-.50;
....... 10,500.60-.61; 10,500.66-.67;
....................................... 10,500.71
• Risks.................... 10,500.10; 10,500.33;
...................................... 10,500.61-63
• Sales Value Determination .. 10,500.44-.57;
............................................ 10,500.73
• Types of Activities/Services....... 10,500.07
• Types of Entities Functioning as
Syndicators...................... 10,500.03
REAL ESTATE SYNDICATORS

■ Background & Application of
SOP 92-1 ................... 10,500.01-.05
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REALIZABLE VALUE—See

REAL ESTATE VENTURES

• Accounting Policies.................. 10,240.02
• Allocation of Investor Income .... 10,240.25
• Assets.................. 10,240.09; 10,240.14;
....................................... 10,240.25-28
• Business Combinations............. 10,240.27
• Capital Contributions........... 10,240.29-.32
• Commitments...................... 10,240.15-.20
• Contingencies.......................... 10,240.19
• Corporate Joint Ventures .... 10,240.04-.05
• Depreciation.... 10,240.25; 10,240.27-.28
• Disclosure............................... 10,240.06;
.................... 10,240.12-.13; 10,240.41
• Equity in Net Assets............. 10,240.26-.28
• Equity Method........... .
10.240.04-.28
• Examples................ 10,240.25; 10,240.30
• Expenses................ 10,240.25; 10,240.28
• Financing............... 10,240.07; 10,240.11;
...............................
10,240.20
• Formv. Substance.................... 10,240.02;
..................................... 10,240.07-.10;
........................... 10,240.25; 10,240.37
Forms of Ownership............. 10,240.01-02
Gains or Losses........................ 10,240.39
General Partnerships................. 10,240.01;
...................................... 10,240.06-.07
Impairment of Value.................. 10,240.14;
............................................ 10,240.20
Income from Loans or
Advances..................... 10,240.33-.34
Income Statements.................. 10,240.06
Income Taxes.................... 10,240.06-.08;
............................................ 10,240.24
Intangible Assets ... 10,240.27; 10,240.32;
............................................ 10,500.36
Legal Requirements.................. 10,240.02;
...................................... 10,240.15-.18
Limited Partnerships.................. 10,240.01;
...................................... 10,240.08-.10
Liquidation............................... 10,240.25
Loan Agreements................. 10,240.33-.34
Losses............. 10,240.14-.20; 10,240.31;
............................................ 10,240.39
Marketable Securities................ 10,240.30
Minority Interests...................... 10,240.05
Purchases of Real Estate........... 10,240.36
Purchases of Services............... 10,240.37
Restatements........................... 10,240.41
• Revenue .........................

10,240.06; 10,240.25;

............................................
Sale of an Interest....................
Sales to Investors....................
Statement of Cash Flows...........
Statements of Financial Position..
Subsidiaries.... 10,240.05-.07;

10,240.28
10,240.39
10,240.38
10,240.13
10,240.06
10,240.10;

Syndication—See Real Estate Syndication
Temporary Differences......... 10,240.06-.08
Transition................................. 10,240.41
Undivided Interests.................... 10,240.11;
...................................... 10,240.18-.19

REA

Net Realizable Value

REALIZATION

• Assessment and Measurement in
Direct-Response Advertising.... 10,590.48
• Definition................................. 10,330.03
■ Earnings Process ... 10,240.22; 10,240.30
• Intercompany Transactions.. 10,240.21-.23
■ Principle of Realization............. 10,330.03;
........................................... 10,330.14
■ REIT Loans........................ 10,060.30-.38
RECEIVABLES

• Back Charges on Contracts....... 10,330.77
■ Collection—See Collection of Receivables
• Film Industry........................... 10,800.08;
....................... 10,800.27; 10,800.133
• Foreign Currency—See Foreign Currency
• Interest—See Interest Receivable
• Loans—See Loans Receivable
■ Mortgages—See Mortgage Loans Receivable
• Personal Financial Statements... 10,350.16;
............................................ 10,350.31
• Real Estate Ventures.................. 10,240.34
■ Unbilled—See Unbilled Receivables
RECOVERABILITY—See Return on
Investment
REGULATED INVESTMENT COMPANIES

• Accounting for Investments......... 10,240.03
• Distribution Guidance......... 10,550.01-.15
• Net Asset Components............... 10,550.05
REGULATIONS

• Clean Air Act...................... 10,680.80-.84
■ Clean Water Act................ 10,680.85-.90
• Comprehensive Environmental Response,
Compensation, and Liability Act of 1980
(CERCLA)—See Superfund
■ Cost-Type Governmental
Contracts............................... 10,330.57
• Defense Acquisition Regulation ... 10,330.08
• Emergency Planning and Community
Right-to-Know Act—See Superfund
• Environmental.................... 10,680.01-98
• Federal Procurement Regulation .. 10,330.08
• Pollution Control and

Prevention...................... 10,680.66-.90
• Resource Conservation and Recovery
Act ... 10,680.52-.79; 10,680.118-.119
• State and Foreign Laws............... 10,680.65
• Superfund Laws................ 10,680.12—.51;
......... 10,680.92-.95; 10,680.118-.119
■ Toxic Substances Control Act.. 10,680.96-.98
REGULATORY AUTHORITIES

■ CASB—See Cost Accounting Standards Board
■ Civil Aeronautics Board............... 10,430.01
• Department of Transportation... 10,430.03;
.................................... 10,430.11-.12
• Environmental Protection
Agency....... 10,680.20-.21; 10,680.38;
............. 10,680.41-.46; 10,680.52-.54;
......................... 10,680.56; 10,680.59;
............. 10,680.62-.63; 10,680.73-.79;
.................................... 10,680.96-.98
• Specifications by Customers....... 10,330.12
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Foreign Property and
Liability Reinsurance

REINSURANCE—See

REIT—See

Real Estate Investment Trusts

RELATED PARTY TRANSACTIONS

• Personal Financial Statements... 10,350.32
• REIT Adviser’s Operating
Support.......................... 10,060.47-.52
RELEVANCE

• Definition................................. 10,590.18
RELIABILITY

• Contract Estimates........... 10,330.26-.29;
.......................................... 10,330.65
• Definition....................... 10,590.18
REORGANIZATION (“CHAPTER 11")

• Balance Sheet................... 10,460.23-.26
• Claims Subject to Compromise .. 10,460.26
■ Comparative Financial
Statements............. 10,460.40
• Condensed Combined Financial
Statements................. 10,460.32-.33
• Debt Discounts, Premiums, and Issue
Costs.............................. 10,460.25
■ Description of Petition, Proceeding, and
Plan............................... 10,460.01-08
■ Disclosure Statement......... 10,460.10-.13;
.......................................... 10,460.37
• Earnings Per Share.................. 10,460.34
■ Fair Value of Liabilities......... 10,460.63-.64
• Financial Reporting During
Proceedings.................... 10,460.21-.34
• Financial Reporting When Emerging From
Proceedings............... 10,460.35-.42
• Financial Statement Objective ... 10,460.22
• Fresh-Start Accounting and Related Illustrative
Notes............................. 10,460.68
• Fresh Start Reporting....... 10,460.36-.39;
..................................... 10,460.55-.62
■ Illustrative Financial Statements and
Notes................................... 10,460.67
• Interest Expense .... 10,460.29; 10,460.51
• Interest Income....... 10,460.30;10,460.52
■ Literature and Reporting
Practices .... 10,460.14-.17; 10,460.65
• Prepetition Liabilities......... 10,460.23-.24;
..................................... 10,460.43-.48
■ Professional Fees.................... 10,460.28
• Reporting by Entities Not Qualifying for Fresh
Start............................... 10,460.41-.42
• Reporting Losses, Gains, Income, and
Expenses.................. 10,460.49-.52
• Statement of Cash Flows........... 10,460.31;
..................................... 10,460.53-.54
• Statement of Operations ... 10,460.27-30;
..................................... 10,460.49-.50
• Terminology............................ 10,460.69
• Value............... 10,460.09; 10,460.36-39;
..................................... 10,460.57-62
AICPA Technical Practice Aids

REPURCHASE—REVERSE REPURCHASE
AGREEMENTS

• Broker/Dealers in Securities.. 10,450.09-.10
• Dollar Agreements—See Dollar
Repurchase—Dollar Reverse Repurchase
Agreements
RESEARCH AND DEVELOPMENT COSTS

• Computer Software.................. 10,720.06;
.................... 10,720.18; 10,720.50-.56
• Expenses................ 10,330.74; 10,590.10
• Reporting Guidance........... 10,590.10-.11;
...................... 10,590.20; 10,590.81
RESOURCE CONSERVATION AND
RECOVERY ACT

• Benchmarks of Environmental Remediation
Liabilities................. 10,680.118-.119
■ Characteristics of Hazardous
Waste................................... 10,680.69
• Corrective Action Process .. 10,680.53—.64;
.......................................... 10,680.119
• • Facility Assessment................. 10,680.56
• • Facility Investigation............... 10,680.57
• • Government Oversight....... 10,680.62-64
• • Implementation ... 10,680.61; 10,680.119
• • Interim Corrective Measures ... 10,680.58;
.......................................... 10,680.119
• • Measures Study... 10,680.60; 10,680.119
• • Owner/Operator Reporting . 10,680.62-.64
■ Environmental Protection Agency
Enforcement.. 10,680.52-.54; 10,680.56;
.................... 10,680.59; 10,680.62-.63;
.................. 10,680.73-.79; 10,680.119
■ Hazardous Waste.............. 10,680.52—.57;
...................................... 10,680.66-.79
• Pollution Control and
Prevention........................ 10,680.66-79
• Potentially Responsible Parties.. 10,680.119
■ Requirements for Generators of Hazardous
Waste................................... 10,680.67
• Sequence of Corrective Action
Processes............................. 10,680.59
• Underground Storage Tank
Regulations.................... 10,680.63-.64;
...................................... 10,680.73-.79
RESTATEMENTS

• Accounting Changes for
Contracts............................. 10,330.90
• Personal Financial Statements ... 10,350.33
■ Real Estate Ventures................ 10,240.41
RESTRUCTURING OF DEBT

• Exchanges of Participation
Certificates........................... 10,450.02
• REIT Loans............................... 10,060.35
RESULTS OF OPERATIONS

• Completed-Contract Method....... 10,330.31
• Participating Mortgage Loan
Arrangements........................ 10,690.03;
.................... 10,690.05-.06; 10,690.08;

• Percentage of Completion
Method............................ 10,330.31

RES

30,078

ACC Topical Index
References are to section numbers.

RESULTS OF OPERATIONS—continued

• Reorganization
Proceedings............. 10,460.27-.30;
...................................... 10,460.49-.50
RETIREMENT COMMUNITIES—See

Continuing Care Retirement Communities
RETROACTIVITY

• Accounting Changes for
Contracts........................ 10,330.90
• Real Estate Ventures................ 10,240.41
RETURN ON INVESTMENT

• Environmental Remediation
Liabilities............... 10,680.140—.141
■ Illustrations............................. 10,550.15
• Insurance and Reinsurance
Contracts...... 10,760.08; 10,760.19;
.................... 10,760.28; 10,760.31;
...................... 10,760.33; 10,760.37
• Regulated Investment Companies’ Distribution
Guidance.................... 10,550.01-.15
REVENUE

• Advertising............... 10,590.14; 10,590.27
• Deposit Accounting........... 10,760.10-.11;
...................... 10,760.25; 10,760.37
• Environmental Remediation
Liabilities............... 10,680.140-.141
■ Estimation....... 10,330.04; 10,330.23-.29;
................................. 10,330.53-.67
• Foreign Currency—See Foreign Currency
■ Interest—See Interest Income
• Investments—See Investment Income
• Real Estate Syndication—See Real Estate
Syndication
• Real Estate Ventures................ 10,240.06;
........................... 10,240.25; 10,240.28
• Recognition—See Revenue Recognition
• Reimbursable Costs............. 10,330.57—.60
• REIT Adviser’s Operating
Support...................... 10,060.47-52
• Rental—See Rental Revenue
• Subscriptions—See Subscription Income
• Tax-Exempt—See Tax-Exempt Revenue
REVENUE RECOGNITION

•
•
•
•
•
•
•
■

•
•
•
•

Advertising Costs...................... 10,590.27
Claims by Contractors......... 10,330.65-66
Combining Contracts........... 10,330.34-.38
Commitment Fees............... 10,060.39-46
Completed-Contract
Method.... 10,330.30-.31; 10,330.71
Construction-Type Contracts .... 10,330.02
Film Industry...................... 10,800.06-.27;
....................................... 10,800.62-.92
Foreign Property and Liability
Reinsurance.................. 10,520.05—.13;
............................................ 10,520.15
High-Yield Debt Securities
• PIK Bonds..................... 10,540.19-.26;
.................... 10,540.30-31; 10,540.34
• Step Bonds.................... 10,540.27-.29;
.................... 10,540.32-.33; 10,540.35
Interest Revenue
Discontinued............... 10,060.30-.38

RES

REVENUE RECOGNITION—continued

• Mutual Life Insurance Enterprises Participating
Insurance Contracts
Premiums....... 10,650.12; 10,650.36-.38
• Percentage of Completion
Method .. 10,330.43-.51; 10,330.53-.67;
.................... 10,330.71; 10.330.79-.81
• Production-Type Contracts......... 10,330.02
• Profit Centers—See Profit Centers
• Purchases From Real Estate
Ventures............................... 10,240.38
• Real Estate Loans...................... 10,240.34
• Real Estate Sales.............. 10,240.22-.23;
........................................... 10,240.30
■ Real Estate Syndication—See Real Estate
Syndication
• Realization Principle................ 10,330.03;
........................................... 10,330.14
• REIT Adviser’s Operating
Support.................... 10,060.51-52
• Residual Method................ 10,700.11—.12;
.. 10,770.04; 10,770.06; 10,770.24-.25
• Segmenting Contracts............. 10,330.34;
.............................. 10,330.39-.42
• Services to Real Estate Ventures ... 10,240.37
• Software....... 10,700.01-149; 10,720.39;
............. 10,740.01—.18; 10,770.01-.31
• Units-of-Delivery Method .... 10,330.44-.47;
............................................ 10,330.71
REVERSE REPURCHASE AGREEMENTS—See
Repurchase—Reverse Repurchase Agreements
RIGHTS

Completed-Contract Method...... 10,330.30
Contractors...................... 10,330.22-.23
Partners.................................. 10,240.09
Percentage of Completion
Method......................... 10,330.22-.23
■ Personal FinancialStatements... 10,350.26;
............................................ 10,350.31
•
•
■
•

RISK

■
•
■
•
•
•
•

•
•
•
•

Completed-Contract Method...... 10,330.52
Contractors...................... 10,330.58-60
Disclosure....................... 10,640.01-28
Estimates......... 10,640.12-.18; 10,640.27
Foreign Currency Factors ... 10,570.37-38
High-Yield Debt Securities........... 10,540.04
Insurance and Reinsurance
Contracts........................ 10,760.01-.39
Participating Mortgage Loan
Arrangements .... 10,690.05; 10,690.08;
............................................ 10,690.38
Percentage of Completion
Method.... 10,330.22; 10,330.28-.29
Real Estate Syndicators........... 10,500.10;
...................................... 10,500.33
Vulnerability From
Concentrations......... 10,640.20-.24;
..................................... 10,640.27

s
SALES

• Foreclosed Assets Held For Sale
Presumption.................. 10,510.10-.12
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SALES—continued

• Form v. Substance.................. 10,240.30
• Real Estate—See Real Estate Sales
• Real Estate Syndication—See Real Estate
Syndication
• Real Estate Ventures........... 10,240.36-.38
■ Types of Contracts.................. 10,330.14
SCHEDULE OF INVESTMENTS

• Investment Partnerships—See Investment
Partnerships
SECURITIES

• Debt Instruments................ 10,450.01-.14
• Foreign Currency—See Foreign Currency
• Gain or Losses .... 10,450.05; 10,660.08;
.......................... 10,660.12; 10,660.16
• High-Yield Debt—See High-Yield Debt
• Investment Partnerships ... 10,660.07-08;
........... 10,660.10-.11; 10,660.18
■ Repurchase—Reverse Repurchase
Agreements............... 10,450.05-.09
• Sale................................... 10,450.05-.13
• Similar vs. Dissimilar................ 10,450.06
• Wash Sales............................. 10,450.05
SECURITIES AND EXCHANGE COMMISSION

• ASR—See Accounting Series Releases
• Environmental Remediation
Liabilities......... 10,680.142; 10,680.169
• Film Industry, Disclosure
to SEC.......................... 10,800.130
• Regulation Investment Companies’
Tax Return of Capital....... 10,550.03
• Yield Calculation................ 10,540.36-.37
SELLING EXPENSES

• Contract Costs........................ 10,330.72
SERVICES

• Agency Relationships................ 10,330.58
• Contract Options...................... 10,330.64
• Contributions to Real Estate
Ventures.......................... 10,240.30-.32
• Real Estate Ventures........... 10,240.37-39
• Specifications by Customers .... 10,330.01;
.......................................... 10,330.11
•Transactions........................... 10,330.11
• Types of Contracts............. 10,330.13-.15
SHAREHOLDERS’ EQUITY—See
Stockholders’ Equity
SOFTWARE—See

Computer Software

SPECIALISTS

■ Estimation of Current Value of
Assets................................. 10,350.14
START-UP ACTIVITIES

• Activities and Costs Outside of Scope of SOP
98-5.......................... 10,750.07-.09
• Amendments to Other Literature Resulting
From SOP 98-3................. 10,750.11;
......................... 10,750.39; 10,750.43
■
Costs.......................... 10,750.01-.44
• Definition..10,750.05-.06; 10,750.25-.27;
......................... 10,750.29; 10,750.38
•Disclosure............................... 10,750.40
AICPA Technical Practice Aids

START-UP ACTIVITIES—continued

• Examples............................... 10,750.44
• Objectives of Undertaking........... 10,750.28
• Organization............................. 10,750.12;
.............. 10,750.19—.20; 10,750.34
• Precontract.... 10,750.13; 10,750.17-.18
• Preopening.............. 10,750.16; 10,750.30
• Preoperating ... 10,750.14-.15; 10,750.30
STATEMENTS OF CASH FLOWS

• Real Estate Ventures...... 10,240.13
• Reorganization Proceedings. 10,460.31;
...................................... 10,460.53-.54
STATEMENTS OF CHANGES IN NET WORTH

• Form of Statement......... 10,350.06
• Illustrations.................... 10,350.34
• Personal Financial Statements... 10,350.06;
............................................................. 10,350.34
STATEMENTS OF FINANCIAL CONDITION

• Foreclosed Assets After
Foreclosure........................10,510.01-18
• Form of Statement.................... 10,350.06
• Illustrations............................. 10,350.34
• Income Taxes........... 10,350.06; 10,350.30
• Personal Financial Statements ... 10,350.06;
......................... 10,350.22; 10,350.30;
............................................ 10,350.34
• Provision for Estimated Income
Taxes...... 10,350.06; 10,350.30-.31;
....................................... 10,350.35
STATEMENTS OF FINANCIAL POSITION

• Completed-Contract Method...... 10,330.30
• Environmental Remediation
Liabilities...................... 10,680.144-.146
• Losses on Contracts................. 10,330.89
■ Percentage of Completion
Method................................. 10,330.80
• Real Estate Ventures................. 10,240.06
• Reorganization
Proceedings.................. 10,460.23-.26;
...................................... 10,460.43-.48
STATEMENTS OF INCOME—See

Income

Statements
STATEMENTS OF NET ASSETS AVAILABLE
FOR BENEFITS

• Accrued Liabilities.................... 10,530.38
■ Contributions Receivable........... 10,530.33
• Deposits With and Receivables From
Insurance Companies .... 10,530.34-.36
■ Illustrations.............................. 10,530.67
■ Investment Partnerships............. 10,660.06;
............. 10,660.08-.09; 10,660.12-.13;
........................... 10,660,20; 10,660.23
• Investments...................... 10,530.25-.32;
.................... 10,620.15; 10,790.05-06;
........................... 10,790.09; 10,790.33
• Operating Assets..................... 10,530.37
• Postretirement Medical Benefits
(401(h))............... 10,780.08;10,780.11;
....................................... 10,780.22-.23
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No. 75-2 .......................... 10,060.01-.55
No. 76-3 ............................ 10,130.01-15
No. 78-9 ............................ 10,240.01-41
No. 81-1 ........................... 10,330.01-.94
No. 82-1 ........................... 10,350.01-35
No. 85-2 ............... 10,450.03; 10,450.06;
............................................ 10,450.08
No. 85-3 ..................... 10,390.001-107
No. 88-1 ........................... 10,430.01—.32
No. 90-3 ........................... 10,450.01-.14
No. 90-7 ........................... 10,460.01-69
No. 92-1 ........................... 10,500.01-73
No. 92-3............................ 10,510.01-18
No. 92-5 ........................... 10,520.01-20
No. 92-6 ........................... 10,530.01-67
No. 93-1 ........................... 10,540.01-62
No. 93-2 ........................... 10,550.01-15
No. 93-3 ........................... 10,560.01-13
No. 93-4 ........................... 10,570.01-42
No. 93-6 ......................... 10,580.01-.103
No. 93-7 ........................... 10,590.01-81
No. 94-3............................ 10,610.01-20
No. 94-4 ........................... 10,620.01-20
No. 94-5 ........................... 10,630.01-14
No. 94-6 ........................... 10,640.01-28
No. 95-1 ........................... 10,650.01-65
No. 95-2 ........................... 10,660.01-23
No. 95-3 ........................... 10,670.01-23
No. 96-1 ......................... 10,680.01-178
No. 97-1 ........................... 10,690.01-40
No. 97-2 ......................... 10,700.01—.149
No. 97-3............................ 10,710.01-55
No. 98-1 ........................... 10,720.01-93
No.98-2
.................... 10,730.01-30
No. 98-4 ........................... 10,740.01-18
No. 98-5 ........................... 10,750.01-44
No. 98-7 ........................... 10,760.01-39
No. 98-9 ........................... 10,770.01-31
No. 99-2 ........................... 10,780.01-23
No. 99-3 ........................... 10,790.01-34
No. 00-2 .......................... 10,800.01-.134

SUPERFUND—continued

• Classes of Responsible Parties... 10,680.13
■ Emergency Planning and Community
Right-to-Know Act........ 10,680.92-.95
• Environmental Protection Agency
Enforcement.. 10,680.20-.21; 10,680.38;
.................. 10,680.41—.46; 10,680.119
• Hazardous Substances....... 10,680.14-.21;
.............. 10,680.51; 10,680.92-.95
• Natural Resource Damages .. 10,680.48-50
• Potentially Responsible Parties .. 10,680.13;
............. 10,680.16—.21; 10,680.40-.47;
.......................................... 10,680.119
• ■ Litigation............................... 10,680.47
• • Negotiations.................. 10,680.44-.46
• • Notification of Involvement.. 10,680.41-.43
• Reporting Releases of Hazardous
Substances........................... 10,680.51
■ Sequence of Remediation
Process................................. 10,680.39
• Stages of Remediation
Process......................... 10,680.22-.39
• • Feasibility Study............... 10,680.28-.29;
.................................... 10,680.119
• • Government Oversight............. 10,680.38
■ • Operation and Maintenance ... 10,680.37;
.......................................... 10,680.119
• • Postremediation Monitoring ... 10,680.37;
.......................................... 10,680.119
• • Public Comment and Record of
Decision.... 10,680.32-.33; 10,680.119
• • Remedial Action............... 10,680.35-.36
• • Remedial Action Plan....... 10,680.30-.31
■ ■ Remedial Design.................... 10,680.34
• • Removal Action...................... 10,680.25
• • Risk Assessment.................... 10,680.27
• • Site Identification and
Screening.................... 10,680.23-24
SUPPLEMENTARY INFORMATION

• Personal Financial Statements.... 10,350.04
Real Estate
Syndication

SYNDICATIONS—See

STATUTORY ACCOUNTING PRACTICES

• Insurance Enterprise
Disclosures... 10,630.05-.08; 10,630.13
• Mutual Life Insurance
Companies................. 10,650.01-03
STEWARDSHIP—See Accountability
STOCKHOLDERS’ EQUITY

• Obligation of ESOPs........... 10,130.07-.08
SUBSEQUENT EVENTS

• Percentage of Completion Method... 10,330.82
SUBSIDIARIES

• Definition................................. 10,240.05
• Real Estate Ventures......... 10,240.05-07;
...................... 10,240.10; 10,240.28
SUPERFUNO

• Benchmarks of Environmental Remediation
Liabilities............... 10,680.118-.119
■ CERCLA Liability................ 10,680.17-.21;
...................................... 10,680.48-.50

STA

T
TAXES

■ Income—See Income Taxes
• Real Estate—See Real Estate
TEMPORARY DIFFERENCES

■ Real Estate Ventures........... 10,240.06-.08
TERMINOLOGY

•
•
•
•
•
•
•
•
•
•
•

Acquisition Costs...................... 10,650.65
Administrative-Type Assessments... 10,710.04
Advances............................... 10,390.002
Advertising............................... 10,590.22
Agricultural
Cooperatives.............. 10,390.006-.022
Agricultural Producers.... 10,390.003-.005
Annual Policyholder Dividends.... 10,650.65
Assets.................. 10,590.15; 10,590.63
Assigned Amounts.................. 10,390.002
Assuming Entity (or Enterprise)... 10,760.39
Benefit Responsiveness............. 10,620.11
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■
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Blind Pool Partnerships........... 10,500.05
Board-Contingent Plan.............. 10,670.23
Cash Advance Method............ 10,390.002
Ceding Entity (or Enterprise) .... 10,760.39
Commercial Production........... 10,390.002
Compensation Plan.................. 10,670.23
Completed-Contract Method....... 10,330.04
Construction Loans.................. 10,060.04
Contingent-Deferred Sales Load
(CDSL)................................. 10,670.23
Contractors............................. 10,330.16
Contracts............................... 10,330.12
Control.................. 10,240.05; 10,610.20
Cooperatives......................... 10,390.010
Cost-Type Contracts................ 10,330.15;
................................... 10,330.93
Crop Development Costs......... 10,390.002
Crops................................... 10,390.002
Current Shareholders................ 10,670.23
Debt Instrument........................ 10,450.01
Development Loans.................. 10,060.04
Developmental Costs................ 10,430.19
Distribution Costs.................... 10,670.23
Distributor............................... 10,670.23
Dividend Fund........................ 10,650.65
Dividend Fund Interest Rate...... 10,650.65
Dividend Interest Rate............. 10,650.65
Dividend to Policyholders.......... 10,650.65
Dollar Repurchase Agreements .. 10,450.07
Dollar Reverse Repurchase
Agreements.................... 10,450.06-.07
Economic Interest.................... 10,610.20
Employee Stock Ownership
Plans.....................10,130.01; 10,580.02
Enhanced 12b-l Plan................ 10,670.23
Environmental Remediation Glossary of
Terms............................... 10,680.178
Estimated Current Amount of
Liabilities............................. 10,350.27
Estimated Current Value of
Assets................................. 10,350.12
Excess Costs.......................... 10,670.23
Exempt and Nonexempt
Cooperatives...................... 10,390.002
Experience Adjustment............. 10,760.39
Farm Price Method................ 10,390.002
Fixed Price Contracts................ 10,330.15;
...................................................

10,330.93

• Flip Transactions...................... 10,500.05
■ Formal Determination of
Insolvency............................ 10,710.11
• Functional Currency.................. 10,570.02
• Fund-Raising Activities............... 10,730.30
• Futures Contract.................... 10,390.002
■ Gap Loans............................... 10,060.04
• General Partnerships................ 10,240.01
• Grove................................... 10,390.002
• Growing Crop........................ 10,390.002
• Guaranteed Interest Rate........... 10,650.65
• Guaranty-Fund Assessments .... 10,710.03
• Harvested Crop...................... 10,390.002
• High-Yield Debt Securities......... 10,540.01
• Insurance................................. 10,760.01
AICPA Technical Practice Aids

■ Insurance Risk........................ 10,760.39
• Investment Companies............... 10,660.01
• Investment Partnerships............. 10,660.01
■ Investment Portfolio
Diversification........................ 10,660.18
• Investment Yield........................ 10,650.65
■ Investor Notes.......................... 10,500.05
• Joint Activities.......................... 10,730.30
• Joint Costs............................... 10,730.30
• Junior Mortgage Loans............... 10,060.04
• Junk Bonds............................. 10,540.01
■ Land Acquisition Loans............... 10,060.04
• Liabilities................................. 10,710.33
• Limited Partnerships................. 10,240.01
• Livestock............................... 10,390.002
• Loss-Based Assessments........... 10,710.07
• Majority Voting Interest in the Board of
Another Entity........................ 10,610.20
• Market Order Prices................. 10,390.002
■ Marketing Cooperatives........... 10,390.002
• Measurability............................ 10,590.18
• Near Term............................... 10,640.07
• Net Level Premium Reserve....... 10,650.65
• Net Premiums.......................... 10,650.65
■ Net Realizable Value................. 10,390.002
• Net Worth............................... 10,350.06
• Obligating Event........................ 10,710.13
• Orchard................................. 10,390.002
• Ownership Interests.................. 10,500.05
■ Partnership Notes.................... 10,500.05
■ Patron................................... 10,390.002
■ Patronage............................. 10,390.002
• Patronage Allocations............... 10,390.002
■ Patronage Earnings................. 10,390.002
■ Percentage of Completion Method .. 10,330.04
■ Persistency............................. 10,670.23
■ Policy Surcharges.................... 10,710.26
■ Pools..................................... 10,390.002
• Prefunded-Premium-Based
Assessments........................ 10,710.04
■ Premium................................. 10,760.01
• Premium-Based Assessments.... 10,710.07
• Preoperating Costs.................. 10,430.19
• Probable Future Economic
Benefits............................... 10,590.15
• Profit Centers........................... 10,330.17
• Progeny................................. 10,390.002
■ Prospective-Premium-Based
Assessments........................ 10,710.04
• Purchase Leaseback................ 10,060.04
• Raised Animals........................ 10,390.002
■ Real Estate Syndication
Activities......... 10,500.01; 10,500.05
• Realization............................... 10,330.03
■ Reasonably Estimated............... 10,710.15
• Recurring Land Development
Costs................................. 10,390.002
• Reimbursement Plan.................. 10,670.23
■ Relevance............................... 10,590.18
• Reliability................................. 10,590.18
• Reorganization.......................... 10,460.69
• Retains................................... 10,390.002
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TERMINOLOGY—continued

• Retrospective-Premium-Based
Assessments................... 10,710.04
• Second-Injury Funds.................. 10,710.06
• Severe Impact.......................... 10,640.07
• Software RevenueRecognition ... 10,700.18;
.......................... 10,700.68; 10,700.149
• Start-Up Activities............... 10,750.05—.06;
10,750.38
• Statements of Changes in Net
Worth.............................. 10,350.06
• Statements of Financial
Condition............................... 10,350.06
• Subsidiary............................... 10,240.05
• Supply Cooperatives............... 10,390.002
• Syndication Fees...................... 10,500.05
• Temporary Differences............... 10,240.06;
............................................ 10,240.08
■ Terminal Dividends.................... 10,650.65
• Time-and-Material Contracts....... 10,330.15;
............................................ 10,330.93
■ Timing Risk............................. 10,760.39
■ Traditional 12b-l Plan............... 10,670.23
• Underwriting Balance................ 10,520.10
• Underwriting Risk...................... 10,760.39
• Undivided Interests.................... 10,240.01
■ Unit Livestock Method............. 10,390.002
■ Unit Price Contracts.................. 10,330.15;
............................................ 10,330.93
• Units-of-Delivery Method............. 10,330.04
• Vineyards............................... 10,390.002
■ Warehousing Loans.................. 10,060.04
• Wash Sales............................. 10,450.05
■ Wrap-Around Loans.................. 10,060.04
■ Written Notice of Allocation .... 10,390.002
TIME-AND-MATERIAL CONTRACTS

• Definition................ 10,330.15; 10,330.93
• Decription of Types.................. 10,330.93
• Estimation of Revenue.............. 10,330.56

Interfund Transactions
TRAVEL AGENTS—See

Airline Industry

TREASURY STOCK

• Employee Stock Ownership
Plans............. 10,580.13; 10,580.23;
....... 10,580.38; 10,580.40; 10,580.43;
....... 10,580.46; 10,580.62; 10,580.70;
.. 10,580.79; 10,580.81; 10,580.89-.90
TRUSTS

• Collective—See Collective Trust Funds
• Health and Welfare Benefit Plans—See Health
and Welfare Benefit Plans
• Personal Financial Statements.... 10,350.26
• Real Estate Investment—See Real Estate
Investment Trusts
12B-1 PLANS

• Audit and Accounting Guide Guidance
..................................... 10,670.01
■ Board-Contingent Plans............. 10,670.03;
.............. 10,670.09-.10; 10,670.19
• Contingent-Deferred Sales Load (CDSL)
Payments.................. 10,670.02-.04;
10,670.07; 10,670.10-.11;
............................................ 10,670.16
• Disclosure............. 10,670.10; 10,670.20
■ Distribution Costs............... 10,670.01—.23
• Enhanced Plans................ 10,670.04-.05;
.................................... 10,670.07-.10;
............ 10,670.14-.16; 10,670.19-.20
• Illustration................................. 10,670.21
• Liability Recognition........... 10,670.07-.09;
...... 10,670.14-.16; 10,670.18-.20
■ Termination........................ 10,670.03-.05;
.................... 10,670.14-.16; 10,670.19
• Terminology............................. 10,670.23
■ Traditional Plans.................. 10,670.02-.05;
......................... 10,670.10; 10,670.20

U
UNCERTAINTIES

TIME PERIODS

■ Completed-Contract Method.. 10,330.30-.31
• Construction-Type Contracts .... 10,330.02
• Percentage of Completion
Method.......................... 10,330.43-.51;
....................................... 10,330.79-81
• Production-Type Contracts........ 10,330.02
TIME VALUE OF MONEY

• Personal Financial Statements ... 10,350.16;
............... 10,350.22; 10,350.24-.29
■ Present Value—See Present Value
• Syndication Revenue......... 10,500.16-.18
TITLES TO PROPERTY—See Property Titles
TRANSACTIONS

• Estimated Current Value of
Assets............................ 10,350.13
• Intercompany—See Intercompany
Transactions
• Real Estate Ventures............... 10,240.25;
.............................................. 10,240.30
• Service................................... 10,330.11

TER

TRANSFERS BETWEEN FUNDS—See

• Collectibility of Loans
Receivable........................ 10,240.34
• Construction-Type Contracts.... 10,330.04;
..................................... 10,330.10
• Disclosure........................ 10,640.01-.28;
.... 10,680.155-.169; 10,680.171-.172
• Environmental Remediation
Liabilities.. 10,680.114; 10,680.116;
................................. 10,680.155-.169;
................................. 10,680.171-.172
• Estimates....... 10,640.12-.18; 10,640.27;
..............................................10,710.19
• Foreign Property and Liability
Reinsurance...................... 10,520.15
■ Interest Revenue Recognition
Discontinued..................... 10,060.30
■ Liabilities, Insurance-Related
Assessments.......................10,710.19
• Percentage of Completion
Method.................... 10,330.26-.29;
.................................... 10,330.53-.55
• Performance of Contracts........... 10,330.02
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UNCERTAINTIES—continued

USERS

■ Assessing Business Risks........... 10,330.28
• Production-Type Contracts. 10,330.04;
• Forecasts—See Forecasting
............................................................10,330.10
• Personal Financial
• Real EstateSyndication Fees.... 10,500.33;
Statements................. 10,350.01-.03
..................................... 10,500.61-.63

• Recoverability of Airline Development
Costs.............................. 10,430.22
• Sales of Services...................... 10,240.37
UNDIVIDED INTERESTS

■ Claims............................... 10,240.18-.19
• Definition................................. 10,240.01
• Real Estate Ventures................ 10,240.11;
..................................... 10,240.18-.19
UNEARNED INCOME—See

Deferred Income

UNINCORPORATED ENTITIES

■ Partnerships—See Partnerships
UNIT PRICE CONTRACTS

• Definition................. 10,330.15; 10,330.93
• Description of Types................ 10,330.93
• Estimation of Revenue.............. 10,330.56
UNITS-OF-DELIVERY METHOD

• Combining Contracts................ 10,330.38
• Definition................................. 10,330.04
• Revenue Recognition......... 10,330.44-.47;
................................... 10,330.71
■ Segmenting Contracts.............. 10,330.42
UNREALIZED APPRECIATION

V
VALUATION

• Allowances—See Allowances, Valuation
• Estimated Current Amount of
Liabilities....... 10,350.12-. 13; 10,350.15;
...................................... 10,350.27-.30
• Estimated Current Value of
Assets.... 10,350.12-.26; 10,350.30
• Film Industry Costs—
Valuation................... 10,800.43-.47;
................................... 10,800.117-.122
■ Foreclosed Assets Held for
Sale.................10,510.12; 10.510.14
• Foreign Currency................. 10,570.13-.16
• High-Yield Debt Securities.... 10,540.52-.61
• Insurance and Reinsurance
Contracts........... 10,760.13; 10,760.19;
.................... 10,760.26-.30; 10,760.37
■ Matrix Pricing—See Matrix Pricing
• Real Estate—See Real Estate
• Reorganization Value................. 10,460.09;
............... 10,460.36-.39; 10,460.57-.62

w
WAREHOUSING LOANS

• Definition...............................

10,060.04

WASH SALES

• Real Estate Ventures................ 10,240.14;
.......................................... 10,240.26
UNREALIZED DEPRECIATION

• Defaulted Debt Securities ... 10,540.42-.43

• Definition...............................

10,450.05

WORK IN PROCESS

• Percentage of Completion
Method...................... 10,330.22-.29

Y

USEFUL LIFE

• Personal Financial Statements... 10,350.31

YIELD—See

Return on Investment

[The next page is 30,201.]
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STATEMENTS OF POSITION
AUDITING AND ATTESTATION
Introduction
Auditing and Attestation Statements of Position are issued to achieve one or
more of several objectives: to revise, clarify, or supplement guidance in pre
viously issued Audit and Accounting Guides; to describe and provide implemen
tation guidance for specific types of audit and attestation engagements; or to
provide guidance on specialized areas in audit and attestation engagements.
The auditing and attestation guidance in a Statement of Position has the same
authority as auditing and attestation guidance in an Audit and Accounting
Guide, and members should be aware that they may be asked to justify
departures from such guidance if the quality of their work is questioned.

[The next page is 30,211.]
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AUD Section 11,000
STATEMENTS OF POSITION
AUDITING AND ATTESTATION

TABLE OF CONTENTS
Paragraph

Section

[ 11,010]

Revision of Form of Auditor's Report (7/74) [Superseded by the AICPA
Audit and Accounting Guide Audits of Property and Liability
Insurance Companies, 1990]

[11,020]

Audits of Brokers and Dealers in Securities (12/76) [Withdrawn by
inclusion in the AICPA Audit and Accounting Guide Audits or
Brokers and Dealers in Securities, 1985]

[11,030]

Clarification of Accounting, Auditing, and Reporting Practices Relating to
Hospital Malpractice Loss Contingencies (3/78) [Superseded by
the AICPA Audit and Accounting Guide, Audits of Providers or
Health Care Services, 1990]

11,040

Confirmation of Insurance Policies in Force (8/78)
Effective Date....................................................................................

[11,050]

Report on a Financial Feasibility Study (10/82) [Superseded by the
AICPA Guide for Prospective Financial Statements, 1986]

11,060

Auditing Property and Liability Reinsurance (10/82)

.01 -.05
.05

.01 -.23

Introduction......................................................................................

.01-.08

Applicability and Scope.........................................................

.08

Ceded Reinsurance....................................................................................09-.13

Internal Controls of the Ceding Company........................................09-.10

11,070

Auditing Procedures..............................................................

.11-.13

Assumed Reinsurance......................................................................

.14-.19

Internal Controls of the Assuming Company........................
Auditing Procedures..............................................................

. 14-. 15
.16-. 18

Pools, Associations, and Syndicates......................................

.19

Reinsurance Intermediaries..............................................................

.20-.22

Effective Date....................................................................................

.23

Auditing Life Reinsurance (11/84)

.01 -.25

Applicability......................................................................................

.01

Introduction......................................................................................

.02-. 13

Generally Accepted Accounting Principles...........................

. 11 -. 12

Scope......................................................................................

.13
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11,070

Auditing Life Reinsurance (11/84)—continued
Ceded Reinsurance................................................................................... 1
. 4-.19
Internal Controls of the Ceding Company.......................................14-. 15

Auditing Procedures........................................................................ 1. 6-. 19
Assumed Reinsurance................................................................................20-.24
Internal Controls of the Assuming Company..................................20-.21

Auditing Procedures......................................................................... 2
. 2-.24

Effective Date....................................................................................
[11,080]

Illustrative Auditor's Reports on Financial Statements of Employee Benefit
Plans Comporting With Statement on Auditing Standards No.
58, Reports on Audited Financial Statements (SOP 88-2)
[Superseded by the AICPA Audit and Accounting Guide Audits
of Employee Benefit Plans, 1991]

[11,090]

Reports on Audited Financial Statements of Brokers and Dealers in
Securities (SOP 89-1) [Superseded by and incorporated into the
AICPA Audit and Accounting Guide Brokers and Dealers in
Securities, 1997]

11,100

Reports on Audited Financial Statements of Investment Companies (SOP
89-2)

11,110

.25

.01-.02

Introduction........................................................................................

.01

Effective Date...................................................................................

.02

Questions Concerning Accountants' Services on Prospective Financial
Statements (SOP 89-3)
.01-.23

Reporting on Financial Forecasts That Include a Projected
Sale of an Entity's Real Estate Investment.....................................01 - .04

Question.................................................................................

.01

Answer........................................................................................... 02-.04

Sales Prices Assumed When a Financial Forecast Includes a
Projected Sale of an Entity's Real Estate Investment........................... 05-.09
Question...........................................................................................05-.06
Answer.............................................................................................07-.09

Reporting on Information Accompanying a Financial Forecast
in an Accountant-Submitted Document.............................................. 1. 0-.13

Question..................................................................................

.10

Answer............................................................................................ 1. 1-.13
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11,110

Questions Concerning Accountants' Services on Prospective Financial
Statements (SOP 89-3)—continued

Financial Projections Included in General-Use Documents...........

.14-.17

Question..................................................................................

.14

Answer...........................................

.15

Question..................................................................................

.16

Answer....................................................................................

.17

Support for Tax Assumptions.................................................................... 1
. 8-.20
Question..................................................................................

.18

Answer....................................................................................

.19-.20

Periods Covered by an Accountant's Report on Prospective
Financial Statements..................................................................

.21 -.23

Question..................................................................................

.21

Answer............................................................................................. 2
. 2-.23

[11,120]

Reports on the Internal Control Structure in Audits of Brokers and Dealers
in Securities (SOP 89-4) [Superseded by and incorporated into
the AICPA Audit and Accounting Guide Brokers and Dealers in
Securities, 1997]

[11,130]

Auditors' Reports in Audits of State and Local Governmental Units (SOP
89-6) [Superseded by and incorporated into SOP 92-7, Audits
of State and Local Governmental Entities Receiving Federal
Financial Assistance]

11,140

Report on the Internal Control Structure in Audits of Investment Companies
(SOP 89-7)

11,150

.01-.04

Introduction......................................................................................

.01-.02

Report on Internal Control Required by the SEC...........................

.03

Effective Date....................................................................................

.04

Accountants' Services on Prospective Financial Statements for Internal Use
Only and Partial Presentations (SOP 90-1)
.01 -.34
Part I—Guidance on the Accountant's Services and Reports
on Prospective Financial Statements for Internal Use Only ...

.01 -.09

Procedures......................................................................................03-.04
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Section 11,040

Confirmation of Insurance Policies in Force
August 1978
NOTICE TO READERS
The American Institute of Certified Public Accountants has issued a series of
industry-oriented audit guides that present recommendations on auditing
procedures and auditors’ reports and in some instances on accounting principles,
and a series of accounting guides that present recommendations on accounting
principles. Based on experience in the application of those guides, AICPA
committees may from time to time conclude that it is desirable to change a guide.
A statement of position is used to revise or clarify certain of the recommendations
in the guide to which it relates. A statement of position represents the considered
judgment of the responsible AICPA committee.

To the extent that a statement of position is concerned with auditing
procedures and auditors’ reports, its degree of authority is the same as that of the
audit guide to which it relates. As to those matters, members should be aware
that they may be called on to justify departures from the recommendations of the
committee.
To the extent that a statement of position relates to standards of financial
accounting or reporting (accounting principles), the recommendations of the
committee are subject to ultimate disposition by the Financial Accounting
Standards Board. The recommendations are made for the purpose of urging the
FASB to promulgate standards that the committee believes would be in the public
interest.

.01 In February 1975, the AICPA Special Committee on Equity Funding
stated .. except for certain observations relating to confirmation of insurance
in force and auditing related party transactions, generally accepted auditing
standards are adequate and... no changes are called for in the procedures
commonly used by auditors.” The AICPA industry audit guide, Audits of Stock
Life Insurance Companies (paragraph 3.78), states: “It may also be appropriate
to select in-force policies for confirmation directly with policyholders of pre
mium amounts, date to which premiums are paid, policy loans, accumulated
dividends, etc.” The special committee recommended “that the Institute’s
auditing standards executive committee consider whether the Life Insurance
Audit Guide requires clarification with regard to the confirmation of policies
with policyholders.”
.02 The special committee further stated:
Another auditing procedure, which heretofore has not been considered
particularly useful, is verification of the authenticity of a selected number of
policies included in the in-force inventory by direct confirmation with the
policyholders. Such a procedure has not generally been considered necessary
because it would be unusual for companies to overstate liabilities. Inflation of
the inventory of life insurance in force by a company that follows statutory
accounting would result in an overstatement of the liability for future policyholder benefits and a reduction in current earnings. However, when companies
report on the basis of generally accepted accounting principles (GAAP) there
could be motivation for overstating insurance in force because it could result
in an addition to current earnings.
AICPA Technical Practice Aids
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There could be an additional motivation for overstating insurance in force
when reinsurance of policies has the effect of materially increasing current
earnings, which can occur when a company reports on the basis of either GAAP
or statutory accounting. Reinsurance of life insurance policies permits the
elimination of the related liability for future policyholder benefits. Under
certain circumstances, reinsurance may also result in increasing current earn
ings to the extent that the proceeds received from reinsurance exceed expenses
incurred in connection with the sale and servicing of the reinsured policies.

.03 As stated above, the audit guide suggests confirmation of insurance
policies in force directly with policyholders; however, the audit guide does not
discuss circumstances when confirmation would be appropriate and, as a
result, practice has varied. The purpose of this statement of position is to
identify those circumstances in which the independent auditor ordinarily
should confirm insurance policies in force. This statement of position is appli
cable to both stock and mutual life insurance companies.
.04 Satisfactory results of the comparison of insurance policies in force
with premium collections along with other ordinary auditing procedures (see
paragraphs 3.70 through 3.90,6.08 through 6.14, and 9.02 through 9.07 of the
audit guide) will normally provide the auditor with sufficient competent evi
dential matter as to the validity of those policies included in the inventory of
insurance policies in force. However, the auditor ordinarily should confirm
insurance policies in force with policyholders in the following circumstances:
a.

Proper maintenance of the inventory of insurance in force may be
materially deficient due to an absence of segregation of duties or
other controls.

b.

Trend analyses or ratios that measure insurance in force indicate
erratic or unusual results that have not been satisfactorily explained.

c.

Additions to insurance in force cannot be related to the collection of
premiums.

d.

Significant amounts of insurance in force result from related party
transactions, and the related party’s financial statements are not
audited by the auditor.

e.

The company markets insurance products, such as those with imme
diate cash value features or with unusual commissions arrange
ments, that could motivate the agent to submit fictitious policies.

f.

Ceded reinsurance activities can materially increase earnings or
investable funds.

[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]

Effective Date
.0 5 This statement of position provides for practices that may differ in
certain respects from present acceptable practices. Accordingly, this statement
of position will be effective for audits performed in accordance with generally
accepted auditing standards for periods ending on or after December 31,1978.
[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]
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Section 11,060
Auditing Property and Liability Reinsurance
Supplements Audits of Property and Liability Insurance Companies
October 1982
NOTICE TO READERS
This Statement of Position presents recommendations of the Reinsurance
Auditing and Accounting Task Force of the AICPA Insurance Companies
Committee regarding the application of generally accepted auditing standards in
auditing property and liability reinsurance. This Statement of Position
supplements the audit and accounting guide Audits of Property and Liability
Insurance Companies. It represents the considered opinion of the AICPA
Reinsurance Auditing and Accounting Task Force on the best auditing practice
in the industry and has been reviewed by members of the AICPA Auditing
Standards Board for consistency with existing auditing standards. AICPA
members may have to justify departures from the recommendations in this
statement if their work is challenged.

Introduction
. 01 Reinsurance is the assumption by one insurer of all or part of a risk
originally undertaken by another insurer. Reinsurance is not transacted di
rectly with the general public, but, instead, between insurance companies. In
the United States there are basically three types of reinsurance entities:
professional reinsurers, reinsurance departments of primary insurance compa
nies, and various groups or syndicates of insurers referred to as reinsurance
pools or associations.

•

Professional reinsurers, while likely permitted by their charters and
licenses to operate as primary insurance companies, engage almost
exclusively in reinsurance.

•

Reinsurance departments of primary insurance companies function as
units of primary insurers and engage in the reinsurance business.

•

Reinsurance pools (also referred to as associations or syndicates) may
be organized to provide their members with reinsurance protection
and management for certain specialized, high-risk coverage or with
general access to the reinsurance market for traditional lines of
business.

In addition, reinsurance intermediaries (including brokers, agents, managing
general agents, and similar entities) facilitate the business of reinsurance by
bringing together reinsurance purchasers and sellers. The functions of reinsur
ance entities may include underwriting, designing and negotiating the terms
of reinsurance, placing reinsurance, accumulating and reporting transactions,
distributing premiums, and collecting and settling claims.
.02 Major reasons for insurance companies to enter reinsurance contracts
are to—
a. Reduce their exposure on particular risks or classes of risks.
b.

Protect against accumulations of losses arising from catastrophes.
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c.
d.

e.

Reduce their total liabilities to a level appropriate to their premium
volumes and amounts of capital.
Provide financial capacity to accept risks and policies involving
amounts larger than could otherwise be accepted.
Help stabilize operating results.

f.
Obtain assistance with new products and lines of insurance.
For similar reasons, reinsurers may at times reinsure their own risks with
other insurance and reinsurance companies, a practice known as retrocession.
.03 Reinsurance may be transacted under broad, automatic contracts
called “treaties,” which are usually of long duration and which cover some
portion of a particular class of business underwritten by the insurers. Reinsur
ance may also be transacted under “facultative” agreements, which cover
specific individual risks and require the insurer and reinsurer to agree on
terms and conditions of reinsuring each risk. Reinsurance may either be “pro
rata,” in which the reinsurer and the insurer share proportionately in the
premiums and losses, or “excess,” in which only the insurer’s losses above a
fixed point, known as the “retention,” are reinsured. (For a description of the
various types of reinsurance transactions, see the AICPA Audit and Account
ing Guide Audits of Property and Liability Insurance Companies, chapter 6.)
[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]
.04 In ceding all or part of a risk the “ceding company” does not discharge
its primary liability to its insureds. The ceding company remains fully liable
for the face amount of the policy issued. Through reinsurance, the ceding
company reduces its maximum exposure in the event of loss by obtaining the
right to reimbursement from the “assuming company” for the reinsured portion
of the loss.
.05 The accounting entries for reinsurance ceded transactions are the
opposite of the entries that arise from direct business. The amounts for
reinsurance transactions are usually netted against the related accounts in
financial statements. FASB Statement No. 60,* Accounting and Reporting by
Insurance Enterprises, describes in paragraph 38 the accounting for ceded
reinsurance:
Amounts that are recoverable from reinsurers and that relate to paid claims
and claim adjustment expenses shall be classified as assets, with an allowance
for estimated uncollectible amounts. Estimated amounts recoverable from
reinsurers that relate to the liabilities for unpaid claims and claim adjustment
expenses shall be deducted from those liabilities. Ceded unearned premiums
shall be netted with related unearned premiums. Receivables and payables
from the same reinsurer, including amounts withheld, also shall be netted.
Reinsurance premiums ceded and reinsurance recoveries on claims may be
netted against related earned premiums and incurred claim costs in the income
statement.1
* FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and
Long-Duration Contracts, supersedes paragraphs 38—40 and 60(f) of FASB Statement No. 60 and
amends paragraph 44 of FASB Statement No 5. The provisions of paragraphs 39 and 40 are
incorporated in paragraph 18 of FASB Statement No. 113. FASB Statement No. 113 applies to
financial statements for fiscal years beginning after December 15, 1992. [Footnote added to reflect
the conforming changes necessary due to the issuance of recent authoritative literature.]
1 FASB Statement No. 60,* paragraph 60f also specifies the following disclosures regarding
reinsurance: “The nature and significance of reinsurance transactions to the insurance enterprise’s
operations, including reinsurance premiums assumed and ceded, and estimated amounts that are
recoverable from reinsurers and that reduce the liabilities for unpaid claims and claim adjustment
expenses.”

§11,060.03
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.06 The accounting entries for reinsurance assumed normally parallel
those for direct insurance. However, the extent of the detail in the information
provided to the assuming company by the ceding company or the reinsurance
intermediary can vary significantly regarding—
a.

Timeliness of the information submitted.

b.

Detail of information relating to policies, claims, unearned premi
ums, and loss reserves.

c.

Annual statement line-of-business classification.

d.

Foreign currency translation information on business assumed from
companies domiciled in foreign countries (“alien companies”).

Information on losses incurred but not reported (IBNR) and bulk reserves also
may be provided by ceding companies under pro rata reinsurance arrange
ments. Generally no IBNR will be provided on nonproportional (excess) rein
surance arrangements. Based on the quality and comprehensiveness of the
detail presented, the information provided may or may not be used by the
assuming company.

.07 FASB Statement No. 60* describes reporting in conformity with
generally accepted accounting principles for “payments to insurance compa
nies that may not involve transfer of risk.” Similar guidance is provided in
FASB Statement No. 5,* Accounting for Contingencies, paragraph 44. Para
graph 40 of FASB Statement No. 60* states—
To the extent that a reinsurance contract does not, despite its form, provide for
indemnification of the ceding enterprise by the reinsurer against loss or
liability, the premium paid less the premium to be retained by the reinsurer
shall be accounted for as a deposit by the ceding enterprise. Those contracts
may be structured in various ways, but if, regardless of form, their substance
is that all or part of the premium paid by the ceding enterprise is a deposit, the
amount paid shall be accounted for as such. A net credit resulting from the
contract shall be reported as a liability by the ceding enterprise. A net charge
resulting from the contract shall be reported as an asset by the reinsurer.

Applicability and Scope
.08 This statement provides guidance on auditing property and liability
reinsurance, including accident and health reinsurance. The following sections
describe certain significant aspects of internal control structure policies and
procedures regarding ceded reinsurance and assumed reinsurance and de
scribe the related auditing procedures. SAS No. 55, Consideration of the
Internal Control Structure in a Financial Statement Audit, states, “estab
lishing and maintaining an internal control structure is an important manage
ment responsibility.” The concept of materiality is inherent in the work of the
independent auditor, and the elements of materiality and relative risk underlie
the application of generally accepted auditing standards. [Revised to reflect the
FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and
Long-Duration Contracts, supersedes paragraphs 38—40 and 60(f) of FASB Statement No. 60 and
amends paragraph 44 of FASB Statement No 5. The provisions of paragraphs 39 and 40 are
incorporated in paragraph 18 of FASB Statement No. 113. FASB Statement No. 113 applies to
financial statements for fiscal years beginning after December 15, 1992. [Footnote added to reflect
the conforming changes necessary due to the issuance of recent authoritative literature.]
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conforming changes necessary due to the issuance of recent authoritative
literature.]

Ceded Reinsurance
Internal Controls of the Ceding Company
.0 9 The ceding company should have those internal control structure
policies and procedures that it considers necessary to (a) evaluate the financial
responsibility and stability of the assuming company (whether the assuming
company is domiciled in the United States or in a foreign country) and (b)
provide reasonable assurance of the accuracy and reliability of information
reported to the assuming company and amounts due to or from the assuming
company. The ceding company’s control procedures to evaluate the financial
responsibility and stability of the assuming company may include—
a.

b.

Obtaining and analyzing recent financial information of the assum
ing company, such as—
•

Financial statements and, if audited, the independent auditor’s
report.

•

Financial reports filed with the Securities and Exchange Com
mission (U.S.), Department of Trade (U.K.), or similar authori
ties in other countries.

•

Financial statements filed with insurance regulatory authori
ties, with particular consideration of loss reserve development
and the quality and liquidity of the company’s invested assets.

Obtaining and reviewing available sources of information relating to
the assuming company, such as—

•

Insurance industry reporting and rating services.

•

Insurance department examination reports.

•

Loss reserve certifications filed with regulatory authorities.

•

Letters relating to the design and operation of internal control
structure policies and procedures filed with regulatory authori
ties.

•

Insurance Regulatory Information System results filed with
regulatory authorities.

c.

Inquiring about the assuming company’s retrocessional practices
and experience.

d.

Inquiring about the general business reputation of the assuming
company and the background of its owners and management.

e.

Ascertaining whether the assuming company is authorized to trans
act reinsurance within the ceding company’s state of domicile or
whether letters of credit or other means of security are provided if
the assuming company is not so authorized.

f

Considering the need for and evaluating the adequacy of collateral
from the assuming company on certain reinsurance contracts.

[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]
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.10 The ceding company’s control procedures relating to the accuracy and
reliability of information reported to the assuming company and amounts due
to or from the assuming company are generally similar in nature to other
control procedures for the recording of insurance transactions. Those control
procedures are not addressed in this statement.

Auditing Procedures
.11 In obtaining an understanding of the internal control structure, the
ceding company’s independent auditor should review the ceding company’s
procedures for determining the assuming company’s ability to honor its com
mitments under the reinsurance contract. If the auditor intends to rely on the
prescribed procedures, he should perform tests of the ceding company’s proce
dures to obtain reasonable assurance that they are in use and operating as
planned. [Revised to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]
.12 The absence of adequate procedures by the ceding company to deter
mine the assuming company’s ability to honor its contractual commitments, or
the lack of reasonable assurance that such procedures are in use and operating
as planned, may constitute a material weakness in the ceding company’s
internal control structure.2 If the auditor assesses control risk at the maximum
level, whether because of a material weakness or other reasons, he should
extend his procedures to evaluate the collectibility of amounts recorded in the
financial statements as recoverable from the assuming company. The auditor’s
extended procedures may include certain of the procedures specified in para
graph .09, but they are not necessarily limited to those procedures. The
auditor’s inability to perform the procedures he considers necessary, whether
as a result of restrictions imposed by the client or by circumstances such as the
timing of the work, the inability to obtain sufficient competent evidential
matter, or an inadequacy in the accounting records, constitutes a scope limita
tion that may require the auditor to qualify his opinion or disclaim an opinion
(see SAS No. 58, paragraphs 40 through 48 and 70 through 72). In such
circumstances, the reasons for the auditor’s qualification of opinion or dis
claimer of opinion should be described in his report. [Revised to reflect the
conforming changes necessary due to the issuance of recent authoritative
literature.]

.13 To obtain reasonable assurance that reinsurance contracts are appro
priately accounted for, the independent auditor of the ceding company should
perform procedures for selected contracts, selected transactions, and related
balances, which include the following:
a.

Read the reinsurance contract and related correspondence to—
•

Obtain an understanding of the business objective of the rein
surance contract, and

2 SAS No. 60, Communication ofInternal Control Structure Related Matters Noted in an Audit,
states, “A material weakness in the internal control structure is a reportable condition in which the
design or operation of one or more of the internal control structure elements does not reduce to a
relatively low level the risk that errors or irregularities in amounts that would be material in relation
to the financial statements being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions.” SAS No. 60 requires the
auditor to communicate to the audit committee or to individuals with a level of authority and
responsibility equivalent to an audit committee in organizations that do not have one, reportable
conditions, including material weaknesses in the internal control structure that come to his or her
attention during an audit. [Footnote added to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]

AICPA Technical Practice Aids

§11,060.13

30,326

Statements of Position
•

Determine whether the contract should be accounted for accord
ing to the provisions of FASB Statement No. 60,* paragraph 40
(see paragraph .07, above).

b.

Trace entries arising from selected reinsurance contracts to the
appropriate records.

c.

Trace the selected transactions to supporting documents and test the
related receivables and payables.

d.

Obtain written confirmation of selected balances. In certain circum
stances, confirmation of contract terms may be appropriate.

Assumed Reinsurance

Internal Controls of the Assuming Company
.1 4 A significant element of the assuming company’s internal control
structure related to assumed reinsurance is appropriate control procedures
that the company considers necessary for assessing the accuracy and reliability
of data received from the ceding company (whether the ceding company is
domiciled in the United States or in a foreign country). Principal control
procedures of the assuming company may include—
a.

Maintaining an underwriting file with information relating to the
business reasons for entering the reinsurance contract and antici
pated results of the contract. The underwriting file may include—
•

Historical loss ratios and combined ratios of the ceding company.

•

Anticipated loss ratios under the contract.

•

An indication of the frequency and content of reports from the
ceding company.

•

Prior business experience with the ceding company.

•

The assuming company’s experience on similar risks.

•

Information regarding pricing and ceding commissions.

b.

Monitoring the actual results reported by the ceding company and
investigating the reasons for and the effects of significant deviations
from anticipated results.

c.

Visiting the ceding company and reviewing and evaluating its under
writing, claims processing, loss reserving, and loss reserve develop
ment monitoring procedures.

d.

Obtaining from the ceding company a special-purpose report by their
independent accountant regarding the ceding company’s internal

FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and
Long-Duration Contracts, supersedes paragraphs 38—40 and 60(f) of FASB Statement No. 60 and
amends paragraph 44 of FASB Statement No 5. The provisions of paragraphs 39 and 40 are
incorporated in paragraph 18 of FASB Statement No. 113. FASB Statement No. 113 applies to
financial statements for fiscal years beginning after December 15, 1992. [Footnote added to reflect
the conforming changes necessary due to the issuance of recent authoritative literature.]
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accounting controls relating to ceded reinsurance (see SAS No. 30,*
Reporting on Internal Accounting Control, paragraphs 60-61).

[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]

5 Additional control procedures of the assuming company may include—

.1
a.

b.

c.

Obtaining and analyzing recent financial information of the ceding
company, such as—

•

Financial statements and, if audited, the independent auditor’s
report.

•

Financial reports filed with the Securities and Exchange Com
mission (U.S.), Department of Trade (U.K.), or similar authori
ties in other countries.

•

Financial statements filed with insurance regulatory authori
ties, with particular consideration of loss reserve development.

Obtaining and reviewing available sources of information on the
ceding company, such as—

•

Insurance industry reporting and rating services.

•

Insurance department examination reports.

•

Loss reserve certifications filed with regulatory authorities.

•

Letters relating to the design and operation of internal control
structure policies and procedures filed with regulatory authorities.

•

Insurance Regulatory Information System results filed with
regulatory authorities.

Inquiring about the general business reputation of the ceding com
pany and the background of its owners and management.

[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]

Auditing Procedures
6
.1
In obtaining an understanding of the internal control structure, the
assuming company’s independent auditor should review the assuming com
pany’s procedures for assessing the accuracy and reliability of data received
from the ceding company. If the auditor intends to rely on the prescribed
procedures, he should perform tests of the company’s procedures to obtain
reasonable assurance that they are in use and operating as planned. [Revised
to reflect the conforming changes necessary due to the issuance of recent
authoritative literature.]

7
.1
The absence of adequate procedures by the assuming company to
obtain assurance regarding the accuracy and reliability of data received from
On April 20, 1992, the AICPA’s Auditing Standards Board issued an exposure draft of a
proposed Statement on Standards for Attestation Engagements, Reporting on an Entity’s Internal
Control Structure Over Financial Reporting. The Statement would supersede SAS No. 30. A final
statement is expected to be issued in 1993. [Footnote added to reflect the conforming changes
necessary due to the issuance of recent authoritative literature.]
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the ceding company, or the lack of reasonable assurance that such procedures
are in use and operating as planned, may constitute a material weakness in
the assuming company’s internal control structure.3 If the auditor assesses
control risk at the maximum level, whether because of a material weakness or
other reasons, he should extend his procedures to obtain assurance regarding
the accuracy and reliability of the data received from the ceding company. The
auditor’s extended procedures should ordinarily include, but would not neces
sarily be limited to, one or more of the following:

a.

Performing certain of the principal control procedures specified in
paragraph .14

b.

Visiting the ceding company’s independent auditor and reviewing his
working papers (see SAS No. 1, section 543.12.)

c.

Performing auditing procedures at the ceding company or requesting
the independent auditor of the ceding company to perform agreedupon procedures

d.

Obtaining the report of the ceding company’s independent auditor on
policies and procedures (relating to ceded reinsurance) placed in
operation and tests of operating effectiveness (see SAS No. 70,
Service Organizations.)

The auditor’s inability to perform the procedures he considers necessary,
whether as a result of restrictions imposed by the client or by circumstances
such as the timing of the work, the inability to obtain sufficient competent
evidential matter, or an inadequacy in the accounting records, constitutes a
scope limitation that may require the auditor to qualify his opinion or disclaim
an opinion (see SAS No. 58, paragraphs 40 through 48 and 70 through 72). In
such circumstances, the reasons for the auditor’s qualification of opinion or
disclaimer of opinion should be described in his report. [Revised to reflect the
conforming changes necessary due to the issuance of recent authoritative
literature.]
.1 8 To obtain reasonable assurance that reinsurance contracts are appro
priately accounted for, the independent auditor of the assuming company
should perform procedures for selected contracts, selected transactions, and
related balances, which include the following:
a.

b.

Read the reinsurance contract and related correspondence to—
•

Obtain an understanding of the business objective of the rein
surance contract.

•

Determine whether the contract should be accounted for accord
ing to the provisions of FASB Statement No. 60,* paragraph 40
(see paragraph .07, above).

Trace entries arising from selected reinsurance contracts to the
appropriate records.

3 See footnote 2.
FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and
Long-Duration Contracts, supersedes paragraphs 38-40 and 60(f) of FASB Statement No. 60 and
amends paragraph 44 of FASB Statement No 5. The provisions of paragraphs 39 and 40 are
incorporated in paragraph 18 of FASB Statement No. 113. FASB Statement No. 113 applies to
financial statements for fiscal years beginning after December 15, 1992. [Footnote added to reflect
the conforming changes necessary due to the issuance of recent authoritative literature.]
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Trace the selected transactions to supporting documents and test the
related receivables and payables.
Obtain written confirmation of selected balances. In certain circum
stances, confirmation of contract terms may be appropriate.

Pools, Associations, and Syndicates
.1 9 Participation in reinsurance pools, associations, and syndicates is in
some respects similar to reinsurance, and the guidance in paragraphs .14-.18
is generally applicable in the audit of an assuming company (participating
company). Pools, associations, and syndicates often issue audited financial
statements to participating companies, and the auditor of a participating
company may use the report of the independent auditor of the pool, association,
or syndicate in his audit. Guidance on the auditor’s considerations in those
circumstances is provided in SAS No. 1, section 543, Part of Audit Performed
by Other Independent Auditors. [Revised to reflect the conforming changes
necessary due to the issuance of recent authoritative literature.]

Reinsurance Intermediaries
.2 0 Reinsurance may be transacted and serviced directly between the
ceding and assuming companies or through reinsurance intermediaries (in
cluding brokers, agents, managing general agents, or similar entities). When a
reinsurance intermediary is involved, the control procedures of the reinsur
ance intermediary are an integral part of the reinsurance transaction. The
assuming and ceding companies should coordinate their control procedures
with those of the reinsurance intermediary.
.2 1 A company may delegate to a reinsurance intermediary the perform
ance of the procedures described in paragraphs .09 and in .14 and .15. The
company, however, should have procedures to satisfy itself that the reinsur
ance intermediary is adequately performing those procedures. The guidance
provided the independent auditor in paragraphs .11 and .12 and in .16 and .17
is applicable.
.2 2 In addition to the functions discussed in paragraphs .09 and in.14 and
.15, a reinsurance intermediary may be authorized to collect, hold, disburse,
and remit funds on behalf of the insurance company. The insurance company
should have controls to provide reasonable assurance that the reinsurance
intermediary is—
Adequately performing those functions.
Safeguarding the funds and, if required, appropriately segregating
the funds.
c.
Settling accounts on a timely basis.
The insurance company may accomplish this by obtaining a special report from
the independent auditor of the reinsurance intermediary or by visiting the
reinsurance intermediary and reviewing its controls relating to those functions.
The auditor of the insurance company should review the company’s internal
control procedures, and, if he intends to rely on them, he should test the
operation of those control procedures. If the auditor decides not to rely on those
controls, he should extend his procedures to obtain assurance that the objec
tives described in a-c above are met.
a.
b.

Effective Date
.2 3 This statement of position provides for practices that may differ in
certain respects from present practices. Accordingly, this statement of position
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will be effective for audits performed in accordance with generally accepted
auditing standards for periods ending on or after December 31, 1983. Earlier
application is encouraged. [Revised to reflect the conforming changes neces
sary due to the issuance of recent authoritative literature.]
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Section 11,070
Auditing Life Reinsurance
Supplements Audits of Stock Life Insurance Companies
November 1984
NOTICE TO READERS
This statement of position presents the recommendations of the Reinsurance
Auditing and Accounting Task Force of the AICPA Insurance Companies
Committee regarding the application of generally accepted auditing standards in
auditing life reinsurance. This statement of position supplements the industry
audit guide, Audits ofStock Life Insurance Companies. It represents the considered
opinion of the Reinsurance Auditing and Accounting Task Force on the best
auditing practice in the industry and has been reviewed by members of the AICPA
Auditing Standards Board for consistency with existing auditing standards.
AICPA members may have to justify departures from the recommendations in this
statement if their work is challenged.

Applicability
.01 This statement provides guidance on auditing life reinsurance. Guid
ance on auditing property and liability reinsurance, including accident and
health reinsurance, is provided in the statement of position entitled, Auditing
Property and Liability Reinsurance, issued by the AICPA Auditing Standards
Division in October 1982.

Introduction
.02 When an insurance company issues life insurance policies, it under
takes a number of risks relating to the ultimate profitability of the policies,
such as adverse experience regarding mortality or terminations, inadequate
investment earnings, and unanticipated costs. Reinsurance is the assumption
by one insurer (the assuming company) of all or part of the risks originally
undertaken by another insurer (the ceding company).
.03 Each life insurance company determines its retention limit, which
represents the maximum loss exposure acceptable to the company that could
result from the death of any individual insured by the company. The retention
limit will vary depending on the age of the insured at issuance of the policy, the
type of insurance plan involved, and whether the insured is classified as a
standard or substandard risk. If the policy exceeds the retention limit, the
company will reinsure the excess portion of the risk. A company may also
reinsure part or all of a policy within its retention limit if the company sees a
need to limit its risk.
.04 Reinsurance also provides a means for the company to meet certain
other objectives such as to avoid “surplus strain” resulting from the statutory
accounting treatment of expenses and reserves, to reduce fluctuations in claim
experience or to stabilize mortality cost, to provide additional capacity to
accept business that would otherwise have to be declined, to protect solvency,
to obtain underwriting assistance regarding risk classification, or to assist in
financial and tax planning strategies.
AICPA Technical Practice Aids
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.05 By ceding all or part of the risk, the ceding company does not dis
charge its primary obligations to its insureds. Therefore, the ceding company
is concerned with the ability of the assuming company to honor its commit
ments under the reinsurance contract. The assuming company, on the other
hand, is concerned with the accuracy and reliability of the information received
from the ceding company regarding the risks it has assumed and, in some
circumstances, the ability of the ceding company to honor commitments to the
assuming company. Factors that are pertinent to the auditor’s evaluation of
reinsurance contracts include the types of reinsurance agreements and the
consequent nature of the risks transferred, contractual safeguards in the
reinsurance agreements, and internal control structure regarding reinsurance
maintained by the ceding company or by the assuming company. [Revised to
reflect the conforming changes necessary due to the issuance of recent authori
tative literature.]
.06 Reinsurance may be transacted through—
a.

Facultative agreements, whereby each risk or portion of a risk is
reinsured individually, the assuming company having the option to
accept or reject it.

b.

Automatic agreements, whereby an agreed portion of business writ
ten is automatically reinsured, thus eliminating the need to submit
each risk to the assuming company for acceptance or rejection.

.07 Life reinsurance contracts generally take one of three forms: yearly
renewable term, coinsurance, or modified coinsurance.
a.

Yearly renewable term (YRT) reinsurance involves the purchase of
reinsurance on the policyholder’s life on a year-by-year basis. Typi
cally the amount of reinsurance provided and the reinsurance pre
mium charged for a particular contract will change from year to year
on a scheduled basis. The reinsurance premium will depend on
factors such as the age and sex of the insured, the duration of the
policy, and the underwriting classification (standard or substandard
risks). Yearly renewable term reinsurance generally transfers only
the mortality risk to the assuming company.

b.

Coinsurance differs from yearly renewable term reinsurance in that
the assuming company participates in substantially all aspects of the
original policy and in that the contract generally covers a longer
period of time. The assuming company will receive its share of the
policy premiums and pay its share of the face amount of claims and
cash values on terminations. The assuming company will establish
its share of the statutory policy reserves, and the ceding company
will reduce its reserves for the portion reinsured. If the policy is
participating, the assuming company will generally reimburse the
ceding company for its share of the policyholder dividend. The as
suming company also generally reimburses the ceding company for
its commission outlay and usually pays an additional amount toward
the ceding company’s expenses. The assuming company ordinarily
participates in the risks regarding investment, mortality, termina
tions, and other risks of the policy.

c.

Modified coinsurance differs from coinsurance only in that the re
serves and the assets supporting the reserves remain with the ceding
company. In addition to the transactions required by coinsurance, a
“reserve adjustment” payment between the assuming and ceding
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companies is made each year. The assuming company will be paid
interest on the assets supporting the reserves according to a specified
formula, which may involve a fixed rate or may be related to the
interest earnings of the ceding company. Depending on the formula,
the investment risk may be borne by the ceding company or the
assuming company, or it may be shared. As with coinsurance, the
assuming company ordinarily participates in the mortality, termina
tion, and other risks.
.08 Life insurance companies may also purchase nonproportional reinsur
ance on all or part of their insurance. One form of nonproportional reinsurance
is stop-loss, under which the assuming company agrees to reimburse the ceding
company for aggregate losses that exceed a specified amount. Another form is
catastrophe reinsurance, under which the assuming company agrees to reim
burse the ceding company for losses in excess of a specified amount that result
from a single accident.

.09 Reinsurance agreements often provide for participation by the ceding
company in the profits generated under the reinsurance. The reinsurance
agreement will specify the method of computing the profit and the formula for
sharing it.
.10 Typically, reinsurance agreements are individually negotiated and
tailored to the needs and objectives of the ceding and assuming companies. The
foregoing descriptions of life reinsurance agreements are not exhaustive, and
variations from the described approaches are common.

Generally Accepted Accounting Principles
.11 The accounting entries for reinsurance ceded transactions are the
opposite of the entries that arise from direct business. With certain exceptions,
the amounts for reinsurance transactions are netted against the related ac
counts in financial statements. The accounting entries for reinsurance as
sumed normally parallel those for direct insurance.1

.12 FASB Statement No. 60* describes reporting in conformity with gen
erally accepted accounting principles for “payments to insurance companies
that may not involve transfer of risk.” Similar guidance is provided in FASB
Statement No. 5, Accounting for Contingencies, paragraph 44. Paragraph 40 of
FASB Statement No. 60* states—
To the extent that a reinsurance contract does not, despite its form, provide for
indemnification of the ceding enterprise by the reinsurer against loss or
liability, the premium paid less the premium to be retained by the reinsurer
shall be accounted for as a deposit by the ceding enterprise. Those contracts
may be structured in various ways, but if, regardless of form, their substance
is that all or part of the premium paid by the ceding enterprise is a deposit, the
amount paid shall be accounted for as such. A net credit resulting from the
contract shall be reported as a liability by the ceding enterprise. A net charge
resulting from the contract shall be reported as an asset by the reinsurer.
1 FASB Statement No. 60,* Accounting and Reporting by Insurance Enterprises, specifies certain
accounting and disclosure requirements for reinsurance.
FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and
Long-Duration Contracts, supersedes paragraphs 38 through 40 and 60(f) of FASB Statement No. 60
and amends paragraph 44 of FASB Statement No 5. The provisions of paragraphs 39 and 40 are
incorporated in paragraph 18 of FASB Statement No. 113. FASB Statement No. 113 applies to
financial statements for fiscal years beginning after December 15, 1992. [Footnote added to reflect
the conforming changes necessary due to the issuance of recent authoritative literature.]
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Scope
.13 The following sections describe certain significant aspects of internal
control structure regarding ceded reinsurance and assumed reinsurance and
describe the related auditing procedures. SAS No. 55, Consideration of the
Internal Control Structure in a Financial Statement Audit, states “establishing
and maintaining an internal controling structure is an important management
responsibility.” The concept of reasonable assurance is inherent in manage
ment’s determination of the nature and extent of internal control structure,
and the elements of audit risk and materiality underlie the application of
generally accepted auditing standards by the independent auditor. [Revised to
reflect the conforming changes necessary due to the issuance of recent authori
tative literature.]

Ceded Reinsurance
Internal Control Structure of the Ceding Company
.14 The ceding company should have those internal control structure
policies and procedures that it considers necessary to (a) evaluate the financial
responsibility and stability of the assuming company (whether the assuming
company is domiciled in the United States or in a foreign country) and (6)
provide reasonable assurance of the accuracy and reliability of information
reported to the assuming company and amounts due to or from the assuming
company. The ceding company’s control procedures to evaluate the financial
responsibility and stability of the assuming company may vary, depending on
the type of contracts (such as yearly renewable term and coinsurance) and
other factors, and may include2

a.

b.

Obtaining and analyzing recent financial information of the assum
ing company, such as—

•

Financial statements and, if the statements are audited, the
independent auditor’s report.

•

Financial reports filed with the Securities and Exchange Com
mission (United States), Department of Trade (United King
dom), or similar authorities in other countries.

•

Financial statements, including the actuary’s opinion, filed with
insurance regulatory authorities, with particular consideration
of the quality and liquidity of the company’s invested assets.

Obtaining and reviewing available sources of information relating to
the assuming company, such as—

•

Insurance industry reporting and rating services.

•

Insurance department examination reports.

•

Letters relating to the design and operation of internal control
structure policies and procedures filed with regulatory authorities.

•

Insurance Regulatory Information System results filed with
regulatory authorities.

2 The absence of one or more specific control procedures does not necessarily indicate a weakness
in the internal control structure. [Revised to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]
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c.

Inquiring about the assuming company’s retrocessional practices
and experience.

d.

Inquiring about the general business reputation of the assuming
company and the background of its owners and management.

e.

Ascertaining whether the assuming company is authorized to trans
act reinsurance within the ceding company’s state of domicile or
whether letters of credit or other means of security are provided if
the assuming company is not so authorized.

f.

Considering the need for and evaluating the adequacy of collateral
from the assuming company on certain reinsurance contracts.

[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]

.15 The ceding company’s control procedures relating to the accuracy and
reliability of information reported to the assuming company and amounts due
to or from the assuming company are generally similar in nature to other
control procedures for the recording of insurance transactions. Those control
procedures are not addressed in this statement.

Auditing Procedures
.16 The independent auditor’s consideration of the ceding company’s
internal control structure ordinarily should include a review of the ceding
company’s procedures for determining the assuming company’s ability to honor
its commitments under the reinsurance contract. If the auditor intends to rely
on the prescribed procedures, he should perform tests of the ceding company’s
procedures to obtain reasonable assurance that they are in use and operating
as planned. [Revised to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]

.17 The absence of adequate procedures by the ceding company to deter
mine the assuming company’s ability to honor its contractual commitments, or
the lack of reasonable assurance that such procedures are in use and operating
as planned, may constitute a material weakness in the ceding company’s
internal control structure.3 If the auditor assesses control risk at the maximum
level, whether because of a material weakness or other reasons, he should
extend his procedures to evaluate the collectibility of amounts recorded in the
financial statements as receivables or reductions of liabilities that are recover
able from the assuming company. The auditor’s extended procedures may
include certain of the procedures specified in paragraph .14, but they are not
necessarily limited to those procedures. The auditor’s inability to perform the
procedures he considers necessary, whether as a result of restrictions imposed
by the client or by circumstances such as the timing of work, the inability to
obtain sufficient competent evidential matter, or an inadequacy in the account
3 SAS No. 60, Communication ofInternal Control Structure Related Matters Noted in an Audit,
states, “A material weakness in the internal control structure is a reportable condition in which the
design or operation of one or more of the internal control structure elements does not reduce to a
relatively low level the risk that errors or irregularities in amounts that would be material in relation
to the financial statements being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions.” SAS No. 60 requires the
auditor to communicate to the audit committee or to individuals with a level of authority and
responsibility equivalent to an audit committee in organizations that do not have one, reportable
conditions, including material weaknesses in the internal control structure that come to his or her
attention during an audit. [Revised to reflect the conforming changes necessary due to the issuance
of recent authoritative literature.]
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ing records, constitutes a scope limitation that may require the auditor to
qualify his opinion or disclaim an opinion (see SAS No. 58, Reports on Audited
Financial Statements, paragraphs 38 through 66, and 70 through 72). In such
circumstances, the reasons for the auditor’s qualification of opinion or dis
claimer of opinion should be described in his report. [Revised to reflect the
conforming changes necessary due to the issuance of recent authoritative
literature.]

.18 Reinsurance of life insurance permits the elimination of the reinsured
portion of the related liability for future policy benefits from the ceding
company’s financial statements. Under certain circumstances, reinsurance
may also result in increasing current earnings or investable funds to the extent
that the proceeds received from the assuming company exceed expenses in
curred in connection with the sale and servicing of the reinsured policies. The
auditor of the ceding company ordinarily should confirm insurance policies in
force with policyholders when ceded reinsurance activities can materially
increase current earnings or investable funds. (See the statement of position
entitled Confirmation of Insurance Policies in Force, issued by the AICPA
Auditing Standards Division, August 1978.)
.19 To obtain reasonable assurance that reinsurance contracts are appro
priately accounted for, the independent auditor of the ceding company ordinar
ily should perform procedures for selected contracts, selected transactions, and
related balances, which include the following:
a.

Read the reinsurance contract and related correspondence to—

•

Obtain an understanding of the business objective of the rein
surance contract.

•

Determine whether the contract should be accounted for accord
ing to the provisions of FASB Statement No. 60,* paragraph 40
(see paragraph .12 above).

b.

Trace entries arising from selected reinsurance contracts to the
appropriate records.

c.

Trace the selected transactions to supporting documents and test
related receivables and payables.

d.

Obtain written confirmation of selected balances. In certain circum
stances, confirmation of contract terms may be appropriate.

Assumed Reinsurance
Internal Control Structure of the Assuming Company
.2 0 A significant element of the assuming company’s internal control
structure related to assumed reinsurance is appropriate control procedures
that the company considers necessary for assessing the accuracy and reliability
of data received from the ceding company (whether the ceding company is
domiciled in the United States or in a foreign country). The appropriate control
FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and
Long-Duration Contracts, supersedes paragraphs 38 through 40 and 60(f) of FASB Statement No. 60
and amends paragraph 44 of FASB Statement No. 5. The provisions of paragraphs 39 and 40 are
incorporated in paragraph 18 of FASB Statement No. 113. FASB Statement No. 113 applies to
financial statements for fiscal years beginning after December 15, 1992. [Footnote added to reflect
the conforming changes necessary due to the issuance of recent authoritative literature.]
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procedures may vary depending on the type of contracts (such as yearly
renewable term and coinsurance) and other factors. Principal control proce
dures of the assuming company may include4—
a.

Maintaining information relating to the business reasons for enter
ing the reinsurance contract and anticipated results of the contract,
such as—

•

Actuarial studies of the business assumed.

•

Anticipated profitability.

•

Anticipated termination rates.

•

Prior business experience with the ceding company.

•

The assuming company’s experience on similar business.

•

Information regarding pricing and ceding commissions.

•

An indication of the frequency and content of reports from the
ceding company.

b.

Monitoring the actual results reported by the ceding company and
investigating the reasons for and the effects of significant deviations
from anticipated results.

c.

Visiting the ceding company and reviewing and evaluating its
sales, underwriting, benefits processing, and actuarial policies and
procedures.

d.

Obtaining from the ceding company a special-purpose report by their
independent accountant regarding the ceding company’s internal
accounting controls relating to ceded reinsurance (see SAS No.
30, Reporting on Internal Accounting Control, paragraphs 60 and
61). If the ceding company’s independent auditor confirmed life
insurance policies in force (see paragraph .18), the assuming com
pany might also consider obtaining a special report from the ceding
company’s independent auditor regarding the results of those confir
mation procedures.

[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]

1 Additional control procedures of the assuming company may include—

.2
a.

Obtaining and analyzing recent financial information of the ceding
company, such as—

•

Financial statements and, if audited, the independent auditor’s
report.

•

Financial reports filed with the Securities and Exchange Com
mission (United States), Department of Trade (United King
dom), or similar authorities in other countries.
,

4 See footnote 2.
* On April 20, 1992, the AICPA’s Auditing Standards Board issued an exposure draft of a
proposed Statement on Standards for Attestation Engagements, Reporting on an Entity's Internal
Control Structure Over Financial Reporting. The Statement would supersede SAS No. 30. A final
Statement is expected to be issued in 1993. [Footnote added to reflect the conforming changes
necessary due to the issuance of recent authoritative literature.]
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•
b.

c.

Financial statements, including the actuary’s opinion, filed with
regulatory authorities.

Obtaining and reviewing available sources of information on the
ceding company, such as—

•

Insurance industry reporting and rating services.

•

Insurance department examination reports.

•

Letters relating to the adequacy of internal control structure
filed with regulatory authorities.

•

Insurance Regulatory Information System results filed with
regulatory authorities.

Inquiring about the general business reputation of the ceding com
pany and the background of its owners and management.

[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]

Auditing Procedures
.2 2 The independent auditor’s consideration of the assuming company’s
internal control structure ordinarily should include a review of the assuming
company’s procedures for assessing the accuracy and reliability of data re
ceived from the ceding company. If the auditor intends to rely on the prescribed
procedures, he should perform tests of the company’s procedures to obtain
reasonable assurance that they are in use and operating as planned. [Revised
to reflect the conforming changes necessary due to the issuance of recent
authoritative literature.]
.2 3 The absence of adequate procedures by the assuming company to
obtain assurance regarding the accuracy and reliability of data received from
the ceding company, or the lack of reasonable assurance that such procedures
are in use and operating as planned, may constitute a material weakness in
the assuming company’s internal control structure.5 If the auditor assesses
control risk at the maximum level, whether because of a material weakness or
other reasons, he should extend his procedures to obtain assurance regarding
the accuracy and reliability of the data received from the ceding company. The
auditor’s extended procedures should ordinarily include, but would not neces
sarily be limited to, one or more of the following:
a.

Performing procedures such as certain of the procedures specified in
paragraph .20

b.

Visiting the ceding company’s independent auditor and reviewing his
working papers (see SAS No. 1, section 543.12, Part of Audit Per
formed by Other Independent Auditors)

c.

Performing auditing procedures at the ceding company or requesting
the independent auditor of the ceding company to perform agreedupon procedures

d.

Obtaining the report of the ceding company’s independent auditor on
policies and procedures (related to ceded reinsurance) placed in
operation and tests of operating effectiveness (see SAS No. 70, Service
Organizations)

5 See footnote 3.
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The auditor’s inability to perform the procedures he considers necessary,
whether as a result of restrictions imposed by the client or by circumstances
such as the timing of the work, the inability to obtain sufficient competent
evidential matter, or an inadequacy in the accounting records, constitutes a
scope limitation that may require the auditor to qualify his opinion or disclaim
an opinion (see SAS No. 58, paragraphs 40 through 48 and 70 through 72). In
such circumstances, the reasons for the auditor’s qualification of opinion or
disclaimer of opinion should be described in his report. [Revised to reflect the
conforming changes necessary due to the issuance of recent authoritative
literature.]

4
.2
To obtain reasonable assurance that reinsurance contracts are appro
priately accounted for, the independent auditor of the assuming company
ordinarily should perform procedures for selected contracts, selected transac
tions, and related balances, which include the following:
a.

Read the reinsurance contract and related correspondence to—
•

Obtain an understanding of the business objective of the rein
surance contract.

•

Determine whether the contract should be accounted for accord
ing to the provisions of FASB Statement No. 60,* paragraph 40
(see paragraph .12 above).

b.

Trace entries arising from selected reinsurance contracts to the
appropriate records.

c.

Trace selected transactions to supporting documents and test the
related receivables and payables.

d.

Obtain written confirmation of selected balances. In certain circum
stances, confirmation of contract terms may be appropriate.

Effective Date
.2 5 This statement of position provides for practices that may differ in
certain respects from present practices. Accordingly, this statement of position
will be effective for audits performed in accordance with generally accepted
auditing standards for periods ending on or after December 31, 1985. Earlier
application is encouraged. [Revised to reflect the conforming changes neces
sary due to the issuance of recent authoritative literature.]

FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and
Long-Duration Contracts, supersedes paragraphs 38 through 40 and 60(f) of FASB Statement No. 60
and amends paragraph 44 of FASB Statement No. 5. The provisions of paragraphs 39 and 40 are
incorporated in paragraph 18 of FASB Statement No. 113. FASB Statement No. 113 applies to
financial statements for fiscal years beginning after December 15, 1992. [Footnote added to reflect
the conforming changes necessary due to the issuance of recent authoritative literature.)
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Section 11,100

Statement of Position 89-2
Reports on Audited Financial Statements of
Investment Companies
January 1989

NOTE
This statement of position presents the recommendations of the AICPA
Investment Companies Committee regarding the application of generally
accepted auditing standards to reports on audited financial statements of
investment companies. It represents the considered opinion of the committee on
the best auditing practice in the industry and has been reviewed by members of
the AICPA Auditing Standards Board for consistency with existing auditing
standards. AICPA members may have to justify departures from the
recommendations in this statement if their work is challenged.

Introduction
.01 In 1987, the Audit and Accounting Guide, Audits of Investment Com
panies, was issued. Chapter 9 of that guide illustrates reports on audited
financial statements. In April 1988, the AICPA’s Auditing Standards Board
issued Statement on Auditing Standards (SAS) No. 58, Reports on Audited
Financial Statements, which changes the auditor’s standard report on financial
statements. This statement of position amends Audits of Investment Compa
nies in response to the changes required by SAS No. 58; it replaces paragraphs
9.03 through 9.09 of the guide with new paragraphs 9.03 through 9.09*
9.03. The following form of auditor’s report may be used to express an unquali
fied opinion on the financial statements:

Independent Auditor’s Report
To the Shareholders and
Board of Directors
XYZ Investment Companies
We have audited the accompanying statement of assets and liabilities of XYZ
Investment Company, including the schedule of portfolio investments, as of
December 31, 19X4, and the related statements of operations and cash
flows1 for the year then ended, the statement of changes in net assets for each
of the two years in the period then ended, and the selected per share data and
ratios for each of the five years in the period then ended. These financial
statements and per share data and ratios are the responsibility of the Com
pany’s management. Our responsibility is to express an opinion on these
financial statements and per share data and ratios based on our audits.
* Paragraph 9.08 of the Guide was deleted and subsequent paragraphs were renumbered in
October 1996 to reflect the new guidance set forth in SAS No. 79, Amendment to Statement on
Auditing Standards No. 58, Reports on Audited Financial Statements. [Footnote added, June 1997.]
1 FASB Statement No. 102, Statement of Cash Flows—Exemption of Certain Enterprises and
Classification ofCash Flows From Certain Securities Held for Resale, amends FASB Statement No.
95, Statement of Cash Flows, to exempt highly liquid companies that meet specified conditions from
the requirement to provide a statement of cash flows. [Revised to reflect the conforming changes
necessary due to the issuance of recent authoritative literature.]
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We conducted our audits in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements and per
share data and ratios are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. Our procedures included confirmation of securities
owned as of December 31, 19X4, by correspondence with the custodian and
brokers. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reason
able basis for our opinion.

In our opinion, the financial statements and selected per share data and ratios
referred to above present fairly, in all material respects, the financial position
of XYZ Investment Company as of December 31, 19X4, the results of its
operations and its cash flows2 for the year then ended, the changes in its net
assets for each of the two years in the period then ended, and the selected per
share data and ratios for each of the five years in the period then ended, in
conformity with generally accepted accounting principles.
Independent Auditor
Anytown, USA
January 21,19X5
9.04 The reference to “and brokers” in the fourth sentence of the scope
paragraph is not normally required if the investment company’s financial
statements do not show an amount payable for securities purchased. Also, if
securities were “verified by examination,” the report should be modified to state
that.

9.05 The accountant’s report for a fund referred to as a “series fund” needs to
be modified because of the uniqueness of the financial statements that have
evolved to present its financial position, results of operations, and cash flows.
The financial position, results of operations, and cash flows of the portfolios or
other entities constituting the series are frequently presented in separate
columns. The financial statements of the series may also be presented as if the
series were a separate entity. In both cases, the scope of the audit should be
sufficient to enable the auditor to report on the individual financial statements
of the various entities constituting the series fund.

9.06 The following illustration is for a multicolumnar presentation of the
portfolios constituting the series:

Independent Auditor’s Report

To the Shareholders and
Board of Directors
XYZ Series Investment Company:
We have audited the accompanying statement of assets and liabilities, includ
ing the schedules of investments, ofXYZ Series Investment Company (compris
ing, respectively, the Foreign, Domestic Common Stock, Long-Term Bond, and
Convertible Preferred Portfolios) as of December 31, 19X4, and the related
statements of operations and cash flows3 for the year then ended, the state
ments of changes in net assets for each of the two years in the period then ended,
2 See footnote 1.
3 See footnote 1.
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and the selected per share data and ratios for each of the five years in the period
then ended. These financial statements and per share data and ratios are the
responsibility of the Company’s management. Our responsibility is to express
an opinion on these financial statements and per share data and ratios based
on our audits.
[Same second paragraph as in the report illustrated in paragraph 9.03.]
In our opinion, the financial statements and selected per share data and ratios
referred to above present fairly, in all material respects, the financial position
of each of the respective portfolios constituting the XYZ Series Investment
Company as of December 31, 19X4, the results of their operations and their
cash flows4 for the year then ended, the changes in their net assets for each of
the two years in the period then ended, and the selected per share data and
ratios for each of the five years in the period then ended, in conformity with
generally accepted accounting principles.
Independent Auditor

Anytown, USA
January 21,19X5
9.07 The following illustration is for a presentation of one of the portfolios or
entities constituting the series:
Independent Auditor’s Report

To the Shareholders and
Board of Directors
XYZ Series Investment Company:
We have audited the accompanying statement of assets and liabilities, includ
ing the schedule of portfolio investments, of the Convertible Preferred Portfolio
(one of the portfolios constituting the XYZ Series Investment Company) as of
December 31,19X4, and the related statements of operations and cash flows5 for
the year then ended, the statements of changes in net assets for each of the two
years in the period then ended, and the selected per share data and ratios for
each of the five years in the period then ended. These financial statements and
per share data and ratios are the responsibility of the Company’s management.
Our responsibility is to express an opinion on these financial statements and
per share data and ratios based on our audits.
[Same second paragraph as in the report illustrated in paragraph 9.03.]
In our opinion, the financial statements and selected per share data and ratios
referred to above present fairly, in all material respects, the financial position
of the Convertible Preferred Portfolio of the XYZ Series Investment Company
as of December 31, 19X4, and the results of its operations and cash flows6 for
the year then ended, the changes in its net assets for each of the two years in
the period then ended, and the selected per share data and ratios for each of
the five years in the period then ended, in conformity with generally accepted
accounting principles.
Independent Auditor

Anytown, USA
January 21,19X5
4 See footnote 1.
5 See footnote 1.
6 See footnote 1.
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The auditor’s reports illustrated in this paragraph and in paragraph 9.06 are
not intended to be all-encompassing or necessarily illustrative of all situations
that may be encountered in practice.
9.08* The auditor’s report should include an explanatory paragraph when the
financial statements contain securities whose values were estimated by the
Board of Directors in the absence of readily ascertainable market values, and
the range of possible values of those securities is significant. That report, as
illustrated below, should be used only if the auditor concludes that, after
examining the underlying documentation supporting the board’s good-faith
estimate of value, the valuation principles are acceptable, are being consis
tently applied, are reasonably supported by the documentation, and the range
of possible values is significant. If the range of possible values is not significant,
a report such as that illustrated in paragraph 9.03 may be issued.

Independent Auditor’s Report

To the Shareholders and
Board of Directors
XYZ Investment Company:

[Same first, second, and third paragraphs as in the report illustrated in
paragraph 9.03.]
As explained in Note 2, the financial statements include securities valued at
$__________ (__________ % of net assets), whose values have been estimated by
the Board of Directors in the absence of readily ascertainable market values.
We have reviewed the procedures used by the Board of Directors in arriving at
its estimate of value of such securities and have inspected underlying documen
tation, and, in the circumstances, we believe the procedures are reasonable and
the documentation appropriate. However, because of the inherent uncertainty
of valuation, those estimated values may differ significantly from the values
that would have been used had a ready market for the securities existed, and
the differences could be material.
Independent Auditor

Anytown, USA
January 21,19X5

9.09 If the auditor concludes that the valuation procedures are inadequate or
unreasonable, or that the underlying documentation does not support the
valuation, the auditor should express a qualified opinion as follows:

Independent Auditor’s Report

To the Shareholders and
Board of Directors
XYZ Investment Company:
[Same first and second paragraphs as in the report illustrated in paragraph
9.03.}
As explained in Note 2, the financial statements include securities valued at
$'
(% of net assets), whose values have been estimated by
the Board of Directors in the absence of readily ascertainable market values.
We have reviewed the procedures used by the Board of Directors in arriving at
its estimate of value of such securities and have inspected underlying documen
tation. In our opinion, those procedures are not reasonable, and the documenParagraph 9.08 of the Guide was deleted and subsequent paragraphs were renumbered in
October 1996 to reflect the new guidance set forth in SAS No. 79, Amendment to Statement on
Auditing Standards No. 58, Reports on Audited Financial Statements. [Footnote added, June 1997.]
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tation is not appropriate to determine the value of the securities in conformity
with generally accepted accounting principles. The effect on the financial
statements of not applying adequate valuation procedures is not readily deter
minable.
In our opinion, except for the effects on the financial statements and selected
per share data and ratios of the valuation of investment securities determined
by the Board ofDirectors, as described in the preceding paragraph, the financial
statements and selected per share data and ratios referred to above present
fairly, in all material respects, the financial position of XYZ Investment
Company as of December 31, 19X4, the results of its operations and its cash
flows7 for the year then ended, the changes in its net assets for each of the two
years in the period then ended, and the selected per share data and ratios for
each of the five years in the period then ended, in conformity with generally
accepted accounting principles.
Independent Auditor

Anytown, USA
January 21,19X5

Effective Date
.02 This statement is effective at the time of its issuance.

7 See footnote 1.
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Section 11,110
Statement of Position 89-3
Questions Concerning Accountants' Services
on Prospective Financial Statements
April 1989
NOTE
This statement of position presents the recommendations of the Forecasts and
Projections Audit Issues Task Force regarding accountants’ services on
prospective financial statements. It represents the considered opinion of the task
force on the best practice for such engagements and has been reviewed by
members of the AICPA Auditing Standards Board for consistency with existing
standards. AICPA members may have to justify departures from the recommen
dations in this statement if their work is challenged.

Reporting on Financial Forecasts That Include a
Projected Sale of an Entity's Real Estate Investment
Question:
.01 The AICPA Guide for Prospective Financial Information (“the Guide”)
states that “short-term financial forecasts may not be meaningful in (a) indus
tries with a lengthy operating cycle or (b) situations where long-term results
are necessary to evaluate the investment consequences involved. It may not be
practical in all situations to present financial forecasts for enough future
periods to demonstrate the long-term results. In those circumstances, the
presentation should include a description of the potential effects of such
results. For example, if a real estate entity’s forecast does not extend to the
period in which the entity’s investment is expected to be liquidated, the
disclosures would include a discussion of the effects of a liquidation at the
end of the forecast period. Exhibit 9.08 of the Guide illustrates such a disclo
sure.”1 The information in exhibit 9.08 is presented in a note to a financial
forecast. How should the practitioner report on a financial forecast that in
cludes a hypothetical sale of an entity’s real estate investment at the end of the
forecast period?

Answer:
.02 The hypothetical sale of an entity’s real estate, presented to demon
strate the potential effects of long-term results, may appear in the notes to the
financial forecast or in a separate statement presented as part of the financial
forecast. Such presentations should be appropriately labeled and accompanied
by applicable disclosures, including significant assumptions and an indication
of the purpose of the presentation.
1 See paragraph 8.34 of the Guide.

AICPA Technical Practice Aids

§11,110.02

30,422

Statements of Position

.03 When the effects of a hypothetical sale of an entity’s real estate are
included in a note to the financial forecast, the disclosure is part of the financial
forecast and it is covered by the accountant’s standard report. If the hypotheti
cal sale is presented as a projection in a separate statement, the accountant’s
report should be modified to report specifically on the statement. Examples of
appropriate forms of reports follow:
Examination

We have examined the accompanyingforecasted balance sheet ofXYZ Company
as of December 31, 19X8, and the related forecasted statements of income,
retained earnings, and cash flows for the year then ending (the forecast), and
the accompanying statement of the effect on limited partners of the projected
sale of property at December 31,19X8 (the projection). Our examination was
made in accordance with standards for an examination of prospective financial
statements established by the American Institute of Certified Public Account
ants and, accordingly, included such procedures as we considered necessary to
evaluate both the assumptions used by management and the preparation and
presentation of the statements.
The accompanying projection was prepared by management to provide poten
tial investors with information to analyze the effect of a hypothetical sale of the
properties as of December 31,19X8, and should not be considered a presenta
tion of expected future results.

In our opinion, the accompanying forecast is presented in conformity with
guidelines for presentation of a forecast established by the American Institute
of Certified Public Accountants, and the underlying assumptions provide a
reasonable basis for management’s forecast. Also, in our opinion, the accompa
nying projection is presented in conformity with guidelines for presentation of
a projection established by the American Institute of Certified Public Account
ants, and the underlying assumptions provide a reasonable basis for manage
ment’s projection, assuming the hypothetical sale of properties on the date and
for the sales prices indicated. However, because events and circumstances
frequently do not occur as expected, there will usually be differences between
the forecasted and actual results, and even if the properties are sold on the date
and for the prices indicated, there will usually be differences between the
projected and actual results, and those differences may be material. We have
no responsibility to update this report for events and circumstances occurring
after the date of this report.

Compilation
We have compiled the accompanying forecasted balance sheet ofXYZ Company
as of December 31, 19X8, and the related forecasted statements of income,
retained earnings, and cash flows for the year then ending (the forecast), and
the accompanying statement of the effect on limited partners of the projected
sale of property at December 31, 19X8 (the projection). Our compilation was
made in accordance with standards established by the American Institute of
Certified Public Accountants.
The accompanying projection was prepared by management to provide poten
tial investors with information to analyze the effect of a hypothetical sale of the
properties as of December 31,19X8, and should not be considered a presenta
tion of expected future results.

A compilation is limited to presenting, in the form of a forecast or projection,
information that is the representation of management, and does not include
evaluation of the support for the assumptions underlying the forecast or
projection. We have not examined the forecast or projection and, accordingly,
do not express an opinion or any other form of assurance on the accompanying
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statements or assumptions. Furthermore, because events and circumstances
frequently do not occur as expected, there will usually be differences between
the forecasted and actual results, and even if the properties are sold on the date
and for the prices indicated, there will usually be differences between the
projected and actual results, and those differences may be material. We have
no responsibility to update this report for events and circumstances occurring
after the date of this report.

.04 In rare cases, management may forecast the sale of its investment in
real estate during the forecast period. In such circumstances, the sale would
not be hypothetical and should be included in the financial forecast with other
operating results and significant changes in financial position. Furthermore,
the sale would be covered by the accountant’s standard report.2

Sales Prices Assumed When a Financial Forecast
Includes a Projected Sale of an Entity's Real
Estate Investment
Question:
.05 Paragraph 8.34 of the Guide indicates that short-term forecasts may
not be meaningful in certain situations and that it may not be practical in those
situations to present financial forecasts for enough future periods to demon
strate the long-term results of investment decisions. In those circumstances,
the presentation should include a description of the potential effect of such
results. For example, the Guide indicates that if a real estate entity’s forecast
does not extend to the period in which the entity’s investment is expected to be
liquidated, the forecast would include a discussion of the effects of a liquidation
at the end of the forecast period, as shown in exhibit 9.08 of the Guide.3
.06 When disclosing the effects of a hypothetical liquidation (sale) of the
entity’s real estate investment at the end of the forecast period, what are
appropriate assumptions for the sales price?

Answer:
.07 The Guide states (paragraph 7.01P) that although the responsible
party need not have a reasonably objective basis for the hypothetical assump
tions used in a projection, those assumptions should be consistent with the
purpose of the projection. The purpose of disclosing the effects of a hypothetical
sale of an entity’s real estate investment at the end of the forecast period is to
provide users with meaningful information about the long-term results of their
investment decisions.
2 In such rare circumstances, the accountant should treat the sale the same as any other
significant assumption. For example, when examining the forecast, the accountant should consider
whether the assumptions related to the sale are appropriate and suitably supported (for example,
with respect to the timing of the sale and sales price). The accountant should also consider whether
the assumptions should be identified by the responsible party as being particularly sensitive.
Paragraph 8.25 of the Guide discusses the identification and disclosure of particularly sensitive
assumptions.
3 This disclosure can be presented as a footnote to a financial forecast or as a separate schedule
(see “Reporting on Financial Forecasts That Include a Projected Sale of an Entity’s Real Estate
Investment” [paragraphs .01-.04]).
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.08 Typically, the sales price is based on a specified capitalization rate of
forecasted cash flows. To be consistent with the purpose of disclosing the
hypothetical sale of the entity’s real estate investment, the capitalization rate
assumed should be consistent with the assumptions used in the forecast as well
as with the entity’s and the industry’s experience. If the capitalization rate
assumed is not consistent with the entity’s or the industry’s experience, the
responsible party should consider whether the resulting projected sales price
is appropriate, since it may result in a presentation that is inconsistent with
the objective of providing users with meaningful information about the long
term results of their investment decisions.4

.09 Other sales prices may also be consistent with the purpose of the
projection. For example, when significant nonrecourse debt is involved, the
sales price assumed is often the existing mortgage balance or the existing
mortgage balance plus original capital contributions.6 Such assumed sales
prices provide meaningful information that helps investors analyze their in
vestment risk.

Reporting on Information Accompanying a Financial
Forecast in an Accountant-Submitted Document
Question:
.10 An entity may request that additional details or explanations of items
in a financial forecast (for example, details of sales or forecasted product line
information) be included in an accountant-submitted document that contains
a financial forecast and the accountant’s report thereon. An entity may also
request that certain nonaccounting information or other information not di
rectly related to the basic forecast be included in such a document. The
accompanying information is presented outside the financial forecast and is
not considered necessary for the presentation of the forecast to be in conformity
with guidelines for presentation of a financial forecast established by the
American Institute of Certified Public Accountants. How should the account
ant report on accompanying information presented outside the financial fore
cast in an accountant-submitted document when he or she has not been
engaged to examine the information separately?

Answer:
.11 An accountant’s report on information accompanying a financial fore
cast in an accountant-submitted document has the same objective as an
accountant’s report on the financial forecast: to describe clearly the character
of the accountant’s work and the degree of responsibility taken. When an
accountant has examined a financial forecast included in an accountant-sub
mitted document, the accountant’s report on the accompanying information
would ordinarily include the following:
•

A statement that the examination has been made for the purpose of
forming an opinion on whether (1) the financial forecast is presented

4 Paragraph 8.22 states that “the basis or rationale for the assumptions should preferably be
disclosed to assist the user of the financial forecast (projection) to understand the forecast (projection)
and make an informed judgment about it.”
5 Paragraph 8.23P of the Guide states that “The responsible party should identify which assump
tions in the projection are hypothetical.”
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in conformity with AICPAguidelines for the presentation of a forecast
and (2) the underlying assumptions provide a reasonable basis for the
forecast.
•

Identification of the accompanying information.

•

A statement that the accompanying information is presented for
purposes of additional analysis and is not a required part of the
financial forecast.

•

An opinion on whether the accompanying information is fairly stated
in all material respects in relation to the financial forecast taken as a
whole or a disclaimer of opinion, depending on whether the informa
tion has been subjected to procedures applied in the examination of
the financial forecast. The accountant may express an opinion on a
portion of the accompanying information and disclaim an opinion on
the remainder.6

• A caveat that the prospective results may not be achieved.
.12 Following are examples of reports that may be issued.7
Accompanying information has been subjected to procedures applied in the
examination

Our examination of the financial forecast presented in the preceding section of
this document was made for the purpose of forming an opinion on whether the
financial forecast is presented in conformity with AICPA guidelines for the
presentation of a forecast and whether the underlying assumptions provide a
reasonable basis for the forecast. The [identify accompanying information] is
presented for purposes of additional analysis and is not a required part of the
financial forecast. Such information has been subjected to procedures applied
in the examination of the financial forecast and, in our opinion, is fairly stated
in all material respects in relation to the financial forecast taken as a whole.
However, there will usually be differences between the forecasted and actual
results, because events and circumstances frequently do not occur as expected,
and those differences may be material. We have no responsibility to update this
report for events and circumstances occurring after the date of this report.
Accompanying information has not been subjected to procedures applied in the
examination
Our examination of the financial forecast presented in the preceding section of
this document was made for the purpose of forming an opinion on whether the
financial forecast is presented in conformity with AICPA guidelines for the
presentation of a forecast and whether the underlying assumptions provide a
reasonable basis for the forecast. The [identify accompanying information] is
presented for purposes of additional analysis and is not a required part of the
financial forecast. Such information has not been subjected to procedures
applied in the examination of the financial forecast and, accordingly, we express
no opinion or any other form of assurance on it. Furthermore, there will usually
be differences between the forecasted and actual results, because events and
circumstances frequently do not occur as expected, and those differences may
6 If the accountant concludes, on the basis of known facts, that any accompanying information is
materially misstated in relation to the financial forecast taken as a whole, he or she should discuss
the matter with the responsible party and propose appropriate revision of the accompanying informa
tion or related disclosures. If the responsible party will not agree to revision of the accompanying
information, the accountant should either modify the report on the accompanying information and
describe his or her reservations regarding the information or refuse to include the information in the
document.
7 The report may be added to the report on the financial forecast or may be presented with the
information accompanying the financial forecast.
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be material. We have no responsibility to update this report for events and
circumstances occurring after the date of this report.

.13 If accompanying information is included in an accountant-submitted
document that includes a financial forecast and the accountant’s compilation
report thereon, the accountant’s compilation report should also cover the other
data. For example, the following paragraph may be added to the accountant’s
standard compilation report on a financial forecast if the accountant compiled
the accompanying information.
We also compiled [identify accompanying information] and, accordingly, do not
express an opinion or any other form of assurance on such information.

Financial Projections Included in
General-Use Documents
Question:
.14 The Guide indicates that, if a client expects to include a financial
projection (as defined in paragraph 3.05 of the Guide) in a general-use docu
ment, an accountant should not submit the projection to the client or provide
the client with any type of report thereon unless the projection is used to
supplement a financial forecast for a period covered by the forecast.8 What is
an accountant’s responsibility for a projection (not used to supplement a
financial forecast for the period covered by the forecast) included in a clientprepared general-use document when historical financial statements and the
accountant’s report thereon are included in the same document?

Answer:
.15 If an accountant consents to the use of his or her report on historical
financial statements in a client-prepared general-use document that contains
a financial projection for a period not covered by the forecast, such projection
should be accompanied by an indication by the responsible party or the
accountant that the accountant provides no assurance on the financial projec
tion.9, 10 If the accountant has audited the historical financial statements, he
or she should refer to SAS No. 8, Other Information in Documents Containing
Audited Financial Statements. Although the accountant should consider in
forming the responsible party that the presentation of a financial projection for
a period not covered by the forecast in a general-use document is not in
conformity with the Guide, the use of such a projection in a general-use
document is not presumed to be a material misstatement of fact.

Question:
.16 What is the accountant’s responsibility for a financial projection (not
used to supplement a financial forecast for the period covered by the forecast)
included in a client-prepared general-use document when a financial forecast
and the accountant’s report thereon are included in the same document?
8 Paragraph 10.12P of the Guide states that “an accountant... should not submit or report on or
consent to the use of his name in conjunction with a financial projection that he believes will be
distributed to those who are unable to negotiate directly with the responsible party..."
Also, see
paragraph 4.05 of the Guide.
9 See paragraph 10.20 of the Guide.
10 In documents filed with the Securities and Exchange Commission (SEC), the responsible party
should make this statement. In addition, the presentation of the financial projection should be
labeled “supplemental and unaudited.”
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Answer:
.17 If an accountant consents to the use of his or her report on a financial
forecast in a client-prepared general-use document that contains a financial
projection for a period not covered by the forecast, such projection should be
accompanied by an indication by the responsible party or the accountant that
the accountant provides no assurance on the financial projection.11 In addition,
the accountant should refer to the guidance in paragraphs 10.24-10.30 of the
Guide and consider informing the responsible party that the presentation of a
projection for a period not covered by the forecast in a general-use document is
not in conformity with the Guide.

Support for Tax Assumptions
Question:
.18 Sometimes, one of the most sensitive assumptions underlying a finan
cial forecast relates to the income tax treatment of prospective transactions. To
obtain a reasonably objective basis for such tax assumptions, the responsible
party may obtain a “tax opinion” from another practitioner, such as the entity’s
tax counsel or another accountant. What responsibility does an accountant exam
ining a financial forecast have in considering whether the tax opinion pro
vides suitable support for tax assumptions underlying the financial forecast?

Answer:
.19 Technical training and experience, as well as knowledge of the client
and its industry, enable the accountant to be knowledgeable about income tax
matters and competent in assessing their presentation in prospective financial
statements. Therefore, when carrying out procedures to determine whether
another practitioner’s tax opinion provides suitable support for tax assump
tions, the accountant is viewed as being one who is knowledgeable in income
tax matters related to the entity’s forecast.12
.20 In determining whether another practitioner’s tax opinion provides
suitable support for tax assumptions13 underlying a financial forecast, the
accountant should14—
a.

b.

Obtain a copy of the tax opinion expected to be issued.

Apply the following procedures from SAS No. 73, Using the Work of
a Specialist:

•

Evaluate the professional qualifications of the other practitioner
including consideration of his or her (a) professional certifica
tion, license, or other recognition of professional competence, (6)

11 See footnote 10.
12 The tax opinion provided by the other practitioner may address matters of a legal nature not
directly related to amounts included in the forecast—for example, matters related to the legal form of
the entity. Accountants are not expected to have the technical training and experience necessary to
form an opinion on legal matters.
13 Paragraph 15.21 of the Guide states that “the accountant should evaluate whether assump
tions have been developed for all key factors upon which the entity’s financial results appear to
depend.” When evaluating a tax opinion, the accountant should take into account whether all
material tax issues have been considered.
14 See paragraph 15.32 of the Guide. Also, if an accountant is relying on the opinion of another
practitioner in connection with a tax shelter offering, reference should be made to Internal Revenue
Service regulations regarding tax shelter opinions (see appendix D to the Guide).
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reputation and standing in the view of peers or others, and (c)
experience in the type of work under consideration.
•

Obtain an understanding of the nature of the work to be per
formed by the other practitioner including the (a) objectives and
scope of the practitioner’s work, (b) the relationship of the other
practitioner to the responsible party, (c) methods or assumptions
used by the other practitioner, (d) the appropriateness of using
the other practitioner’s work for the intended purpose, and (e)
the form and content of the other practitioner’s findings that will
enable the practitioner to make an evaluation described in SAS
No. 73, paragraph 12.

•

Make appropriate tests of data provided to the other practitioner.

•

Evaluate whether the other practitioner’s findings support the
related representations in the prospective financial statements. In
doing this, the accountant should read the tax opinion and consider
whether (a) the facts used in the tax opinion are consistent with the
information obtained during the examination of the forecast, (b) the
assumptions and arguments used in the tax opinion are reason
able,15— and (c) the assumptions, facts, and arguments used in
the tax opinion support the conclusions reached.

Periods Covered by on Accountant's Report on
Prospective Financial Statements
Question:
.21 The Guide includes an example of an accountant’s examination report
on a financial forecast “for the annual periods ending December 31, 19X2
through 19X6.”16 The examination report states that the forecast was exam
ined and concludes that (a) the forecast is presented in conformity with the
presentation guidelines established by the American Institute of Certified
Public Accountants, and (b) the underlying assumptions provide a reasonable
basis for management’s forecast. Does the accountant’s examination report on
a financial forecast apply to the forecast taken as a whole or to each of the
discrete periods presented in the forecast?

Answer:
.22 The accountant’s report on a financial forecast should correspond to
the form of the forecast. Accordingly, if the forecast is presented in a columnar
format in which each column represents a specific period, the accountant’s
report on the forecast applies to each period presented in the forecast. Con
versely, an accountant’s report would pertain to the entire period covered by
the forecast (taken as a whole) if the presentation included a single column
labeled “for the five years ending December 31,19X6.”
.23 When an accountant examines a financial forecast that presents individ
ual discrete periods, he or she should evaluate the support for the underlying
assumptions used in the preparation of the forecast for each period presented.17
15 See footnote 12.
16 See the illustrative report for a financial feasibility study in paragraph 17.27 of the Guide.
17 Paragraph 15.05 of the Guide states: “Materiality is a concept that is judged in light of the
expected range of reasonableness of the information, and therefore users should not expect prospec
tive information ... to be as precise as historical information.”
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Section 11,140

Statement of Position 89-7
Report on the Internal Control Structure in
Audits of Investment Companies
December, 1989
NOTE
This statement of position presents the recommendations of the AICPA
Investment Companies Committee regarding the application of generally
accepted auditing standards to reports on the internal control structure in audits
of investment companies. It represents the considered opinion of the committee
on the best auditing practice in the industry and has been reviewed by members
of the AICPA Auditing Standards Board for consistency with existing auditing
standards. AICPA members may have to justify departures from the recommen
dations in this statement if their work is challenged.

Introduction
[.01-.02] [Paragraphs deleted to reflect the conforming changes necessary
due to the issuance of recent authoritative literature, June 1998.]

Report on Internal Control Required by the SEC
.03 The following is an illustration of the independent auditor’s report on
a management investment company’s internal control structure based on the
results of procedures performed in obtaining an understanding of the internal
control structure and assessing control risk. These procedures should include
the review, study, and evaluation of the accounting system, internal account
ing controls, and procedures for safeguarding securities required by the in
structions to Form N-SAR.
Board of Directors
XYZ Investment Company

In planning and performing our audit of the financial statements of XYZ
Investment Company for the year ended December 31,19X1, we considered its
internal control structure, including procedures for safeguarding securities, in
order to determine our auditing procedures for the purpose of expressing our
opinion on the financial statements and to comply with the requirements of
Form N-SAR, not to provide assurance on the internal control structure.
The management of XYZ Investment Company is responsible for establishing
and maintaining an internal control structure. In fulfilling this responsibility,
Statement on Auditing Standards (SAS) No. 78, Consideration of Internal Control in a
Financial Statement Audit: An Amendment to SAS No. 55, revises the definition and description of
internal control and makes conforming changes to relevant terminology. This SOP will be amended to
conform to SAS No. 78 in a future edition of Technical Practice Aids.
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estimates and judgments by management are required to assess the expected
benefits and related costs of internal control structure policies and procedures.
Two of the objectives of an internal control structure are to provide management
with reasonable, but not absolute, assurance that assets are safeguarded
against loss from unauthorized use or disposition and that transactions are
executed in accordance with management’s authorization and recorded prop
erly to permit preparation of financial statements in conformity with generally
accepted accounting principles.
Because of inherent limitations in any internal control structure, errors or
irregularities may occur and not be detected. Also, projection of any evaluation
of the structure to future periods is subject to the risk that it may become
inadequate because of changes in conditions or that the effectiveness of the
design and operation may deteriorate.

Our consideration of the internal control structure would not necessarily
disclose all matters in the internal control structure that might be material
weaknesses under standards established by the American Institute of Certified
Public Accountants. A material weakness is a condition in which the design or
operation of the specific internal control structure elements does not reduce to
a relatively low level the risk that errors or irregularities in amounts that would
be material in relation to the financial statements being audited may occur and
not be detected within a timely period by employees in the normal course of
performing their assigned functions. However, we noted no matters involving
the internal control structure, including procedures for safeguarding securities,
that we consider to be material weaknesses as defined above as of December

31,19X1.*
This report is intended solely for the information and use of management and
the Securities and Exchange Commission.
Accounting Firm
New York, New York
February 15,19X2

Effective Date
.04 This statement is effective for audits of financial statements for periods
beginning on or after January 1, 1989, with early application permissible.

* If conditions believed to be material weaknesses are disclosed, the report should describe the
weaknesses that have come to the auditor’s attention and may state that these weaknesses do not
affect the report on the financial statements. The last sentence of the fourth paragraph of the report
should be modified as follows:
However, we noted the following matters involving the (control environment, accounting sys
tem, control procedures, or procedures for safeguarding securities) and its (their) operation
that we consider to be material weaknesses as defined above. These conditions were considered
in determining the nature, timing, and extent of the procedures to be performed in our audit of
the financial statements of XYZ Investment Company for the year ended December 31,19X1,
and this report does not affect our report thereon dated February 15,19X2. [A description of the
material weaknesses that have come to the auditor’s attention would follow. Also, Sub-item 77B
of the instructions to Form N-SAR says "(d)isclosure of a material weakness should include an
indication of any corrective action taken or proposed."]
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Section 11,150

Statement of Position 90-1
Accountants'Services on Prospective
Financial Statements for Internal Use Only
and Partial Presentations
January, 1990

NOTE
This statement of position presents the recommendations of the Forecasts and
Projections Task Force regarding accountants’ services on prospective financial
statements for internal use only and partial presentations. It represents the
considered opinion of the task force on the best practice for such engagements
and has been reviewed by members of the AICPA Auditing Standards Board for
consistency with existing standards. AICPA members may have to justify de
partures from the recommendations in this statement if their work is challenged.

Part I
Guidance on the Accountant's Services
and Reports on Prospective Financial
Statements for Internal Use Only*
.01 An accountant may be engaged to provide services on financial fore
casts that are restricted to internal use in a variety of circumstances. For
example, he or she may assemble a financial forecast in connection with an
evaluation of the tax consequences of future actions or in connection with
advice and assistance to a client evaluating whether to buy or lease an asset.
When the forecast is to be restricted to internal use,1 an accountant may
perform a compilation, examination, or application of agreed-upon procedures
in accordance with AICPA standards2 or any of a spectrum of “other services”
on it. The accountant need not report on such other services unless requested
* Note: Because financial forecasts and projections are similar in many respects, separate
guidance for projections is provided only to the extent that it differs from that for forecasts. Italicized
paragraphs in this section show how the guidance presented for forecasts should be modified for
projections. Any plain-text paragraph not followed by an italicized paragraph applies to both
forecasts and projections even though it uses only the term forecast.
1 In deciding whether a potential use is interned use, the accountant should consider the degree
of consistency of interest between the responsible party and the user regarding the forecast. If.their
interests are substantially consistent (for example, both the responsible party and the user are
employees of the entity about which the forecast is made), the use would be deemed internal use. On
the other hand, where the interest of the responsible party and the user are potentially inconsistent
(for example, the responsible party is a nonowner manager and the user is an absentee owner), the
use would not be deemed internal use. In some cases, this determination will require the exercise of
considerable professional judgment.
2 See chapters 12,13, and 14 of the Guide for guidance on compilations, chapters 15, 16, and 17
of the Guide for examinations, and chapters 19,20, and 21 of the Guide for application of agreed-upon
procedures.
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to by the client.3 This section also suggests procedural and reporting guidance
that an accountant might use in providing such other services on a financial
forecast for internal use only.

.02 In satisfying himself or herself that the forecast will be restricted to
internal use, the accountant may rely on either the written or oral repre
sentation of the responsible party, unless information comes to his or her
attention that contradicts the responsible party’s representation. If the ac
countant is not satisfied that the financial forecast will be restricted to internal
use only, he or she should follow the guidance in paragraph 10.02 of the Guide.

Procedures
.03 The accountant’s procedures should be consistent with the nature of
the engagement. Other chapters of the Guide provide useful guidance on the
type of procedures an accountant would apply when the nature of the engage
ment is similar to either a compilation, examination, or application of agreedupon procedures.
.04 When an accountant provides other services on a financial forecast for
internal use, he or she should establish an understanding with the client,
preferably in writing, regarding the services to be performed and should
specify in this understanding that the financial forecast and the report, if any,
are not to be distributed to outside users.

Reporting
.05 The Statement on Standards for Accountants’ Services on Prospective
Financial Information, Financial Forecasts and Projections, does not require
the accountant to report on other services performed on a financial forecast for
internal use only. Accordingly, an accountant can submit a computer-gener
ated or manually prepared financial forecast to a client without reporting on it
when the forecast is for internal use only.
.06 If an accountant decides to issue a report and he or she purports to
have compiled, examined, or applied agreed-upon procedures to a financial
forecast for internal use only in conformity with AICPA standards, the account
ant should follow the reporting guidance in other sections of the Guide.4 If the
accountant decides to issue a report on other services performed with respect
to a financial forecast for internal use only, the report’s form and content are
flexible. However, the accountant should not report on financial forecasts that
exclude a summary of significant assumptions.5 The report preferably would—
a.

Be addressed to the responsible party.

h.

Identify the statements being reported on.

c.

Describe the character of the work performed and the degree of
responsibility taken6 with respect to the financial forecast.

d.

Include a caveat that the prospective results may not be achieved.

3 However, see paragraph .09.
4 See chapters 14, 17, and 21 of the Guide for guidance on reporting on a compilation, examina
tion, or application of agreed-upon procedures, respectively.
5 See paragraph 9.05 of the Guide for guidance on presentation formats for disclosure of signifi
cant assumptions.
6 The accountant’s assurance on the financial forecast should not be similar to that given for an
examination unless he or she complies with the procedures for an examination as described in
chapter 15 of the Guide.
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e.

Indicate the restrictions as to the distribution of the financial forecast
and report.

f.

Be dated as of the date of the completion of his or her procedures.

.06P In addition to the elements listed above, the accountant’s report on a
financial projection for internal use only preferably would include a description
of the limitations on the usefulness of the presentation.

.07 In addition to the above, the accountant’s report would, where appli
cable, preferably—
a.

Indicate if the accountant is not independent with respect to an entity
on whose financial forecast he or she is providing services. An
accountant should not provide any assurance on a financial forecast
of an entity with respect to which he or she is not independent.

b.

Describe omitted disclosures that come to his or her attention (for
example, the omission of the summary of significant accounting
policies discussed in paragraph 8.06 of the Guide), or simply state
that there are omissions of disclosures required under the guidelines
for presentation of a financial forecast. For example, when a financial
forecast is included in a personal financial plan, the description may
be worded as follows:

This financial forecast was prepared solely to help you develop your personal
financial plan. Accordingly, it does not include all disclosures required by the
guidelines established by the American Institute of Certified Public Account
ants for the presentation of a financial forecast.

.08 The following is an example report, for cases in which the accountant
chooses to issue a report, when he or she has assembled a financial forecast for
which distribution is limited to internal use:
We have assembled, from information provided by management, the accompa
nying forecasted balance sheet and the related forecasted statements of income,
retained earnings, and cash flows of XYZ Company as of December 31,19XX,
and for the year then ending.
(This financial forecast omits the summary of significant accounting policies. )7 We
have not compiled or examined the financial forecast and express no assurance of
any kind on it. Further, there will usually be differences between the forecasted
and actual results, because events and circumstances frequently do not occur as
expected, and those differences may be material. In accordance with the terms of
our engagement, this report and the accompanying forecast are restricted to
internal use and may not be shown to any third party for any purpose.

.08P The following is an example report, for cases in which the accountant
chooses to issue a report, when an accountant has assembled a financial
projection for which distribution is limited to internal use:
We have assembled, from information provided by management, the accompa
nying projected balance sheet and the related projected statements of income,
retained earnings, and cash flows of XYZ Company as of December 31, 19XX,
and for the year then ending. (This financial projection omits the summary of
significant accounting policies.)8 The accompanying projection and this report
were prepared for [state special purpose, for example, “presentation to the
Board of Directors of XYZ Company for its consideration as to whether to add
7 This sentence would be included, if applicable.
8 This sentence would be included, if applicable.
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a third operating shift”] and should not be used for any other purpose. We have
not compiled or examined the financial projection and express no assurance of
any kind on it. Further, even if [state hypothetical assumption, for example,
“the third operating shift is added”] there will usually be differences between
the projected and actual results, because events and circumstances frequently
do not occur as expected, and those differences may be material. In accordance
with the terms of our engagement, this report and the accompanying projection
are restricted to internal use and may not be shown to any third party for any
purpose.

.09 When a financial forecast for internal use only is included with an
accountant’s written communication (for example, with a transmittal letter or
report), a caveat that the prospective results may not be achieved and a
statement that the financial forecast is for internal use only should be commu
nicated in writing. Such caveat and statement should be included in the
communication on or in the prospective financial statements.
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Part II

Partial Presentations of Prospective
Financial Information*
Introduction
. 10 Much of the guidance in the AICPA’s Guide for Prospective Financial
Statements (the “Guide”) can be applied to partial presentations of prospective
financial information. This section—

•

Describes how that guidance applies to the unique aspects of partial
presentations.

•

Discusses the accountant’s responsibility for partial presentations
when he or she is engaged to issue or does issue a written communi
cation that expresses a conclusion about the reliability of a written
partial presentation that is the responsibility of another party (see
paragraph .25).

. 11 A partial presentation is a presentation of prospective financial infor
mation that excludes one or more of the items required for prospective financial
statements as described in paragraph 8.06 of the Guide.9 A partial presentation
may include either forecasted or projected information and may either be
extracted from a presentation of prospective financial statements or may be
prepared to meet a specific need.10 Examples of partial presentations include—

•
•

Sales forecasts.
Presentations of forecasted or projected capital expenditure programs.

Note: Because forecasted and projected information is similar in many respects, separate
guidance for projected information is provided only to the extent that it differs from that for
forecasted information. Italicized paragraphs show how the guidance presented for forecasted
information should be modified for projected information. Any plain-text paragraph not followed by
an italicized paragraph applies to both forecasted and projected information even though it uses only
the term forecasted.
9 Paragraph 8.06 of the Guide indicates that a financial forecast may take the form of complete
basic financial statements or may be limited to the following items (where such items would be
presented for historical financial statements for the period):
a. Sales or gross revenues
b. Gross profit or cost of sales
c. Unusual or infrequently occurring items
d. Provision for income taxes
e. Discontinued operations or extraordinary items
f. Income from continuing operations
g. Net income
h. Primary and fully diluted earnings per share
i. Significant changes in financial position
When the financial forecast takes the form of basic financial statements, the requirement to disclose
significant changes in financial position in i above is accomplished by presenting a statement of cash
flows and its related note disclosures in accordance with FASB Statement No. 95, Statement ofCash
Flows.
If the omitted applicable item is derivable from the information presented, the presentation would
not be deemed to be a partial presentation. Paragraph 8.08 of the Guide states that a summary of
significant assumptions and accounting policies and an appropriate introduction should always
accompany the forecast.
10 Partial presentations do not include estimates in historical financial statements and related
notes required by generally accepted accounting principles or an other comprehensive basis of
accounting. Guidance on auditing accounting estimates is contained in SAS No 57, Auditing Account
ing Estimates.
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•

Projections of financing needs.

•

Other presentations of specified elements, accounts, or items of pro
spective financial statements (for example, projected production costs)
that might be part of the development of a full presentation of prospec
tive financial statements.

•

Forecasts that present operating income but not net income.

•

Forecasts or projections of taxable income that do not show significant
changes in financial position.

•

Presentations that provide enough information to be translated into
elements, accounts, or items of a financial forecast or projection.
Examples include a forecast of sales units and unit selling prices and
a forecast of occupancy percentage, number of rooms, and average
room rates for a hotel. In contrast, if the prospective information only
presents units expected to be sold but excludes unit selling prices, it
would not be considered a partial presentation.

Uses of Partial Presentations
.12 Partial presentations may be appropriate in many “limited use” cir
cumstances.11 For example, a responsible party may prepare a partial presen
tation to analyze whether to lease or buy a piece of equipment or to evaluate
the income tax implications of a given election, since it may only be necessary
to assess the impact on one aspect of financial results rather than on the
financial statements taken as a whole. However partial presentations are not
ordinarily appropriate for general use. Accordingly, a partial presentation
ordinarily should not be distributed to third parties who will not be negotiating
directly with the responsible party (for example, in an offering document for an
entity’s debt or equity interests). In this context, negotiating directly is defined
as a third-party user’s ability to ask questions of and negotiate the terms or
structure of a transaction directly with the responsible party.
.13 The responsible party should consider whether a presentation omit
ting one or more items required for prospective financial statements will
adequately present the information given its special purpose. Unless there is
agreement between the responsible party and potential users specifying the
content of the partial presentation, a partial presentation is inappropriate if it
is incomplete for what it purports to present. Examples of partial presentations
that might be inappropriate include a statement of forecasted receipts and
disbursements that does not include certain existing commitments of the
entity or a forecast of net income that does not include disclosure of changes in
financial position, when such disclosures would indicate the need for additional
capital to sustain operations. A presentation of prospective sales, however, is
an example of a presentation that would be appropriate in circumstances
where its intended use is to negotiate the terms of a royalty agreement based
on sales.

Preparation and Presentation of Partial Presentations
.14 Partial presentations omit one or more of the minimum items required
in paragraph 8.06 of the Guide for prospective financial statements.12 The
11 See paragraphs 3.13 and 4.04 of the Guide.
12 As used here, prospective financial statements include complete basic financial statements or
the minimum items described in paragraph 8.06 of the Guide (see footnote 1).
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guidance below describes matters to be considered in the preparation and
presentation of partial presentations.

.15 Key Factors. If the responsible party prepares a partial presentation
without preparing prospective financial statements, the responsible party
should consider key factors affecting elements, accounts, or items of prospec
tive financial statements that are interrelated with those presented. In a sales
forecast, for example, a key factor to be considered is whether productive
capacity is sufficient to support forecasted sales. When the prospective infor
mation included in the partial presentation is extracted from the prospective
financial statements, the effects of interrelationships among elements of the
prospective financial statements should have been previously determined.
.16 Titles. Titles of partial presentations should be descriptive of the
presentation and state whether the presentation is of forecasted or projected
information. In addition, titles should disclose the limited nature of the pres
entation and should not state that it is a “financial forecast” or a “financial
projection.” Examples of appropriate titles Are “forecast of production capacity”
and “projected operating income assuming a new plant facility.”

.17 Accounting Principles and Policies. Significant accounting policies
relevant to the information presented and its intended purpose should be
disclosed.
.18 Occasionally, a different basis of accounting is used for preparing a
partial presentation than that expected to be used in preparing the historical
financial statements covering the same period as the partial presentation. In
such circumstances, the presentation should disclose the basis of accounting to
be used to prepare the historical financial statements covering the prospective
period. Differences resulting from the use of the different basis to prepare the
partial presentation should be described but need not be quantified.
.19 Materiality. The concept of materiality should be related to the
partial presentation taken as a whole.

.20 Assumptions. Assumptions that are significant to a partial presen
tation include those assumptions having a reasonable possibility of a variation
that may significantly affect the prospective results. Such assumptions may be
either directly or indirectly related to the presentation. The selling price of a
product, for example, is an assumption that could directly affect a sales
forecast, whereas a company’s productive capacity is an example of an assump
tion that could indirectly affect the sales forecast. Frequently, the more indi
rectly related an assumption is to the partial presentation, the greater the
potential variation would have to be to have a material impact on the prospec
tive results presented.
.21 In some situations, the disclosure of assumptions deemed to be signifi
cant to the partial presentation of prospective financial information would be
virtually the same as those disclosures that would be necessary if a full
presentation of prospective financial statements were to be made. For example,
in a partial presentation of forecasted operating results, it is likely that most
assumptions that would be significant with respect to a full presentation would
also be significant with respect to the presentation of forecasted operating
results. Thus, those assumptions should be disclosed.
.22 In other, more limited partial presentations of prospective financial
information, however, there may be few assumptions having a reasonable pos
AICPA Technical Practice Aids
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sibility of a variation that would significantly affect the presentation. In a
presentation of forecasted sales, for example, it would only be necessary to
disclose those assumptions relating directly to the sales forecast, such as future
demand and pricing, unless other assumptions—such as marketing and adver
tising programs, productive capacity and production costs, financial stability
or working capital sufficiency—have a reasonable possibility of a variation
significant enough to have a material impact on the sales forecast.

.23 The introduction preceding the summary of assumptions for a partial
presentation should include a description of the purpose of the presentation
and any limitations on the usefulness of the presentation.

.24 The following is an example of the introduction for a partial presenta
tion of forecasted sales:
This sales forecast presents, to the best of management’s13 knowledge and
belief, expected sales during the forecast period. Accordingly, the sales forecast
reflects its judgment as of (date), the date of this forecast, of the expected
conditions and its expected course of action. The sales forecast is for use in
negotiating the Company’s lease override provisions and should not be used for
any other purpose. The assumptions disclosed herein are those that manage
ment believes are significant to the sales forecast. There will usually be
differences between the forecasted and actual results because events and
circumstances frequently do not occur as expected, and those differences may
be material.

.24P The following is an example of the introduction preceding the sum
mary of assumptions for a schedule of projected production at a maximum
productive capacity:
This projection of production by product line presents, to the best of manage
ments14 knowledge and belief, the Company’s expectedproduction for the period
if management chooses to operate its plant at maximum capacity. Accordingly,
the projection ofproduction by product line reflects itsjudgment as of(date), the
date ofthis projection, ofthe expected conditions and its expected course ofaction
if the plant were operated at maximum capacity. The projected statement is
designed to provide information to the Company’s board of directors concerning
the maximum production that might be achieved and related costs if current
capacity were expanded through the addition of a third production shift.
Accordingly, this projected statement should not be used for any other purpose.
The assumptions disclosed herein are those that management believes are
significant to the projected statement; however, management has not decided to
operate the plant at maximum capacity. Even if the plant were operated at
maximum capacity, there will usually be differences between projected and
actual results because events and circumstances frequently do not occur as
expected, and those differences may be material.

Accountant's Involvement With Partial Presentations
.25 An accountant who is engaged to issue or does issue a written commu
nication15 that expresses a conclusion about the reliability16 of a written par13 If the responsible party is other than management, this reference should be to the party who
assumes responsibility for the assumptions.
14 See footnote 5.
15 An accountant should not report on a partial presentation that excludes disclosure of the
summary of significant assumptions or, for a projection, excludes identification of the hypothetical
assumptions.
16 Reliability, as it applies to a partial presentation, does not relate to the achievability of the
prospective results.
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tial presentation17 that is the responsibility of another party should examine
or apply agreed-upon procedures to the presentation.18 An accountant may
also be engaged to compile a partial presentation. When an accountant com
piles, examines, or applies agreed-upon procedures to a partial presentation,
he or she should perform the engagement in accordance with the guidance in
paragraphs .29 and .30.19

.26 This section does not provide standards or procedures for engage
ments involving partial presentations used solely in connection with litigation
services, although it provides helpful guidance for many aspects of such
engagements and may be referred to as useful guidance in such engagements.
Litigation services are engagements involving pending or potential formal legal
or regulatory proceedings before a “trier of fact” in connection with the resolu
tion of a dispute between two or more parties, for example, in circumstances
where an accountant acts as an expert witness. This exception is provided
because, among other things, the accountant’s work in such proceedings is
ordinarilv subject to detailed analysis and challenge by each party to the
dispute.

.27 The accountant should consider whether it is appropriate to report on
a partial presentation.21
.28 Occasionally, an accountant may be engaged to prepare a financial
analysis of a potential project where the engagement includes obtaining the
information, making appropriate assumptions, and assembling the presenta
tion. In such circumstances, the accountant is the asserter and the analysis is
not, and should not be characterized as, forecasted or projected information as
defined in paragraph .11. Such analysis would not be appropriate for general
use.22

Compilation and Examination Procedures
.29 The procedures for compilations and examinations of prospective finan
cial statements are generally applicable to partial presentations.23 However,
the accountant’s procedures may be affected by the nature of the information
presented. As described in paragraph .15, many elements of prospective finan
cial statements are interrelated. The accountant should give appropriate
consideration to whether key factors affecting elements, accounts, or items
that are interrelated with those in the partial presentation he or she has
been engaged to examine or compile have been considered, including key
factors that may not necessarily be obvious from the partial presentation (for
This statement covers only a partial presentation presented in written form by the party
responsible for it. Consistent with the attestation standards, oral assertions about prospective
results are not addressed by this statement.
18 Examples of professional standards that may involve partial presentations not covered by this
section are included in paragraph 2 of the Statements on Standards for Attestation Engagements
(AICPA, Professional Standards, vol. 1, AT sec. 100). In addition, paragraphs 76-81 of that section
contain guidance that an accountant should follow when he or she provides an attest service as part
of an MAS engagement.
19 If the accountant provides services on a partial presentation restricted to internal use only, he
or she may apply the guidance in paragraphs .01-.09 of Part I of this section.
20 See paragraph 10.03 of the Guide.
21 See paragraphs .12 and .13.
22 If the responsible party reviews and adopts the assumptions and presentation, the presenta
tion might be a partial presentation. See paragraphs .11 and .12 for the definition and uses of partial
presentations.
23 See chapters 12 and 15 of the Guide.
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example, productive capacity relative to a sales forecast), and whether all
significant assumptions have been disclosed. The accountant may find it
necessary for the scope of his or her examination or compilation of some partial
presentations to be similar to that for his or her examination or compilation of
a presentation of prospective financial statements. For example, the scope of
an accountant’s procedures when he or she examines forecasted results of
operations would likely be similar to those for his or her examination of
prospective financial statements since the accountant would likely need to
consider the interrelationships of all accounts in the examination of results of
operations.

Applying Agreed-Upon Procedures to Partial Presentations
.30 An accountant may accept an engagement to apply agreed-upon
procedures to a partial presentation provided (a) the specified users involved
have participated in establishing the nature and scope of the engagement and
take responsibility for the adequacy of the procedures to be performed, (b)
distribution of the report is to be restricted to the specified users involved, and
(c) the partial presentation includes a summary of significant assumptions.
The guidance in chapter 19 of the Guide is generally applicable to such
engagements.

Standard Accountant's Compilation, Examination, and
Agreed-Upon Procedures Reports
.31 The accountant’s standard report on a partial presentation should
include—

•

An identification of the partial presentation reported on.

•

A caveat that the forecasted results may not be achieved.

•

A statement that the accountant assumes no responsibility to update
the report for events and circumstances occurring after the date of the
report.

•

A description of any limitations on the usefulness of the presentation.

•

For a compilation
— A statement that the accountant has compiled the partial presen
tation in accordance with guidelines established by the American
Institute of Certified Public Accountants.
— A statement that a compilation is limited in scope and does not
enable the accountant to express an opinion or any other form of
assurance on the partial presentation of the assumptions.

-

•

For an examination
— A statement that the examination of the partial presentation was
made in accordance with AICPA standards and a brief description
of the nature of such an examination.
— For forecasted information, the accountant’s opinion that the
partial presentation is presented in conformity with AICPA pres
entation guidelines and that the underlying assumptions provide
a reasonable basis for the forecast.
— For projected information, the accountant’s opinion that the par
tial presentation is presented in conformity with AICPA presenta-
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tion guidelines and that the underlying assumptions provide a
reasonable basis for the projection given the hypothetical assump
tions.

•

For an agreed-upon procedures engagement
— A statement that the report is intended solely for the specified
users, and should not be used by others.
— An enumeration of the procedures performed and a reference to
conformity with the arrangements made with the specified users.
— If the agreed-upon procedures are less than those performed in an
examination, a statement that the work performed was less in
scope than an examination of a partial presentation in accordance
with AICPA standards, arid
•

For forecasted information, a disclaimer of opinion on
whether the presentation is in conformity with AICPA pres
entation guidelines and on whether the underlying assump
tions provide a reasonable basis for the forecast.

•

For projected information, a disclaimer of opinion on
whether the presentation is in conformity with AICPA pres
entation guidelines and on whether the underlying assump
tions provide a reasonable basis for the projection given the
hypothetical assumptions.

— A statement of the accountant’s findings.24
.32 Chapters 14, 17, and 21 of the Guide describe circumstances where
the accountant’s standard report on a financial forecast may require modifica
tion. The guidance for modifying the accountant’s standard reports included in
those sections is generally applicable to partial presentations. Also, depending
on the nature of the presentation, the accountant may decide to disclose that
the partial presentation is not intended to be a forecast of financial position,
results of operations, or cash flows. The following are the forms of the account
ant’s standard report when he or she has compiled, examined, or applied
agreed-upon procedures to a partial presentation?6

Compilation Report on a Partial Presentation
of Forecasted Information
We have compiled the accompanying forecasted statement of net operating
income before debt service, depreciation, and income taxes ofAAA Hotel for the
year ending December 31,19X1 (the forecasted statement) in accordance with
guidelines established by the American Institute of Certified Public Account
ants.
The accompanying forecasted statement presents, to the best of management’s
knowledge and belief, the net operating income before debt service, deprecia
tion, and income taxes of AAA Hotel for the forecast period. It is not intended
to be a forecast of financial position, results of operations, or cash flows. The
24 The accountant may wish to state in his or her report that he or she makes no representation
about the sufficiency of the procedures for the specified users’purposes.
25 These report forms are appropriate whether the presentations are based on generally accepted
accounting principles or on an other comprehensive basis of accounting.
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accompanying forecasted statement and this report were prepared for the ABC
Bank for the purpose of negotiating a proposed construction loan to be used to
finance expansion of the hotel and should not be used for any other purpose.
A compilation is limited to presenting forecasted information that is the
representation of management and does not include evaluation of the support
for the assumptions underlying such information. We have not examined the
forecasted statement and, accordingly, do not express an opinion or any other
form of assurance on the accompanying statement or assumptions. Further
more, there will usually be differences between forecasted and actual results
because events and circumstances frequently do not occur as expected, and
those differences may be material. We have no responsibility to update this
report for events and circumstances occurring after the date of this report.

Compilation Report on a Partial Presentation
of Projected Information
We have compiled the accompanying sales projection ofXYZ Company for each
of the years in the three-year period ending December 31, 19X1 in accordance
with guidelines established by the American Institute of Certified Public Ac
countants.
The accompanying sales projection presents, to the best of management’s knowl
edge and belief, the Company’s expected sales during the projection period that
would result if the Company achieved a 15 percent market share of the electric
toaster market, as disclosed in items b and c of the summary of significant
assumptions. The sales projection and this report were prepared for presentation
to the Board of Directors of XYZ Company for its consideration of a new
marketing program and should not be used for any other purpose.
A compilation is limited to presenting projected information that is the repre
sentation of management and does not include evaluation of the support for the
assumptions underlying such information. We have not examined the sales
projection and, accordingly, do not express an opinion or any other form of
assurance on the accompanying sales projection or assumptions. Furthermore,
even if the Company attained the 15 percent market share of the electric toaster
market, there will usually be differences between projected and actual results
because events and circumstances frequently do not occur as expected, and those
differences may be material. We have no responsibility to update this report for
events and circumstances occurring after the date of this report.

Examination Report on a Partial Presentation
of Forecasted Information
We have examined the accompanying forecasted statement of net operating
income before debt service, depreciation, and income taxes of the AAA Hotel
for the year ending December 31,19X1 (the forecasted statement). Our exami
nation was made in accordance with standards established by the American
Institute of Certified Public Accountants and, accordingly, included such pro
cedures as we considered necessary to evaluate both the assumptions used by
management and the preparation and presentation of the forecasted statement.

The accompanying forecasted statement presents, to the best of management’s
knowledge and belief, the expected net operating income before debt service,
depreciation, and income taxes of AAA Hotel for the forecast period. It is not
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intended to be a forecast of financial position, results of operations, or cash
flows. The accompanying forecasted statement and this report were prepared
for ABC Bank for the purpose of negotiating a proposed construction loan to be
used to finance expansion of the hotel and should not be used for any other
purpose.

In our opinion, the forecasted statement referred to above is presented in
conformity with the guidelines for presentation of forecasted information
established by the American Institute of Certified Public Accountants, and the
underlying assumptions provide a reasonable basis for management’s fore
casted statement. However, there will usually be differences between fore
casted and actual results because events and circumstances frequently do not
occur as expected, and those differences may be material. We have no respon
sibility to update this report for events and circumstances occurring after the
date of this report.

Examination Report on a Partial Presentation
of Projected Information
We have examined the accompanying sales projection ofXYZ Company for each
oftheyears in the three-year period ending December 31,19X1. Our examination
was made in accordance with standards established by the American Institute
of Certified Public Accountants and, accordingly, included such procedures as
we considered necessary to evaluate both the assumptions used by management
and the preparation and presentation of the sales projection.

The accompanying sales projection presents, to the best of management’s knowl
edge and belief, the Company’s expected sales during the projection period that
would result if the Company achieved a 15 percent market share of the electric
toaster market, as disclosed in items b and c of the summary of significant
assumptions. The sales projection and this report were prepared forpresentation
to the Board of Directors of XYZ Company for its consideration of a new
marketing program and should not be used for any other purpose.

In our opinion, the sales projection referred to above is presented in conformity
with the guidelines for presentation ofprojected information established by the
American Institute ofCertified Public Accountants, and the underlying assump
tions provide a reasonable basis for management’s projection of expected sales
during the period assuming the Company were to achieve a 15 percent market
share of the electric toaster market. However, even if the Company achieves a 15
percent market share, there will usually be differences between projected and
actual results because events and circumstances frequently do not occur as
expected, and those differences may be material. We have no responsibility to
update this report for events and circumstances occurring after the date of this
report.

Agreed-Upon Procedures Report on a Partial
Presentation of Forecasted Information
At your request, we have performed certain agreed-upon procedures, as enu
merated below, with respect to the sales forecast ofXYZ Company for the year
ending December 31, 19X1. These procedures, which were specified by the
Boards of Directors of XYZ Company and ABC Corporation, were performed
solely to assist you, and this report is solely for your information and should
not be used by those who did not participate in determining the procedures.

a.

We assisted the management ofXYZ Company in assembling the sales
forecast.
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b.

We read the sales forecast for compliance in regard to format with the
AICPA presentation guidelines for a partial presentation of forecasted
information.

c.

We tested the sales forecast for mathematical accuracy.

Because the procedures described above do not constitute an examination of a
presentation of forecasted information in accordance with standards estab
lished by the American Institute of Certified Public Accountants, we do not
express an opinion on whether the sales forecast is presented in conformity
with AICPA presentation guidelines or on whether the underlying assumptions
provide a reasonable basis for the presentation.
In connection with the procedures referred to above, no matters came to our
attention that caused us to believe that the format of the sales forecast should
be modified or that the presentation is mathematically inaccurate. Had we
performed additional procedures or had we made an examination of the sales
forecast in accordance with standards established by the American Institute of
Certified Public Accountants, matters might have come to our attention that
would have been reported to you. Furthermore, there will usually be differences
between forecasted and actual results because events and circumstances fre
quently do not occur as expected, and those differences may be material. We
have no responsibility to update this report for events and circumstances
occurring after the date of this report.26

Effective Date
.3 3 The provisions of this statement are effective for engagements to
provide services on prospective financial statements for internal use only and
partial presentations beginning on or after July 1,1990.

26 See footnote 13.
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.34

Appendix
Illustrations of Partial Presentations
A1. The illustrative partial presentations of prospective financial informa
tion included in the following pages are presented in conformity with the
presentation guidelines of the Guide, although other presentation formats
could also be consistent with the Guide. For example, it may be appropriate to
present the summary of significant assumptions and accounting policies in a
less formal manner than that illustrated, such as computer-printed output
(indicating data and relationships) from “electronic worksheets” and general
purpose financial modeling software, as long as the responsible party believes
that the disclosures and assumptions presented can be understood by users.
A2. The following is a brief summary of the illustrative partial presenta
tions presented below:
a.

Example 1 illustrates a sales forecast prepared for the purpose of
negotiating a retail company’s lease override provisions.

b.

Example 2 illustrates a forecasted statement of net operating income
before debt service and depreciation in connection with the contem
plated construction of a new sports arena.

Example 1
ABC Retail Company
Statement of Forecasted Sales for Each of the
Three Years Ending December 31,19X3†
Years Ending December 31,

Forecasted sales................. ........

19X1

19X2

19X3

$629,000

$679,000

$726,000

This sales forecast presents, to the best of management’s knowledge and
belief, expected sales during the forecast period. Accordingly, the sales forecast
reflects its judgment as of February 14,19X1, the date of this forecast, of the
expected conditions and its expected course of action. The sales forecast is for
use in negotiating the Company’s lease override provisions and should not be
used for any other purpose. The assumptions disclosed herein are those that
management believes are significant to the sales forecast. There will usually
be differences between the forecasted and actual results because events and
circumstances frequently do not occur as expected, and those differences may
be material.
This sales forecast is based upon an expected average rate of overall increase
in market demand for the Company’s products, sporting goods equipment, of 3
percent per year. During the past five years, market demand for sporting goods
equipment has increased approximately 3 percent per year and the Company
expects this rate of industry growth to remain steady throughout the forecast
period. The sales forecast is also based upon an expected increase in the
Company’s market share in its geographical selling region to 23 percent by
† Note: The summary of significant accounting policies is not illustrated.
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19X3, which represents a 6 to 7 percent increase in market share over the
forecast period. The Company’s market share during the past three years has
increased one to two percentage points each year and the Company expects this
rate of increase to continue during the forecast period. The sales forecast is also
based upon an expected 4 to 5 percent increase in the rate of inflation for each
of the next three years. The Company expects that it will be able to increase
the prices of its products to cover increased costs due to inflation.
The Company plans to maintain its advertising and marketing programs at
current levels and has retail-floor space available to provide for the increase in
the number of products it expects to sell.

Example 2

MARS Arena
Forecasted Statement of Net Operating Income
Before Debt Service and Depreciation for
Years Ending December 31,19X1 and 19X2
(In thousands)
Reference

19X1

19X2

Operating revenues

C

$2,700

$2,600

Operating expenses
Salaries and wages
Office and general
Utilities
Operations and maintenance

D
E
F
G

1,050
700
500
150

1,100
650
510
160

2,400

2,420

$ 300

$ 180

Total operating expenses

Net operating income before debt service and
depreciation

See Accompanying Summary of Significant Forecast Assumptions and Ac
counting Policies.

MARS Arena
Summary of Significant Forecast
Assumptions and Accounting Policies
for Years Ending December 31,19X1 and 19X2
The accompanying forecasted statement presents, to the best of manage
ment’s knowledge and belief, MARS Arena’s expected net operating income
before debt service and depreciation for the two-year period ending December
31, 19X2. Accordingly, the forecasted statement reflects management’s judg
ment as of August 29, 19X0, the date of this forecasted statement, of the
expected conditions and its expected course of action. This presentation is
intended for use by the City of MARS in evaluating financing alternatives in
connection with the contemplated construction of the new arena and should not
be used for any other purpose. The assumptions disclosed herein are those that
management believes are significant to the forecasted statement. There will
usually be differences between the forecasted and actual results because events
and circumstances frequently do not occur as expected, and those differences
may be material.
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The forecasted statement presents net operating income before debt service
and depreciation. Accordingly, it is not intended to be a forecast of financial
position, results of operations, or cash flows.

A.

Description of the Project

The City of MARS plans to build a new 10,000-seat arena at the southeast
intersection of Maxwell Road and Rugby Road to replace their existing 8,000seat arena (the City’s existing arena). MARS Arena will have 3,000 available
parking spaces.

B.

Summary of Significant Accounting Policies

[not illustrated]

C.

Operating Revenues

There are four basic types of events forecasted to generate operating income:
sporting events, family shows (for example, circus, ice shows), concerts, and
exhibitions. The significant sources of revenue for each type of event include
arena rental, parking fees, food and beverage concessions, novelty and souvenir
income, and advertising. Attendance during the initial year of operations is
forecasted to be greater than the second year based on the “bonus” a new arena
can enjoy as patrons come to see the new facility as well as to see the event. A
summary of operating revenue by type of event follows.
Year 1

Event Days

Average
Attendance

Total
Attendance

Total
Revenue

70
45
30
25

4,000
4,500
8,500
2,500

280,000
202,500
255,000
62,500
800,000

$ 860,000
515,000
1,025,000
180,000
120,000
$2,700,000

Sporting events
Family shows
Concerts
Exhibitions
Advertising
Totals

Year 2

170

Event Days

Average
Attendance

Total
Attendance

Total
Revenue

70
45
30
25

3,900
4,300
8,200
2,200

273,000
193,500
246,000
55,500

$ 835,000
490,000
990,000
160,000
125,000
$2,600,000

Sporting events
Family shows
Concerts
Exhibitions
Advertising
Totals

170

767,500

The bases for the significant income assumptions are discussed below.
Arena Rental. Management estimates that the new arena will schedule
approximately 170 event days in a representative year consisting of seventy
sporting events, forty-five family shows, thirty concerts, and twenty-five exhi
bitions. Event days were forecasted based on discussions with users (such as
sporting teams and event sponsors) and market research and analysis per
formed by an independent consultant. Also, the City of MARS recently obtained
a commitment from the local minor league hockey team to play their home
games in MARS Arena.
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MARS Arena will be rented out on the basis of a percentage of the dollars
generated by ticket sales (called a “percentage of gross receipts”) or a fixed rent
(called a “flat rate”). The percentage of gross gate receipts accruing to the
facility are based on current average percentages retained by the City’s existing
arena. These percentages range from 10 to 50 percent depending on the type
of event. Management expects ticket prices to increase between 5 and 15
percent over prices at the City’s existing arena, depending on the type of event,
as a result of the new modernized facility. Ticket prices forecasted for each type
of event have been compared with those received by other facilities for similar
events. Flat rate rentals are usually negotiated by users who do not charge an
admission price or have a series of events. The flat rate rental for MARS Arena
is forecasted to be between $1,000 and $4,000 and is based on an analysis of
rates charged by other comparable arenas for the types of events forecasted.
Management does not anticipate an increase in ticket prices or flat rate rentals
during the second year of operations.
Parking Fees. Management will operate and maintain the parking facility
and, accordingly, all revenues accrue to MARS Arena. Consistent with experi
ence at the City’s existing arena, management estimates that 75 percent of all
patrons will arrive by car for each event. The forecasted information assumes
each car will carry an average of 2.7 persons and average parking rates will be
$3.50 per car.

Food and Beverage Concessions. Management has negotiated a contract
with ABC Company to supply and manage the food and beverage concessions.
Concession income is forecasted to be 30 percent of gross concession revenue
generated at each event, based on the contractual agreement with ABC Com
pany. MARS Arena will provide all equipment and personnel necessary to
operate the concessions. Patron’s forecasted average expenditure per type of
event ranges from $0.75 to $3.00 and is based on an analysis of data for
comparable events and facilities, including the City’s existing arena.

Novelty and Souvenir Income. Similar to food and beverage concessions,
management has negotiated a contract with ABC Company to supply and
manage the novelty and souvenir concessions. Novelty and souvenir income is
forecasted to be 30 percent of gross novelty revenue based on the contractual
agreement. MARS Arena will provide all equipment and personnel necessary
to operate the novelty and souvenir stands. Patron’s forecasted average expen
diture per type of event ranges from $0.00 to $5.25 and is based on an analysis
of data for comparable events and facilities.
Advertising. Advertising income will be generated primarily from signage
on the interior and exterior of MARS Arena. Revenues included in the fore
casted information are based on the signage capacity of MARS Arena, contract
negotiations to date, and advertising revenues at the City’s existing arena.

D.

Salaries and Wages

The forecasted information assumes that management will make maximum
use of full-time staff rather than subcontract out services, such as facility
management and security. Personnel requirements are based on staffing or
ganizations at similar sports arenas and public assembly facilities. Pay for
hourly workers is based on local wage levels and wage rates being paid to
employees of the City’s existing arena. Wage levels are expected to increase
approximately 4 percent in the second year.

§11,150.34

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Accountants' Services on Prospective Financial Statements

30,489

Salaries are forecasted on an individual by individual basis using expected
salary rates during the forecast period. Part-time salaries and wages are
assumed to be event-related expenses and passed through to tenants, except
for 15 percent, which is absorbed by MARS Arena.

E.

Office and General Expenses

Office and general expenses consist of insurance, advertising, fees for
services, and other office and general expenses. Insurance expense is based on
costs at the City’s existing arena and a review of insurance coverage proposals
that include estimates of general liability, fire, workers’ compensation, auto
business, liquor liability and boiler-machinery coverage. Advertising expenses
are based on costs incurred by the City’s existing arena, the number and type
of forecasted events, and expected price increases from advertising agencies.
Advertising expenses are expected to be higher in the first year of operations
in order to promote the new facility. Fees for services include, but are not
limited to, consulting fees, legal fees, and accounting and auditing fees. These
fees are estimated based on expenses of the City’s existing arena and plans by
management to engage consultants to assist in starting up operations. Other
office and general expenses are based on experience at comparable facilities
and on costs incurred by the City’s existing arena.

F.

Utilities

Utility expense has been estimated by the project team architects and
engineers. Utilities expense includes fuel and gas, electricity, water, and sewer
costs.

G.

Operations and Maintenance Expenses

Operations and maintenance expenses were estimated based on the require
ments of facilities similar in construction and design, age, and intended use.
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Section 11,160
Statement of Position 90-2
Report on the Internal Control Structure in
Audits of Futures Commission Merchants
February, 1990
NOTE
This statement of position presents the recommendations of the AICPA
Stockbrokerage and Investment Banking Committee regarding the application
of generally accepted auditing standards to reporting on the internal control
structure in audits of futures commission merchants. It represents the considered
opinion of the committee on the best auditing practice in the industry and has
been reviewed by members of the AICPA Auditing Standards Board for
consistency with existing auditing standards. AICPA members may have to
justify departures from the recommendations in this statement if their work is
challenged.

Introduction
[.01-.02] [Paragraphs deleted to reflect the conforming changes necessary
due to the issuance of recent authoritative literature, June 1998.]

Report on Internal Control Required by CFTC
Regulation 1.16
.03 The following is an illustration of the independent auditor’s report on
the internal control structure required by CFTC Regulation 1.16:
Board of Directors
ABC Commodities Corporation

In planning and performing our audit of the consolidated financial statements
of ABC Commodities Corporation (the “Corporation”) for the year ended De
cember 31,19X1, we considered its internal control structure, including proce
dures for safeguarding customer and firm assets, in order to determine our
auditing procedures for the purpose of expressing our opinion on the consoli
dated financial statements and not to provide assurance on the internal control
structure.
Also, as required by Regulation 1.16 of the Commodity Futures Trading
Commission, we have made a study of the practices and procedures (including
tests of compliance with such practices and procedures) followed by the Corpo
ration that we considered relevant to the objectives stated in Regulation 1.16
* Statement on Auditing Standards (SAS) No. 78, Consideration of Internal Control in a
Financial Statement Audit: An Amendment to SAS No. 55, revises the definition and description of
internal control and makes conforming changes to relevant terminology. This SOP will be amended to
conform to SAS No. 78 in a future edition of Technical Practice Aids.
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in making (1) the periodic computations of minimum financial requirements
pursuant to Regulation 1.17, (2) the daily computations of the segregation
requirements of section 4d(2) of the Commodity Exchange Act and the regula
tions thereunder, and the segregation of funds based on such computations,
and (3) the daily computations of the foreign futures and foreign options secured
amount requirements pursuant to Regulation 30.7 of the Commission.
The management of the Corporation is responsible for establishing and main
taining an internal control structure and the practices and procedures referred
to in the preceding paragraph. In fulfilling this responsibility, estimates and
judgments by management are required to assess the expected benefits and
related costs of internal control structure policies and procedures and of the
practices and procedures referred to in the preceding paragraph and to assess
whether those practices and procedures can be expected to achieve the Com
mission’s above mentioned objectives. Two of the objectives of an internal
control structure and the practices and procedures are to provide management
with reasonable, but not absolute, assurance that assets for which the Corpo
ration has responsibility are safeguarded against loss from unauthorized use
or disposition and that transactions are executed in accordance with manage
ment’s authorization and recorded properly to permit preparation of financial
statements in conformity with generally accepted accounting principles. Regu
lation 1.16 lists additional objectives of the practices and procedures listed in
the preceding paragraph.
Because of inherent limitations in any internal control structure or the practices
and procedures referred to above, errors or irregularities may occur and not be
detected. Also, projection of any evaluation of them to future periods is subject
to the risk that they may become inadequate because of changes in conditions
or that the effectiveness of their design and operation may deteriorate.

Our consideration of the internal control structure would not necessarily
disclose all matters in the internal control structure that might be material
weaknesses under standards established by the American Institute of Certified
Public Accountants. A material weakness is a condition in which the design or
operation of the specific internal control structure elements does not reduce to
a relatively low level the risk that errors or irregularities in amounts that would
be material in relation to the financial statements being audited may occur and
not be detected within a timely period by employees in the normal course of
performing their assigned functions. However, we noted no matters involving
the internal control structure, including procedures for safeguarding customer
and firm assets, that we consider to be material weaknesses as defined above.1
We understand that practices and procedures that accomplish the objectives
referred to in the second paragraph of this report are considered by the
Commission to be adequate for its purposes in accordance with the Commodity
Exchange Act and related regulations, and that practices and procedures that
1 If conditions believed to be material weaknesses are disclosed, the report should describe the
weaknesses that have come to the auditor’s attention and may state that these weakness do not
affect the report on the financial statements. The last sentence of the fifth paragraph of the report
should be modified as follows:
However, we noted the following matters involving the [(control environment, accounting sys
tem, control procedures, or procedures for safeguarding customer and firm assets)] and its
[(their)] operation that we consider to be material weaknesses as defined above. These condi
tions were considered in determining the nature, timing, and extent of the procedures to be per
formed in our audit of the consolidated financial statements of the Corporation for the year en
ded December 31,19X1, and this report does not affect our report thereon dated February 15,
19X2. [A description of the material weaknesses that have come to the auditor’s attention and cor
rective action would follow.]

§11,160.03

Copyright © 1998, American Institute of Certified Public Accountants, Inc.

Internal Control Structure of Futures Commission Merchants

30,503

do not accomplish such objectives in all material respects indicate a material
inadequacy for such purposes. Based on this understanding and on our study,
we believe that the Corporation’s practices and procedures were adequate at
December 31, 19X1, to meet the Commission’s objectives.2

This report is intended solely for the use of management, the Commodity
Futures Trading Commission, and other regulatory agencies that rely on
Regulation 1.16 of the Commodity Futures Trading Commission and should
not be used for any other purpose.
Accounting Firm
New York, New York
February 15,19X2

Effective Date
.04 This statement is effective for reports issued on or after March 1,
1990, with early application permissible.

2 Whenever inadequacies are described, the report should include the last sentence of the fifth
paragraph as modified in the note above. The report should also describe material inadequacies the
auditor becomes aware of that existed during the period but were corrected prior to the end of the
period unless management already has reported them to the CFTC.
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Section 11,220
Statement of Position 92-2
Questions and Answers on the Term
Reasonably Objective Basis and Other Issues
Affecting Prospective Financial Statements
February, 1992
NOTE
This Statement of Position presents the recommendations of the Forecasts and
Projections Task Force regarding accountants’ services on prospective financial
information. It also includes recommendations regarding presentation and
disclosure of prospective financial information. AICPA members may have to
justify departures from the recommendations in this Statement of Position if their
work is challenged.

Responsible Party's Basis for Presenting a
Financial Forecast

Question
.01 Paragraph 7.03 of the AICPA Guide for Prospective Financial State
ments (the Guide) requires a responsible party to have a reasonably objective
basis for presenting a financial forecast? What is the purpose of the term
reasonably objective basis?

Answer
.02 Financial forecasts are presentations of information about the future
and are inherently less precise than information reporting past events. That
“softness” of forecasted data is communicated to users of financial forecasts in
the introduction to the summary of significant assumptions by including a
caveat that the forecasted results may not be achieved.2 Nevertheless, financial
forecasts present, to the best of the responsible party’s knowledge and belief,
the entity’s expected financial position, results of operations, and changes in
financial position (cash flows).
.03 Because users expect financial forecasts to present the responsible
party’s “best estimate,” the term reasonably objective basis was included in the
Guide to communicate to responsible parties a measure of the quality of
information necessary to present a forecast.
1 This guidance applies only to financial forecasts. As discussed in paragraph 7.01P of the Guide,
the responsible party does not need a reasonably objective basis for hypothetical assumptions used in
a financial projection. However, this guidance should be useful in evaluating whether other assump
tions used provide a reasonable basis for a projection, given the hypothetical assumptions.
2 Paragraph 8.29 of the Guide illustrates the type of caveat to be included: “There will usually be
differences between the forecasted and actual results, because events and circumstances frequently
do not occur as expected, and those differences may be material.”
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Question
.04 In addition to establishing the term reasonably objective basis, the
Guide indicates that the responsible party should develop appropriate assump
tions to present a financial forecast (see paragraphs 6.30 through 6.36 of the
Guide). How does a responsible party evaluate whether a reasonably objective
basis exists for a financial forecast and whether the assumptions underlying a
particular forecast are appropriate?

Answer
.05 Considerable judgment is required to evaluate whether a reasonably
objective basis exists to present a financial forecast. Accordingly, the responsi
ble party should possess or obtain a sufficient knowledge of the reporting
entity’s business and industry to make the evaluation.

.06 Paragraph 4.07 of the Guide states that the responsible party has a
reasonably objective basis for presenting a financial forecast if sufficiently
objective assumptions can be developed for each key factor. (Paragraph 3.11 of
the Guide defines key factors as the significant matters on which the entity’s
future results are expected to depend. Such factors are basic to the entity’s
operations and, thus, encompass matters that affect, among other things, its
sales, production, service, and financing activities.) The following matters
should be considered when evaluating whether such assumptions can be
developed:

•

Can facts be obtained and informed judgments be made about past
and future events or circumstances in support of the underlying
assumptions?

•

Are any of the significant assumptions so subjective that no reasonably
objective basis could exist to present a financial forecast?3

•

Would people knowledgeable in the entity’s business and industry
select materially similar assumptions?

•

Is the length of the forecast period appropriate?4

Other matters that responsible parties should consider when evaluating
whether sufficiently objective assumptions can be developed are shown in the
exhibit [paragraph .08].
. 07 The evaluation of whether sufficiently objective assumptions can be
developed for each key factor should be made within the following context:

•

A factor is evaluated by considering its significance to the entity’s
plans as well as the dollar magnitude and pervasiveness of the related
assumption’s potential effect on forecasted results (for example,
whether assumptions developed would materially affect the amounts
and presentation of numerous forecasted amounts).

•

The responsible party’s consideration of which key factors have the
greatest potential impact on forecasted results is a matter of judg

3 For example, the responsible party might have no reasonably objective basis for presenting a
forecast that includes royalty income from products not yet invented or revenue from a thoroughbred
being reared to race. In such cases, it would be inappropriate to present a forecast because of the lack
of a reasonably objective basis.
4 See paragraphs .44 through .46 of this Statement of Position (SOP).
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ment, and is influenced by his or her perception of the needs of a
reasonable person relying on the financial forecast. A key factor having
the greatest potential impact on forecasted results is one in which an
omission or misstatement of the related assumption would probably,
in light of surrounding circumstances, change or influence the judg
ment of a reasonable person relying on the financial forecast.6

•

The responsible party should seek out the best information that is
reasonably available to develop the assumptions. Cost alone is an
insufficient reason not to acquire needed information. However, the
cost of incremental information should be commensurate with the
anticipated benefit.

•

A conclusion that a reasonably objective basis exists for a forecast may
be easier to support if the forecast were presented as a range.

5 The more likely it is that an assumption will have a significant effect on the overall forecasted
results and that the factors relating to the assumption indicate a less objective basis, the more likely
it is that the forecast should be judged as not having a reasonably objective basis.
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.08

Exhibit

Sufficiently Objective Assumptions—Matters to Consider
Basis

Less Objective

More Objective

Economy

Subject to uncertainty

Relatively stable

Industry

Emerging or unstable;
high rate of business
failure

Mature or relatively
stable

• Operating history

Little or no operating
history

• Customer base

Diverse, changing
customer group
Weak financial position;
poor operating results

Seasoned company;
relatively stable
operating history
Relatively stable
customer group
Strong financial
position; good
operating results

Entity:

• Financial condition
Management’s
experience with:

Inexperienced
management
Inexperienced
management; high
turnover of key
personnel

Experienced
management
Experienced
management

New or uncertain
market
Rapidly changing
technology
New products or
expanding product
line

Existing or relatively
stable market
Relatively stable
technology
Relatively stable
products

Competing
assumptions

Wide range of possible
outcomes

Relatively narrow range
of possible outcomes

Dependency of
assumptions on the
outcome of the
forecasted results

More dependency

Less dependency

• Industry
• The business and
its products
Products or services:

• Market
• Technology
• Experience

Assumptions may depend on the achievement of other forecasted results. For example, the
sales price of a real estate property in a forecast might be estimated by applying a capitalization rate
to forecasted cash flows.

§11,220.08

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Reasonably Objective Basis

30,525

. 09 As stated earlier, in addition to requiring a reasonably objective basis,
the Guide requires a responsible party to develop appropriate assumptions to
present a financial forecast. When evaluating whether assumptions underly
ing the financial forecast are appropriate, the responsible party should con
sider numerous factors, including whether—
•

There appears to be a rational relationship between the assumptions
and the underlying facts and circumstances (that is, the assumptions
are consistent with past or current conditions).

•

The assumptions are complete (that is, assumptions have been devel
oped for each key factor).

•

It appears that the assumptions were developed without undue opti
mism or pessimism.

•

The assumptions are consistent with the entity’s plans and expecta
tions.

•

The assumptions are consistent with each other.

•

The assumptions, in the aggregate, make sense in the context of the
forecast taken as a whole.

Assumptions that have no material impact on the presentation may not have
to be evaluated individually; however, the aggregate impact of individually
insignificant assumptions should be considered in making an overall evalu
ation of whether the assumptions underlying the forecast are appropriate.

. 10 The following examples illustrate the facts and circumstances consid
ered by the responsible party when evaluating whether there was a reasonably
objective basis to present a financial forecast.
Example 1

Company Profile
. 11 An established builder of single-family homes has built two garden
apartment complexes in the last three years. This developer plans to build
another garden-apartment complex and wishes to syndicate the project. Both
of the existing garden-apartment complexes are approaching full occupancy.
The local economy is strong and has a diversified base. Furthermore, real
estate in the area generally appreciates in value. There has been significant
development in the area and, if it continues, supply will exceed demand within
four years. The developer has appropriately considered this factor, as well as
the associated cost of maintaining the proposed facility, in planning the project
and developing the forecast.
. 12 In the past, the developer had financed each of his projects for five
years at the maximum amount allowed by local financial institutions. Fore
casts for the previous two projects assumed a five-year financing period and a
hypothetical sale of the property at the end of the forecast period. For the
proposed development, the developer has obtained a commitment for a threeyear interest-only loan for an amount equal to 70 percent of the project’s
estimated cost. Current discussions with bankers have indicated their willing
ness to convert that loan to long-term financing for the project after rental
stabilization, which is consistent with normal lending practices. The developer
AICPA Technical Practice Aids
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has indicated that he plans to refinance the committed loan after three years
for an amount that exceeds the loan by approximately 76 percent. Such
additional amounts (net of refinancing costs) are to be returned to the investors
as a cash distribution. The developer’s other resources are not sufficient to
provide a meaningful guarantee of the refinancing. The forecast will be for five
years, and will include a projection illustrating a hypothetical sale at the end
of the forecast period. The details can be summarized as follows:
(In thousands)

• Estimated cost of the development to the partnership

$10,000

• Committed financing (interest-only loans) at 70 percent
of the estimated cost

$ 7,000

• Proposed limited partnership investment

$ 3,000

• Amount of proposed refinancing:
— Long-term refinancing of the three-year committed loan
— Additional financing for payments to limited partners
— Cost of refinancing
• Forecasted cash flow before debt service for the fourth year

$ 7,000
5,000
300
$12,300
$ 1,500

• Capitalization rate (considered in this example to be
acceptable under the circumstances)
• Capitalized value at the end of the third year

$16,700

Question
.13 Does the developer (the responsible party) have a reasonably objective
basis for forecasting the proposed refinancing?6

Answer7
.14 This question can be divided into two further questions:
a. Can the developer forecast a refinancing?
b. Are the assumptions about the amount and terms of the refinancing
sufficiently objective?
.15 Forecast ofRefinancing. The developer has obtained a financing
commitment for three years based on local lending practices, and bankers have
indicated a willingness to provide permanent financing in a manner that is
consistent with these lending practices. Accordingly, it appears that the devel
oper would have a reasonably objective basis for forecasting the project’s
refinancing for a comparable amount in three years.8 At that time, the building
6 See paragraphs .57 and .58 of this SOP for a discussion of the responsibility that an accountant
engaged to compile or examine a financial forecast has to evaluate whether a responsible party has a
reasonably objective basis for presenting a financial forecast.
7 This response is based on information presented in the question. Other information, such as
that about the size and strength of the local economy, the precise location of the project, local
planning regulations, and the availability of third-party guarantees on the proposed refinancing,
could change the response.
8 Support for forecasted interest rates may exist in the form of interest-rate forecasts and current
interest-rate trends. If interest-rate fluctuations are a concern, a conclusion that sufficiently objective
interest assumptions could be developed may be easier to support if forecasted results are presented
as a range (through the use of a range forecast).
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will still be considered relatively new and, based on maintenance plans, should
be in good condition. Further, real estate in the area generally is expected to
appreciate in value, and forecasted cash flows before debt service are consis
tent with a refinancing assumption.

.16 Amount and Terms of Refinancing. Although the developer may
have a reasonably objective basis for a forecast that includes a refinancing for
an amount approximating the original loan, it is not clear that such a basis
exists for one that includes a refinancing significantly in excess of that amount.
The following factors should be considered:9
•

Although the local economy is strong and diversified, competing de
velopments are being built and, in fact, there is some risk that supply
could exceed demand.

•

The developer has factored the effect of an increase in the supply of
competing housing units into the forecast and may point to an esti
mated value of the project at the end of the third year, based on the
application of a current capitalization rate to forecasted cash flows.
However, capitalization rates may vary over time, and estimated
values derived from the application of capitalization rates depend on
the achievement of prospective cash flows.

•

The developer is an experienced builder; however, both his experience
with larger projects and his resources are limited.

.17 In light of the facts presented, it appears that the developer’s basis for
refinancing the project at an amount significantly greater than the original
loan would be highly dependent on future events and circumstances, such as
anticipated cash flows, economic conditions, lending practices, and capitaliza
tion rates. Although forecasted results may be used as a basis for a refinancing
assumption, in the absence of other supporting information, such results
ordinarily would not provide a responsible party with a basis for concluding
that the refinancing assumption was sufficiently objective. In this case, the
developer’s limited resources and the length of time until the refinancing is
expected to take place are all risk factors that mitigate a reliance on forecasted
results to provide support for the developer’s assertion that a reasonably
objective basis exists for the refinancing. Accordingly, in the absence of addi
tional information, the facts in this case do not appear to support the devel
oper’s assertion that a reasonably objective basis exists for presenting a
forecast that includes the proposed refinancing assumption.10
Example 2
Company Profile

.18 ACTech, Inc. was established to produce a line of flat-panel, ACplasma computer-display products for use when, because of their bulk and
thickness, cathode-ray tubes (CRTs) would not be suitable. The company was
incorporated in 19X0 by former members of a management team (the founders)
who designed the product and operated the business as a division of BigCo. The
9 These items were developed by reference to the factors included in the exhibit [paragraph .08].
10 In this example, the developer could consider including a refinancing for the committed
amount ($7,000,000) in the forecast, and supplementing the forecast with a financial projection
illustrating prospective results if the permanent financing obtained were for the greater amount
($12,300,000).

AICPA Technical Practice Aids

§11,220.18

30,528

Statements of Position

founders have purchased equipment and certain technology at a significant
discount from BigCo with $1 million in funds raised from private investors.
ACTech’s goal is to become a leader in the production and sale of AC-plasmadisplay products by utilizing newly developed but unproven technology to
lower the cost of production and thereby compete more effectively with DCplasma-display products. DC products are currently in common usage because
of their lower unit cost, but they are inferior to AC-plasma-display products in
brightness and resolution.

.19 Product Line and Competition. The mainstay of the ACTech product
line will be a “plasma display system,” which combines the AC-plasma-display
panels with new low-cost drive circuitry. When compared to the most competi
tive product, the DC-plasma-display, ACTech’s product is three times as bright
with no flicker, consumes half the power for an equivalent level of light output,
has a wider viewing angle, can be produced in much larger sizes, and has a
longer life. DC panels are currently cheaper to produce, but with ACTech’s
circuitry and manufacturing expertise, management hopes to close the cost
gap. ACTech is currently working on the implementation of its new technology.
Prototypes have been successfully produced, but management estimates that,
using the equipment purchased from BigCo, it will need about a year to design
and install a high-volume production line.
.20 Competition from other AC-plasma-display manufacturers will come
primarily from ACpan, a very large manufacturer that uses most of its output
in its own products. ACpan AC-plasma displays have been available for the
past five years and are comparable in quality to those of ACTech. Despite
continued efforts, ACpan has achieved very little market penetration because,
like ACTech and other producers of AC-plasma-displays, ACpan has not been
able to successfully design and install a high-volume production line. If suc
cessfully developed, ACTech’s manufacturing process and the low-cost drive
circuits will permit it to compete advantageously with ACpan. Other manufac
turers of AC-plasma-displays charge prices that are higher than those of the
ACpan products and cater to military and specialty markets. In the market for
large-sized screens, management believes that there is no effective flat-panel
competition.
.21 Additionally, ACTech has received oral assurances from BigCo that
it will purchase plasma displays from ACTech in sufficient quantities to meet
its needs, which would account for about 5 percent of ACTech’s estimated
sales.

.22 Sales and Marketing. ACTech will sell primarily to equipment
manufacturers via an internal sales force. Additionally, ACTech will utilize
manufacturer’s representatives or sales organizations to penetrate selected
foreign markets. ACTech’s products will be demonstrated at various trade
shows and will be advertised in the appropriate trade journals.
.23 ACTech has targeted specific markets for its primary growth. These
markets include those for (a) mainframe interactive applications (ACTech,
when it was a division of BigCo, had already established a small market in this
area), (b) portable personal computers (ACTech is currently involved in discus
sions with several large companies in this market), (c) CAD/CAM/CAE work
stations (ACTech is currently involved in discussions with producers serving
both financial and design markets), and (d) manufacturing control products
(ACTech is working with a company that uses a plasma panel with a touch
screen to support the manufacturing process).
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.24 ACTech has estimated sales of approximately $600,000 in 19X2, $16
million in 19X3, and $40 million in 19X4. At anticipated levels of industry
growth (provided from an outside source), these sales figures represent 0.3
percent, 6 percent, and 11 percent of the plasma-panel market, respectively.
.25 Product Manufacture. Management believes that the equipment
purchased from BigCo by the founders is state of the art. ACTech is in the
process of relocating the equipment to a new facility and setting up a modern,
automated production line. This new facility, which requires some renovation,
will allow ACTech to begin production on a limited scale in about six months.
Ample room exists for future expansion. No significant problems are expected
in relocating and setting up the new facility, assuming that design problems
related to high-volume production can be overcome.

.26 Production is expected to be at 500 AC-plasma display-system units
in 19X2, growing to 36,000 in 19X3 and 115,000 in 19X4.

.27 Management and Personnel. The ACTech management team is rec
ognized throughout the computer industry as a leader in plasma-display
technology and manufacturing. Together, the four founders have over fifty
years of experience in the field of flat-panel displays. Additionally, the founders
have demonstrated significant academic and manufacturing achievements in
the field of display technology. At present, ACTech has three full-time and
eleven part-time employees. Management plans to hire an additional thirtyfive employees during 19X2, including three marketing and sales employees.
.28 Management expects employment to grow to about 250 by 19X4.
Although production employees must be hired and trained, the labor market is
sufficient to supply an adequate labor force with the basic technical skills
needed to perform the required tasks, and management has experience in
training. Further, management has had discussions with several candidates
for the sales positions and does not anticipate difficulties in hiring qualified
staff.

Question
.29 Does management have a reasonably objective basis for presenting a
financial forecast?11

Answer12
.30 ACTech, Inc.’s financial forecast is based on two primary assump
tions: (a) the successful design and installation of a high-volume production
line, which would enable the company to significantly reduce unit costs; and
(b) the timing and quantity of sales.
.31 High-Volume Production. ACTech is planning to manufacture and
sell AC-plasma-display products for use in computer terminals. Its success will
be highly dependent on its ability to produce those products in large quantities
for sale at a price competitive with DC-plasma products. Although prototypes
of the company’s products have been produced, circuitry compatible with high11 See footnote 6 of this SOP.
12 This response is based on information presented in the question. Other information about the
status of engineering plans, the preproduction models, and marketing results could change the
response. The response was developed by referring to the factors included in the exhibit [paragraph
.08].
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volume production has been developed, and experienced management has been
hired, the company has yet to design and install the planned high-volume
production line. As indicated previously, management’s current estimate is
that it will be at least twelve months before that work is completed. Further,
the facts presented indicate that other manufacturers of AC-plasma-display
units have not been successful in reducing production costs. BigCo’s willing
ness to sell its AC-plasma-display division may also indicate uncertainty about
its ability to reduce production costs.
.32 For the reasons discussed in the preceding paragraph, management’s
assumption that it will be able to achieve high-volume, low-cost production is
relatively subjective. That assumption is critical to the company’s sales as
sumptions, which depend on the reduction of production costs to a level that
permits a pricing structure competitive with that of DC-plasma units. Without
a competitive pricing structure, the company’s sales assumptions do not ap
pear to be valid. Accordingly, ACTech does not appear to have a reasonably
objective basis for presenting a financial forecast.

.33 Other Matters. If the feasibility of establishing a high-volume pro
duction line capable of producing AC-plasma units at a cost that permits
ACTech to competitively price its product could be reasonably assured, a
reasonably objective basis might exist for presenting a financial forecast.
Before that conclusion can be reached, consideration should be given to ACTech’s assumptions regarding market penetration. ACTech has developed a
sales and marketing plan; however, questions exist concerning its assumptions
of an aggressive market penetration (for example, capturing 11 percent of the
plasma-panel market by the end of 19X4). There are several factors that
appear to support its sales assumption: the technological superiority of its
products, competitive pricing, management’s experience with the products,
and the acceptability of the product to current users, such as BigCo. Neverthe
less, it would be appropriate to gather additional information concerning
marketing results to date before concluding whether a sufficiently objective
basis exists for the assumptions regarding market penetration. Further, uncer
tainty concerning the company’s sales assumptions may indicate that such
assumptions would be easier to support if a range forecast were presented.
(Exhibit 8.09 of the Guide illustrates a range forecast.)

Example 3

Company Profile
[Note: As indicated in paragraph .46 ofthis SOP, it may be difficult to support an
assertion that a reasonably objective basis exists for presenting a financial forecast
for certain start-up companies. The following example illustrates a situation in
which a two-year forecast for a start-up company may be appropriate.]
.34 Newco was established to manufacture wall panels with self-con
tained insulation for use in commercial and industrial projects. The panels
provide a lightweight interior and exterior wall combination. The company was
incorporated in 19X0 by a former executive of one of the leaders in the
wall-panel market, and by an individual who helped develop the original
technology ten years ago (the founders). The founders have invested
$1,000,000, which was used to order initial equipment and lease a building.
Newco has sufficient capital to operate during the forecast period.
.35 Although more expensive than those using traditional materials, the
panels have proven to be easier to install than rolled or blown-in insulation and
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wall surface combinations. Therefore, the use of the insulated wall panels in
construction has been increasing. Competitors in the wall-panel market in
clude two divisions of publicly held corporations that produce the panels, along
with a variety of other construction materials, in a number of plants. These
competitors generally service the large-project market and are known to have
significant backlogs. From interviews with industry sources, it has been deter
mined that these companies have been unable to respond to small or rush
orders. Newco believes that, as an entrepreneurial company having low over
head and specializing in one product, it can service the small-order market
effectively and profitably.
.36 Sales would be generated through bid contracts advertised by a
clearinghouse that provides information to contractors and through the estab
lishment of long-term relationships with engineering and architectural profes
sionals. After lengthy correspondence with these professionals, Newco has
obtained commitments for approximately 5 percent of its production capacity
for 19X1 and 19X2 (about 25 percent and 15 percent of forecasted sales in 19X1
and 19X2, respectively). In addition, the initial equipment installation has
allowed Newco to respond to selected advertised bids and obtain contracts for
one-third of the opportunities pursued. These contracts account for 10 to 12
percent of the plant’s capacity and extend through 19X2 (representing 50
percent and 35 percent of forecasted sales in 19X1 and 19X2, respectively).
Newco plans to expand its sales force to enable it to respond to additional
opportunities.
.37 In estimating its sales, Newco considered the growth in the construc
tion market, the increasing conversion to manufactured wall panels, its success
rate in bidding opportunities, the planned growth in its sales force, and the
number of orders received to date. Newco has estimated sales of approximately
20 and 33 percent of production capacity in 19X1 and 19X2, respectively. These
sales figures would represent market shares of 2 to 3 percent of the bid market
for insulated wall panels. In addition to clearinghouse data used to assess
market growth and size, management has considered industry sources that
provide significant information on construction and usage potentials in making
its sales estimates.
.38 The application of the technology involved in the production process
continues to serve as a deterrent to entering the small-order market. Newco’s
initial investment has allowed for limited-scale production, and no significant
problems are expected in obtaining the additional equipment and achieving
forecasted capacity. Further, the company has been able to manufacture a
quality product within its range of estimated costs.
.39 The founders are recognized within the industry for their technologi
cal and manufacturing expertise. Management has hired financial and produc
tion management executives, and is in the process of making its selection of
three additional salespeople from a number of candidates experienced in the
industry. Although additional production employees must be hired and
trained, the labor market is sufficient to supply an adequate labor force with
the basic technical skills needed to perform the required tasks.
Question

.40 Does management have a reasonably objective basis for presenting a
financial forecast for 19X1 and 19X2?13
13 See footnote 6 of this SOP.
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Answer’4
.41 Yes. Given the facts in this case, it appears that Newco has a reason
ably objective basis for forecasting its operations for the years 19X1 and 19X2.

.42 Newco’s product currently exists in the market and represents a
technologically proven alternative that competes with similar technologies and
alternatives based upon price. Further, the quality of its production and costs
incurred to date have been in line with management’s expectations. Accord
ingly, Newco’s ability to forecast operating results depends on the primary
assumption of the timing and quantity of sales.
.43 Management’s ability to identify competitors, analyze customers’ buy
ing motives, and evaluate the market as well as the potential end usage
demand are important determinants in forecasting sales. However, it is man
agement’s demonstrated success in identifying and establishing a specific
customer base and in establishing a bidding track record that provides an
important validation of its assessments of competition, pricing, and industry
practices; it also provides the basis for management’s sales forecast capabili
ties. Current contracts and commitments would account for a substantial
portion of forecasted sales for 19X1 and 19X2, and the company’s bidding
success rate, coupled with the imminent hiring of experienced sales personnel,
appears to provide a basis for estimated increases in sales dining those years.

Consideration of the Length of the Forecast Period
Question
.44 In practice, financial forecasts have been presented for various peri
ods of time, some of which exceed ten years. What factors should be considered
in determining the time period to be covered by a financial forecast?

Answer
.45 The Guide does not specify any fixed minimum or maximum time
period to be covered by a financial forecast. The period that appropriately may
be covered depends to a large extent on the particular circumstances of the
company involved.15 In evaluating the period to be covered by a forecast, the
responsible party should balance the information needs of users with his or her
ability to estimate prospective results; however, a reasonably objective basis
should exist for each forecasted period (month, quarter, or year) presented.16
.46 In order to be meaningful to users, the presentation of a financial
forecast ordinarily should cover at least one full year of normal opera
tions.[17] However, the degree of uncertainty generally increases with the time
14 This response is based on information presented in the question. Other information, such as
that about the economy and its effect on Newco’s industry and its forecasted results, could change
this response. The response was developed by reference to the factors included in the exhibit
[paragraph .08].
15 SEC Regulation S-K, 229.10(b)(2) states that, for certain companies in certain industries, a
(forecast) covering a two- or three-year period may be entirely reasonable. Other companies may not
have a reasonable basis for (forecasts) beyond the current year. Accordingly, the responsible party
should select the period most appropriate in the circumstances.
16 See question entitled “Periods Covered by an Accountant’s Report on Prospective Financial
Statements,” included in SOP 89-3, Questions Concerning Accountants’ Services on Prospective
Financial Statements [section 11,110.21 through .23].
[17] [Deleted.]
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span of the forecast, and at some point, the underlying assumptions may
become so subjective that no reasonably objective basis may exist for present
ing a financial forecast. It ordinarily would be difficult to establish that a
reasonably objective basis18 exists for a financial forecast extending beyond
three to five years,19 and depending on the circumstances, a shorter period may
be appropriate (for example, in the case of certain start-up or high-tech
companies it may be difficult to support an assertion that a reasonably objec
tive basis exists to present a financial forecast and, if so, for more than one
year). If it is not practical to present a financial forecast for enough future
periods to demonstrate the long-term results of an investment or other deci
sion, the presentation should include a description of the potential effects of
such results.20

Disclosure of Long-Term Results
Question
.47 Paragraph 8.34 of the Guide states that short-term forecasts may not
be meaningful in situations in which long-term results are necessary to evalu
ate the investment consequences involved. However, because uncertainty gen
erally increases with the time span, it may not be practical in all situations to
present financial forecasts for enough future periods to demonstrate long-term
results.21 In those circumstances, the presentation should include a descrip
tion of the potential effects of such results. What form of disclosure would be
appropriate in such circumstances when a financial forecast for general use
will be presented?

Answer
.48 The Guide does not provide a standard format for disclosures22 in
tended to demonstrate operating or other results beyond the forecast period
(that is, post-forecast-period disclosures),23 because it is not possible to antici
pate all the circumstances that might arise in practice. However, such disclo
sures should be based on the responsible party’s plans and knowledge of
specific events or circumstances, at the date of the forecast, that are expected
to have a material effect on results beyond the forecast period.
.49 Specific plans, events, or circumstances that might be disclosed in
clude the following:
18 See paragraphs .01 through .43 of this SOP for a discussion of factors to be considered when
evaluating whether a reasonably objective basis exists to present a financial forecast.
19 Financial forecasts for longer periods may be appropriate, for example, when long-term leases
or other contracts exist that specify the timing and amount of revenues, and when costs can be
controlled within reasonable limits.
20 See paragraph 8.34 of the Guide and paragraphs .47 through .56 of this SOP.
21 See paragraphs .44 through .46 of this SOP for a discussion of matters to consider when
evaluating the length of a forecast period.
22 Exhibit 9.10 of the Guide illustrates a disclosure that is appropriate for describing long-term
results of certain real estate projects. That illustration includes a projection that discloses the effect
on limited partners of a hypothetical sale of the property at the end of the forecast period.
23 Paragraph 4.05 of the Guide states that “because a financial projection is not appropriate for
general use, it should not be distributed to those who will not be negotiating directly with the
responsible party ... unless the projection is used to supplement a financial forecast and is for a
period covered by the forecast.” A financial projection is defined in paragraph 3.05 of the Guide as
prospective financial statements that present, to the best of the responsible party’s knowledge and
belief, an entity’s expected financial position, results of operations, and changes in financial position
(cash flows), given one or more hypothetical assumptions.
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*

Scheduled increases in loan principal

•

A planned refinancing

•

Existing plans for future expansion of production or operating facili
ties or for the introduction of new products

•

Expiration of a significant patent or contract

•

The expected sale of a major portion of an entity’s assets24

•

Scheduled or anticipated taxes that have adverse consequences for
investors

. 50 Disclosures may be limited to a narrative discussion of the responsible
party’s plans, or they may include estimates of expected effects of future
transactions or events. In all cases, however, the disclosure should be included
in, or incorporated by a reference to, the summary of significant assumptions
and accounting policies. It should also—

•

Include a title indicating that it presents information about periods
beyond the financial forecast period.

•

Include an introduction indicating that the information presented
does not constitute a financial forecast and indicating its purpose.

•

Disclose significant assumptions and identify those that are hypotheti
cal, as well as the specific plans, events, or circumstances that are
expected to have a material effect on results beyond the forecast
period.

•

State that (a) the information is presented for analysis purposes only,
(b) there is no assurance that the events and circumstances described
will occur, and (c) if applicable, the information is less reliable than
the information presented in the financial forecast.

. 51 The purpose of the disclosures discussed herein is to provide users
with additional information useful in analyzing forecasted results. However,
the information relates to periods beyond the forecast period, and management
generally does not have a reasonably objective basis for presenting it as
forecasted information. Accordingly, the disclosures are less reliable than
those that are included in a financial forecast. Such disclosures should not be
presented comparatively to forecasted results on the face of the financial
forecast or in related summaries of results (for example, in a summary of
investor benefits), or as a financial projection,25 since such presentations could
be misleading. The following examples illustrate the types of disclosures that
may be appropriate.
Example 1
Note A: Supplemental Information Related to the Three Years Ending Decem
ber 31,19X826
24 See footnote 22 of this SOP.
25 Paragraph 3.05 of the Guide provides the definition of a financial projection. Paragraph 4.05
states that a financial projection is not appropriate for general use unless it supplements a financial
forecast and is for a period covered by the forecast. SOP 89-3, Questions Concerning Accountants’
Services on Prospective Financial Statements [section 11,110], provides guidance for reporting on a
projection that supplements a financial forecast and is for a period covered by the forecast.
26 See exhibit 9.10 of the Guide and SOP 89-3 [section 11,110] for an alternate presentation of
long-term results when a projection is used to supplement a financial forecast and is for a period
covered by the forecast (for example, the projected sale of real estate on the last day of the forecasted
period).
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While management is unable to prepare a financial forecast for the three-year
period ending December 31,19X8, it believes that the following information is
necessary for users to make a meaningful analysis of the forecasted results.
Management’s forecast anticipates operation of each of the three properties
described therein during the five-year period ending December 31, 19X5.
Current plans are to continue operation of all three properties through Decem
ber 31,19X8, at which time the properties will be offered for sale. The following
table illustrates the pre-tax effect to limited partners of a sale of properties at
December 31, 19X8, and the subsequent liquidation of the partnership. The
table is based on the following hypothetical assumptions:27
•

Column A is based on the assumption that the property will be sold
(or foreclosed) for the balance of the mortgage notes at December 31,
19X8.

•

Columns B and C are based on the assumption that the properties will
be sold at estimated market values, which are calculated by capitalizing
estimated cash flows from operations for the year immediately preced
ing the sale at rates of 7 percent and 9 percent, respectively.

•

The estimated balance of outstanding mortgage notes at December 31,
19X8, is based on the assumption that the partnership will continue to
make payments in accordance with existing terms of the mortgage
notes. Note 7 to the financial forecast describes the partnership’s
outstanding mortgage notes and related payment terms.

•

Management has estimated net operating cash flow (in total and per
unit) for the three years ending December 31,19X8, using assumptions
substantially the same as those used in its financial forecast for the five
years ending December 31, 19X5. In preparing the estimate, 19X5
forecasted rental income and forecasted operating expenses and man
agement fees were increased by 5 percent per year.
A

B

c

Sale at
Sale at
Sale for
Existing
a 7%
a 9%
Mortgage Capitalization Capitalization
Balance
Rate
Rate

Cash distributions to limited partners:
For the forecast period
For the three-year period ending
December 31, 19X8
Net from sale and dissolution
Less original capital contribution

$xxx

$xxx

$xxx

XXX
XXX
(XXX)

XXX
XXX
(XXX)

XXX
XXX
(XXX)

Net pre-tax cash flow from partnership

$xxx

$xxx

$xxx

Taxable income—gains and losses:
For the forecast period

$xxx

$xxx

$xxx

For the three-year period ending
December 31,19X8

$xxx

$xxx

$xxx

From sale and dissolution

$xxx

$xxx

$xxx

27 To be consistent with the purpose of disclosing the hypothetical sale of the entity’s real estate
investment, the capitalization rate assumed should be consistent with the assumptions used in the
forecast as well as the entity’s and the industry’s experience.
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This information is less reliable than the information presented in the financial
forecast and, accordingly, is presented for analysis purposes only. Further,
there can be no assurance that events and circumstances described in this
analysis will occur.

xample
E

2

Note B: Supplemental Information Related to Periods Beyond the Forecast
Period
While management is unable to prepare a financial forecast for periods beyond
19X5, it believes that the following information is necessary for users to make
a meaningful analysis of the forecasted results.

Management’s forecast for the three years ending December 31, 19X5,
anticipates sales of its Model 714 High Tech Laser Analyzers and related
equipment in the amounts of $13,500,000, $14,000,000, and $14,500,000,
respectively. Such sales represent approximately 50 percent of the Company’s
sales for the forecast period and were the major reason for the Company’s
growth in 19X0 and 19X1. The Company is currently a leader in laser technol
ogy, and its Model 714 Analyzer is now widely used by the industry. However,
the Company expects sales ofthis product to peak in 19X5 and decline in periods
subsequent to the forecast period. The Company is currently developing the
Model 714A High Tech Analyzer, which is an improvement on the Model 714
Analyzer, and an X series visual modulator and laser scanner.
This information is less reliable than the information presented in the
financial forecast and, accordingly, is presented for analysis purposes only.
Further, there can be no assurance that the events and circumstances described
herein will occur.

Question
.52 A responsible party may prepare a financial forecast that requires
disclosures like those illustrated in paragraphs .47 through .51 of this SOP,
and he or she may request an accountant to compile or examine the forecast.
What is the accountant’s responsibility for such disclosures when he or she
provides a compilation or examination service?

Answer
.53 In applying procedures to provide assurance that the forecast con
forms to AICPA presentation guidelines in an examination, or in reading the
forecast for conformity with the guidelines in a compilation, the accountant
should consider whether such disclosures are required and, if so, whether they
are made. The accountant is not required to design specific procedures to
identify conditions and events that might occur beyond the forecast period.
Rather, the accountant’s consideration is based on information about manage
ment’s existing plans, future events, and circumstances obtained during the
course of the engagement.28
.54 Disclosures of long-term results are included in the notes to the
financial forecast and are, therefore, covered by the accountant’s standard
report. Accordingly, the extent of procedures performed depends on whether
the engagement is a compilation or an examination. Compilation and exami
nation procedures for engagements for prospective financial statements are
included in chapters 12 and 15 of the Guide, respectively. When those proce
dures are performed, consideration should be given to whether (a) the disclo28 The accountant is not responsible for anticipating future events, circumstances, or manage
ment plans. Further, the accountant’s report does not imply assurance that all such matters that
might occur beyond the forecast period have been disclosed.
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sures are consistent with management’s existing plans and knowledge of
future events and circumstances, and (b) the disclosures are presented in
conformity with the guidelines in paragraph .50 of this SOP.

.55 If, when performing a compilation engagement, the accountant con
cludes, on the basis of known facts, that the disclosures are obviously inappro
priate, incomplete, or misleading, given their purpose, or the disclosures are
not presented in conformity with the guidelines given in paragraph .50, the
accountant should discuss the matter with the responsible party and propose
an appropriate revision of the disclosures. If the responsible party does not
agree to revise the disclosures, the accountant should follow the guidance in
chapters 12 and 14 of the Guide.

.56 If, when performing an examination engagement, the accountant has
reservations about the disclosures or if he or she is unable to apply procedures
to such disclosures considered necessary in the circumstances, the accountant
should discuss such matters with the responsible party and propose appropri
ate revision of the disclosures. If the responsible party will not agree to revision
of the disclosures, the accountant should follow the guidance in chapter 16 of
the Guide.

The Accountant's Consideration of Whether the
Responsible Party Has a Reasonably Objective Basis
for Presenting a Financial Forecast
Question
.57 Paragraph 10.14 of the Guide indicates that an accountant who has
been engaged to compile or examine a financial forecast should consider
whether the responsible party has a reasonably objective basis to present a
forecast.29 In considering whether the responsible party has a reasonably
objective basis, the accountant would consider whether sufficiently objective
assumptions can be developed for each key factor. Do the procedures in
chapters 12 and 15 of the Guide, “Compilation Procedures” and “Examination
Procedures,” respectively, contemplate such a consideration?

Answer
.58 Yes. An accountant may become aware of information that raises
questions about whether the responsible party has a reasonably objective basis
for presenting a financial forecast as he or she performs the procedures
required for a compilation (see paragraph 12.10 of the Guide), particularly
when making inquiries about key factors (see paragraph 12.10c of the Guide),
reading the forecast, and considering whether significant assumptions appear
to be not obviously inappropriate (see paragraph 12.10(ii) of the Guide). In any
event, paragraph 10.14 of the Guide states that whether the responsible party
has a reasonably objective basis to present a forecast would be a factor in the
accountant’s consideration about whether the presentation would be mislead
ing (see paragraph 12.10j of the Guide).30 In an examination engagement, the
29 See paragraph 7.03 of the Guide.
30 The accountant’s compilation procedures do not contemplate an evaluation of the support for
underlying assumptions, which is required in an examination of prospective information. Because of
the limited nature of the procedures, a compilation does not provide assurance that the accountant
will become aware of significant matters that might be disclosed by more extensive procedures.
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accountant considers whether the responsible party has a reasonably objective
basis for presenting a financial forecast when he or she evaluates the
support underlying the assumptions thereto. In either case, the guidance
for preparers given in paragraphs .01 through .43 of this SOP may be useful to
the accountant.31

Effective Date
.59 The presentation guidelines in this SOP are effective for prospective
financial information prepared on or after August 31, 1992. The guidance on
accountants’ services is effective for engagements in which the date of comple
tion of the accountants’ services on prospective financial information is August
31, 1992, or later. Early application of the provisions of this statement is
encouraged.

31 Often, an accountant considers whether a preparer has a reasonable objective basis to present
a financial forecast before accepting an engagement to perform compilation or examination services.
In that case, the guidance in paragraphs .01 through .43 of this SOP may be particularly useful.
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Statement of Position 92-4
Auditing Insurance Entities' Loss Reserves
May, 1992

NOTE
This Statement of Position presents the recommendations of the Auditing
Insurance Entities’ Loss Reserves Task Force of the Insurance Companies
Committee regarding the audit of the liability for loss reserves on the financial
statements of property and liability insurance entities in an audit conducted in
accordance with generally accepted auditing standards. It has been reviewed by
the chairman of the Auditing Standards Board for consistency with existing
auditing standards. AICPA members may have to justify departures from the
recommendations in this Statement of Position if their work is challenged.

Introduction
.01 This statement of position (SOP) is designed to assist auditors in
developing an effective audit approach when auditing loss reserves of insur
ance entities. It is intended to supplement the AICPA Audit and Accounting
Guide Audits ofProperty and Liability Insurance Companies (audit guide). The
SOP assumes the reader is familiar with the audit guide, particularly those
sections in chapter 4 that describe the claims cycle.

Scope
.02 The guidance in this SOP applies to audits of property and liability
insurance enterprises (stock and mutuals), reciprocal or interinsurance ex
changes, pools, syndicates, captive insurance companies, and other similar
organizations such as public entity risk pools. The overall concepts discussed
herein are applicable to all lines of insurance; however, this study uses exam
ples and illustrations from the more traditional lines of property and liability
insurance.
.03 This SOP does not cover certain auditing issues tangentially related
to loss reserves, including the evaluation of—

•

Premium deficiencies.

•

Transfer of risk.

•

Credit risk on reinsurance contracts.

•

Effects of discounting loss reserves.

•

Other financial statement amounts that may be affected by loss
reserves such as contingent commissions.
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Effective Date
.04 This statement of position is effective for audits of financial state
ments for periods ending after December 15,1992.
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Chapter 1

ACCOUNTING FOR LOSS RESERVES
.05 This chapter provides background on accounting for loss reserves and
describes the applicable authoritative literature in this area. The audit guide
(paragraphs 4.01 through 4.04) presents the following description of generally
accepted accounting principles and statutory accounting practices for insur
ance entities.

Accounting Practices
4.01 The specialized industry accounting principles for insurance enterprises
are described in FASB Statement No. 60, FASB Statement No. 97, FASB
Statement No. 113, SOP 92-5, Accounting for Foreign Property and Liability
Reinsurance, SOP 94-5, Disclosures of Certain Matters in the Financial State
ments of Insurance Enterprises, and SOP 97-3, Accounting by Insurance and
Other Enterprises for Insurance-Related Assessments.

4.02 Under GAAP, liabilities for the cost of unpaid claims, including estimates
of the cost of claims incurred but not reported, are accrued when insured events
occur. The liability for unpaid claims should be based on the estimated ultimate
cost of settling the claims (that is, the total payments expected to be made) and
should include the effects of inflation and other social and economic factors.
Estimated recoveries on unpaid claims, such as salvage, subrogation, and
reinsurance, are deducted from the liability for unpaid claims. A liability for
those adjustment expenses expected to be incurred in the settlement of unpaid
claims should be accrued when the related liability for unpaid claims is accrued.
Changes in estimates of the liabilities resulting from their periodic review and
differences between estimates and ultimate payments are reflected in the
income of the period in which the estimates are changed or the claim is settled.
If the liabilities for impaid claims and claim-adjustment expenses are dis
counted (that is, the liabilities are not recorded at their ultimate cost because
the time value of the money is taken into consideration), the amount of the
liabilities presented at present value in the financial statements and the range
of interest rates used to discount those liabilities are required to be disclosed.
For public companies, the SEC staff issued Staff Accounting Bulletin No. 62,
Discounting by Property/Casualty Insurance Companies, which discusses the
appropriate accounting and financial reporting when a company adopts or
changes its policy with respect to discounting certain unpaid claims liabilities
related to short-duration insurance contracts. The SEC issued Financial Re
porting Release No. 20, Rules and Guide for Disclosures Concerning Reserves
for Unpaid Claims and Claim Adjustment Expenses of Property-Casualty
Underwriters, which requires additional disclosures concerning the underwrit
ing and claims reserving experience of property-casualty underwriters. The
SEC staff also issued StaffAccounting Bulletin No. 87, Contingency Disclosures
on Property/Casualty Insurance Reserves for Unpaid Claim Costs, which
provides guidance concerning those uncertainties surrounding property and
casualty loss reserves that may require FASB Statement No. 5 contingency
disclosures and Staff Accounting Bulletin No. 92, Accounting and Disclosures
Relating to Loss Contingencies, which provides the SEC staffs interpretation
of current accounting literature relating to the following:
•

Offsetting of probable recoveries against probable contingent liabilities

•

Recognition of liabilities for costs apportioned to other potential respon
sible parties
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•

Uncertainties in estimation of the extent of environmental or product
liability

•

The appropriate discount rate for environmental or product liability, if
discounting is appropriate

•

Accounting for exit costs

•

Financial statement disclosures and disclosure of certain information
outside the basic financial statements

Statutory Accounting Practices
4.03 Statutory accounting practices (SAP), which vary by state, are similar to
GAAP for transactions in the claims cycle—estimated liabilities for unpaid
claims, including IBNR [incurred but not reported] and claim-adjustment
expenses, are accrued when the insured events occur; however, there are
certain differences. Under SAP, reinsurance recoverable on unpaid losses is
deducted from the liability for unpaid claims. For certain lines of insurance,
such as auto liability, general liability, medical malpractice, and workers’
compensation, a minimum statutory reserve may be required. The formula for
determining this reserve is described in the footnotes to Schedule P in the NAIC
Annual Statement. If it is determined that an additional statutory reserve is
needed, this amount is reported as a separate liability and a reduction from
surplus.
4.04 Discounting of loss reserves varies by state. SAP generally permits dis
counting settled lifetime workers’ compensation claims and accident and health
long-term disability claims at discount rates of 4 percent or less. In some states,
medical malpractice liability claims may also be discounted. For statutory
reporting purposes, reinsurance recoverable balances are segregated between
those recoverable from companies authorized by the state to transact reinsur
ance and those recoverable from other companies, called unauthorized reinsur
ers. Insurance companies are required to provide a reserve by a charge to
surplus for reinsurance that is recoverable from unauthorized companies. The
reserve is provided to the extent that funds held or retained for account of such
companies are exceeded or not secured by trust accounts or by letters of credit.

[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature, April 1998.]
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Chapter 2
THE LOSS RESERVING PROCESS

Types of Business and Their Effect on the
Estimation Process
.06 The reporting and payment characteristics of a company’s losses will
differ depending on the types of policies written. Insurance policies may be
categorized in several different ways:
•

By policy duration (short duration or long duration)

•

By type of coverage provided (occurrence basis or claims-made basis)

•

By kind of insurance underwritten (for example, property, liability,
workers’ compensation, and reinsurance)1

Policy Duration
.07 Insurance policies are considered to be either short-duration or longduration. Policies are considered short-duration when the contract provides for
insurance coverage for a fixed period of short duration and enables the insurer
to cancel the contract or adjust the provisions of the contract at the end of the
contract period. Policies are considered long-duration when the contract pro
vides for insurance coverage for an extended period and is not generally subject
to unilateral changes in its provisions. Because most policies written by prop
erty and liability insurance companies are short-duration policies, only shortduration contracts are considered in this SOP.

Type of Coverage
.08 Insurance policies may be issued on either an occurrence basis or a
claims-made basis. Occurrence-basis policies provide coverage for insured
events occurring during the contract period, regardless of the length of time
that passes before the insurance company is notified of the claim. Under
occurrence-basis policies, claims may be filed months or years after the policy
contract has expired, making it difficult to estimate the eventual number of
claims that will be reported. Theoretically, a pure claims-made policy only
covers claims reported to the insurer during the contract period; however, in
practice, claims-made policies generally cover claims reported to either the
insurer or the insured during the contract period. As a result, claims may be
reported to the insurer after the contract expires. Even if claims have been
reported to the insurer during the contract period, it may take several months
for the insurer to investigate and establish a case reserve for reported claims.
In practice, most claims-made insurance policies contain “extended reporting”
clauses or endorsements that provide for coverage, in specified circumstances,
of claims occurring during the contract period but reported after the expiration
of the policy. In many states, a claims-made insurance policy is required to (a)
contain an extended-reporting clause, (b) provide for the purchase, at the
policyholder’s option, of “tail coverage,” that is, coverage for events occurring
1 The terms line of business and type of risk are used interchangeably to mean kind of insurance
underwritten.
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during the policy term but reported after the initial policy expires, or (c)
provide for automatic tail coverage upon the death, disability, or retirement of
the insured. Thus, in practice, claims-made policies can resemble occurrence
basis policies. If a claims-made insurance policy provides for coverage of claims
incurred during the policy period but reported to the insurer after the end of
the policy period, loss reserve requirements for such claims should be consid
ered.

Kind of Insurance Underwritten, Line of Business, or Type of Risk
.09 The kind of insurance underwritten by property and liability insur
ance companies may be broadly categorized into five classes of coverage:
property, liability, workers’ compensation, surety, and fidelity. Additionally,
policies may be written as primary coverage or reinsurance assumed. Para
graphs 4.09 through 4.13 in chapter 4 of the audit guide describe the loss
characteristics of different types of coverage.

.10 Some lines of insurance are commonly referred to as “long-tail” lines
because of the extended time required before claims are ultimately settled.
Examples of long-tail lines are automobile bodily injury liability, workers’
compensation, professional liability, and other lines such as products and
umbrella. Lines of insurance in which claims are settled relatively quickly are
called “short-tail” lines. It is generally more difficult to estimate loss reserves
for long-tail lines because of the long period that elapses between the occur
rence of a claim and its final disposition, and the difficulty of estimating the
settlement value of the claim.

Components of Loss Reserves
.11 Loss reserves are an insurer’s estimate of its liability for the unpaid
costs of insured events that have occurred. An insurance company’s loss
reserves consist of one or more of the components described below. All of these
components should be considered in the loss-reserving process but may not
have to be separately estimated.
Case-basis reserves—The sum of the values assigned by claims adjusters to
specific known claims that were recorded by the insurance company but not yet
paid at the financial statement date. Chapter 4 of the audit guide describes the
most common methods used by companies to establish case-basis reserves.

Case-development reserves—The difference between the case-basis reserves
and the estimated ultimate cost of such recorded claims. This component
recognizes that case-basis reserves, which are estimates based on incomplete
or preliminary data, will probably differ from ultimate settlement amounts.
Accordingly, a summation of case-basis reserve estimates may not produce the
most reasonable estimate of their ultimate cost.
Incurred but not reported (IBNR)—The estimated cost to settle claims arising
from insured events that occurred but were not reported to the insurance
company as of the financial statement date. This component includes reserves
for claims “in transit,” that is, claims reported to the company but not yet
recorded and included in the case-basis reserve.
Reopened-claims reserve—The cost of future payments on claims closed as of
the financial statement date that may be reopened due to circumstances
unforeseen at the time the claims were closed.
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Sometimes, case-development reserves, IBNR, and the reopened-claims re
serve are calculated as a single reserve and broadly referred to as IBNR. In
addition to the basic components of loss reserves, a company will also need to
estimate the effect of the following components:
Reserves for loss adjustment expenses (LAE).
•

These include the following:

Allocated loss adjustment expenses (ALAE)—Expenses incurred in the

claim settlement process that can be directly associated with specific
claims, such as legal fees or outside adjuster fees. If this reserve is
estimated on a case basis, a reserve for ALAE development, IBNR, and
reopened claims should be provided.
•

Unallocated loss adjustment expenses (ULAE)—Expenses

incurred in
the claim settlement process that cannot be directly associated with
specific claims, such as costs incurred by the insurer’s claims opera
tions to record, process, and adjust claims.

Reduction for salvage—The estimated amount recoverable by the insurer from

the disposition of damaged or recovered property. Potential salvage on paid and
unpaid losses should be considered in this estimate.
Reduction for subrogation—The

estimated amount recoverable from third
parties from whom the insured may have the right to recover damages. The
insured, having collected benefits from the insurer, is required to subrogate
such rights to the insurer.

Drafts outstanding—Some

insurance companies may elect to pay claims by
draft rather than by check and may not record the drafts as cash disbursed
until the drafts are presented to the insurer by the bank. A liability for drafts
outstanding is required only if cash disbursements and claim statistical infor
mation are not recorded concurrently, thereby creating a timing difference.
Because the claim statistical information is updated to reflect the payment, no
loss reserve is recorded for the claim; however, because the draft has not been
presented, a drafts outstanding liability is required.
Reserves for assessments based on paid losses—The estimated amount of future

assessments relating to payments on losses incurred prior to the financial
statement date. An example is assessments by state workers’ compensation
second-injury funds. Such assessments are recorded as losses and should be
considered in the loss reserving process.

that will be recovered from reinsurers for
losses and LAE accrued, including IBNR losses accrued. Amounts receivable
from reinsurers on paid and unpaid losses are generally classified as assets.

Reinsurance receivables—Amounts

[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature, April 1998.]

.12 Many insurance companies do not separately value each of the re
serve components listed above. Frequently, an insurance company’s reserve for
case development is combined with its reserve for IBNR claims. Reinsurance
and other recoveries may be netted against claim payments in the insurance
company’s records. In those situations, all reserve estimates are also net of
recoveries; separate analysis is then performed to determine the appropriate
amount to record as the reinsurance receivable asset. ALAE may be combined
with loss payments and included in these components. [Revised to reflect the
conforming changes necessary due to the issuance of recent authoritative
literature, April 1998.]
AICPA Technical Practice Aids
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Estimating Methods
.13 Various analytical techniques exist to assist management, consulting
actuaries, and independent auditors in estimating and evaluating the reason
ableness of loss reserves. These techniques generally consist of statistical
analyses of historical experience and are commonly referred to as loss reserve
projections.
.14 Loss reserve projections are used to develop loss reserve estimates.
Understanding and assessing the variability of these estimates and the reli
ability of historical experience as an indicator of future loss payments require
a careful analysis of the historical loss data and the use of projection methods
that are sensitive to the particular circumstances.

.15 The data used for projections is generally grouped by line of business
and may be further classified by attributes such as geographic location, under
writing class, or type of coverage to improve the homogeneity of the data within
each group. The data is then arranged chronologically. The following are dates
that are key to classifying the chronology of the data.
Policy date—The date on which the contract becomes effective (also referred to
as the underwriting date).

Accident date—The date on which the accident (or loss) occurs.
Report date—The date on which the company first receives notice of the claim.
Record date—The date on which the company records the claim in its statistical
system.

Closing date—The date on which the claim is closed.
.16 After the data has been grouped by line of business and by chronology,
it may then be arrayed to facilitate the analysis of the data, highlight trends,
and permit ready extrapolation of the data. The following are examples of types
of data that are commonly arrayed and analyzed:

•

Losses paid

•

Losses incurred

•

Case reserves outstanding

•

Claim units reported

•

Claim units paid

•

Claim units closed

•

Claim units outstanding

•

ALAE paid

•

ALAE outstanding

•

Salvage and subrogation recovered

•

Reinsurance recovered

•

Reinsurance receivable

•

Premiums earned

•

Premiums in force

•

Exposures earned

•

Policies in force

§11,230.13
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[Revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature, April 1998.]

.17 The data may be cumulative or incremental, gross or net of reinsur
ance, gross or net of salvage and subrogation, or combined with allocated loss
adjustment data. The data may be stratified by size of loss or other criteria.
Because claim data and characteristics such as dates, type of loss, and claim
counts significantly affect reserve estimation, controls should be established
over the recording, classification, and accumulation of historical data used in
the determination of loss reserves. Exhibit B-2 in appendix B of the audit guide
presents examples of such control activities. [Revised to reflect the conforming
changes necessary due to the issuance of recent authoritative literature, April
1998.]
. 18 Loss reserve projections can be performed using a variety of mathe
matical approaches ranging from simple arithmetic projections using loss
development factors to complex statistical models. Projection methods basi
cally fall into three categories:

•

Extrapolation of historical loss dollars

•

Projection of separate frequency and severity data (the number of
claims that will be paid or closed and the average costs of these claims)

•

Use of expected loss ratios

. 19 Within each of these methods, there are a variety of techniques and
loss data that may be used; there are also methods that combine features of
these basic methods. No single projection method is inherently better than any
other in all circumstances.

.20 Following is a brief summary of some commonly used projection
methods.
Method

Loss Extrapolation
Paid loss
Incurred loss
Average Severities
Loss Ratio

Basis
Uses only paid losses. Outstanding case reserves are
not considered.
Uses paid losses plus reserves on outstanding claims.
Uses various claim count and average cost per claim
data on either a paid or incurred basis.
Uses various forms of expected losses in relation to
premiums earned.

.21 The decision to use a particular projection method and the results
obtained from that method should be evaluated by considering the inherent
assumptions underlying the method and the appropriateness of these assump
tions to the circumstances. Stability and consistency of data are extremely
important. Changes in variables, such as rates of claim payments, claim
department practices, case-basis reserving adequacy, claim reporting rates,
mix of business, reinsurance retention levels, and the legal environment, may
have a significant effect on the projection and may produce distortions or
conflicting results. Reference should be made to the section in this chapter
titled “Changes in the Environment” for a discussion of how changes in
variables may affect the loss-reserving process. The results of any projection
should be reviewed for reasonableness by analyzing the resultant loss ratios
and losses per measure of exposure.
AICPA Technical Practice Aids
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Illustrative Projection Data
.22 The following tables are simple illustrations of the use of the loss
extrapolation method to estimate ultimate losses, as well as the effects of
considering the results of more than one projection. In these illustrations, the
result of extrapolating incurred-loss data is compared with the result of ex
trapolating paid-loss data. These tables are presented solely for the purpose of
illustrating the mathematical mechanics of the two projections. They do not
illustrate the required analysis of the data, and consideration of internal and
external environmental variables that may affect the claim payment and loss
reserving process.

.23 Table 1 presents an illustration of historical incurred-loss data. It
reflects, as an example, that the sum of paid losses and case reserves outstand
ing at the end of 19X0 was $2,054; that sum increased to $2,717 in the next
year and increased to $3,270 five years later.
.24 This incurred-loss data is first used to calculate historical period-toperiod incurred-loss development factors. These factors are used to compare
the amount of incurred losses at successive development stages, and are
illustrated in table 2, part 1.
.25 The calculation of average historical period-to-period incurred-loss
development factors may be based on the use of simple averages of various
period-to-period factors or may be based on more complex weighting or trend
ing techniques. These techniques can significantly affect the reserving process
and require judgment, understanding, and experience. In this example, a
simple average of the latest three period-to-period factors has been calculated
and is presented in table 2, part 2.

Table 1
Case-Basis Incurred-Loss Data as of 12/31/X9
Development Period (in months)
Accident
Year

19X0
19X1
19X2
19X3
19X4
19X5
19X6
19X7
19X8
19X9

12

24

36

48

60

72

$2,054 $2,717 $2,979 $3,095 $3,199 $3,348
2,213 2,980 3,269 3,461 3,551 3,592
2,341 3,125 3,513 3,695 3,798 3,849
2,492 3,502 3,928 4,177 4,313 4,369
2,964 4,246 4,859 5,179 5,315 5,376
3,394 4,929 5,605 5,957 6,131
3,715 5,433 6,162 6,571
4,157 5,912 6,771
4,573 6,382
4,785

84

96

108

120

$3,270 $3,286 $3,299 $3,301
3,631 3,643 3,651
3,872 3,876
4,392

.26 Once historical period-to-period incurred-loss development factors
are calculated, future period-to-period incurred-loss development factors must
be selected. The future period-to-period factors must reflect anticipated differ
ences between historical and future conditions that affect loss development,
such as changes in the underlying business, different inflation rates, or case
basis reserving practices. In the example, no differences are anticipated and
the average historical factors have been chosen as the selected factors as shown
in table 2, part 2. The selected future period-to-period factors are then used to
produce ultimate incurred development factors. The ultimate factors are pre
sented in table 2, part 3.
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Table 2
Period-to-Period Incurred-Loss Development Factors as of 12/31/X9

Accident
Year

12-24

24-36

_________________________ Development Period (in months)_____________
Est.
36-48 48-60 60-72 72-84 84-96 96-108 108-120 Tail

Part 1: Period-to-Period Historical Loss Development Factors
1.323† 1.096 1.039 1.034 1.047 0.977 1.005
19X0
19X1
1.347 1.097 1.059 1.026 1.012 1.011 1.003
1.335 1.124 1.052 1.028 1.013 1.006 1.001
19X2
19X3
1.405 1.122 1.063 1.033 1.013 1.005
19X4
1.433 1.144 1.066 1.026 1.011
19X5
1.452 1.137 1.063 1.029
19X6
1.462 1.134 1.066
19X7
1.422 1.145
19X8
1.396
Part 2: Period-to-Period Average Development Factors

1.004
1.002

1.001

1.003

1.001

1.000

1.427 1.139 1.065 1.029 1.012 1.007 1.003 1.003
Part 3: Ultimate Development Factors Selected for the Projection
1.828* 1.281 1.125 1.056 1.026 1.014 1.007 1.004

1.001

1.000

1.001

1.000

Simple Average ofLatest Three

1.427

1.139

1.065

1.029

1.012

1.007

1.003

Selected Factors

Applies when the development period is determined to be longer than the period covered
by the model (assumed to be 1.000 in this illustration).
† The 24-month developed losses are divided by the 12-month developed losses from
table 1 ($2,717/$2,054 = 1.323).
* The product of the remaining factors (1.427 X 1.139 X 1.065 X 1.029 X 1.012 X 1.007
X 1.003 X 1.003 X 1.001 X 1.000 = 1.828) or the product of the 12-24 selected factor times
the 24-36 ultimate factor (1.427 X 1.281 = 1.828).
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.27 The loss reserve analysis has now reached the point where an initial
projection of ultimate losses, as well as an indicated provision for unreported
losses for each accident year, can be made by using the historical incurred-loss
data and the ultimate incurred-loss development factors. This initial projection
of ultimate losses is presented in table 3.
.28 Tables 4 and 5 present paid-loss data for the same company whose
incurred-loss data was presented in table 1. The array of paid-loss period-toperiod development factors presented in table 5 is derived from table 4 using
the same calculation methods used for incurred losses in table 2. The impor
tance of the use of a tail factor in this calculation is apparent from the
period-to-period historical loss development factors calculated in table 5. The
tail factor represents an estimate of the development of losses beyond the
period covered by the data array. In this instance, a tail factor of 1.01 was
selected to project an additional 1 percent of losses to be paid from the tenth
development year to ultimate. Selection of a tail factor requires careful
judgment based on consideration of industry experience for the line of
business, actuarial studies, case reserves, and any other relevant informa
tion.
.29 The initial projection of ultimate losses, using the historical paid
losses and the paid-loss ultimate development factors, is presented in table 6.
.30 Table 7 compares the results of extrapolating paid-loss data (table 6)
with the results of extrapolating incurred-loss data (table 3).
.31 Although all accident periods should be analyzed and trends evalu
ated, it is clear that additional analysis of accident year 19X9 losses is required.
The difference between the results obtained from the two different projections
is significant. Initial inspection will trace the source of the difference to the
high level of losses paid in 19X9 for accident year 19X9 relative to case-basis
incurred losses for the same period. The loss reserving analysis must focus on
whether the increase in payments represents an acceleration of payment
activity or an increase in the overall level of losses incurred in 19X9. The
benefit of using more than one projection is that it allows for this kind of
analysis and comparison in the evaluation of loss reserves.
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Table 3
Incurred-Loss Projection as of 12/31/X9

Accident
Year

Case-Basis
Incurred Losses
as of 19X9

(1)
19X0
19X1
19X2
19X3
19X4
19X5
19X6
19X7
19X8
19X9
Total

(2)
$ 3,301
3,651
3,876
4,392
5,376
6,131
6,571
6,771
6,382
4,785
$51,236

Ultimate
Incurred-Loss
Development
Factors†

Projected
Ultimate Losses
(2) x (3)

(4)
$ 3,301
3,655
3,892
4,423
5,451
6,290
6,939
7,617
8,175
8,747
$58,490

(3)
1.000.
1.001
1.004
1.007
1.014
1.026
1.056
1.125
1.281
1.828

Projected
Unreported
Losses
(4) - (2)

(5)

$

0
4
16
31
75
159
368
846
1,793
3,962
$7,254

* From table 1
† From table 2, part 3

Table 4
Paid-Loss Data as of 12/31/X9
Development Period (in months)

Accident
Year

19X0
19X1
19X2
19X3
19X4
19X5
19X6
19X7
19X8
19X9

12

24

36

48

60

72

84

96

108

120

$ 896 $1,716 $2,291 $2,696 $3,041 $3,096 $3,185 $3,235 $3,262 $3,276
872 1,840 2,503 2,973 3,261 3,429 3,538
3,5893,624
968 1,975 2,683 3,185 3,494 3,670 3,763 3,819
968 2,130 2,968 3,571 3,942 4,147 4,274
1,201 2,580 3,673 4,421 4,860 5,114
1,348 2,996 4,207 5,115 5,632
1,340 3,146 4,520 5,496
1,384 3,428 4,960
1,568 3,696
2,243
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Table 5
Period-to-Period Paid-Loss Development Factors as of 12/31/X9
Development Period (in months)

Accident
Year

12-24

24-36

36-48

48-60

60-72

72-84

84-96

Est
96-108 108-120 Tail

Part 1: Period-to-Period Historical Loss Development Factors†

1.016
1.014
1.015

1.008
1.010

1.004

1.015

1.009

1.004

1.010

2.394 1.429 1.212 1.101 1.051 1.029 1.015 1.009
Part 3: Ultimate Development Factors Selected for the Projection†

1.004

1.010

1.014

1.010

19X0
19X1
19X2
19X3
19X4
19X5
19X6
19X7
19X8

1.915
2.110
2.040
2.200
2.148
2.223
2.348
2.477
2.357

1.335
1.360
1.358
1.393
1.424
1.404
1.437
1.447

1.177
1.188
1.187
1.203
1.204
1.216
1.216

1.128
1.097
1.097
1.104
1.099
1.101

1.018
1.052
1.050
1.052
1.052

1.029
1.032
1.025
1.031

Part 2: Period-to-Period Average Development Factors
Simple Average of Latest Three

2.394

1.429

1.212

1.101

1.051

1.029

Selected Factors

5.127

2.142

1.499

1.237

1.123

1.069

1.039

1.023

Applies when the development period is determined to be longer than the period covered
by the model (assumed to be 1.010 in this illustration).
Computations are the same as those explained in table 2.
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Table 6
Paid-Loss Projection as of 12/31/X9

Accident
Year

Paid Losses
as of 19X9

(1)
19X0
19X1
19X2
19X3
19X4
19X5
19X6
19X7
19X8
19X9
Total

(2)
$ 3,276
3,624
3,819
4,274
5,114
5,632
5,496
4,960
3,696
2,243
$42,134

Ultimate Loss
Development
Factors

Projected
Ultimate
Losses (2) x (3)

(3)
1.010
1.014
1.023
1.039
1.069
1.123
1.237
1.499
2.142
5.127

(4)
$ 3,309
3,675
3,907
4,439
5,465
6,325
6,796
7,434
7,916
11,500
$60,766

Projected
Unreported
Losses

(5)

$

8
24
31
47
89
194
225
663
1,534
6,715
$9,530

* Represents the projected ultimate losses from table 6, column 4, less the recorded
case-basis incurred losses from table 3, column 2.

Table 7
Alternative Projections of Ultimate Losses and
Unreported Losses as of 12/31/X9

Ultimate Losses
Accident
Year

Incurred

Paid

19X0
19X1
19X2
19X3
19X4
19X5
19X6
19X7
19X8
19X9
Total

$ 3,301
3,655
3,892
4,423
5,451
6,290
6,939
7,617
8,175
8,747
$58,490

$ 3,309
3,675
3,907
4,439
5,465
6,325
6,796
7,434
7,916
11,500
$60,766
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Incurred

0
4
16
31
75
159
368
846
1,793
3,962
$7,254
$

Paid

8
24
31
47
89
194
225
663
1,534
6,715
$9,530
$
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Loss Adjustment Expense Reserves
.32 Loss adjustment expense reserves are the costs that will be required
to settle claims that have been incurred as of the valuation date. As explained
in paragraph .11, loss adjustment expenses (LAE) can be classified into two
broad categories: allocated loss adjustment expenses (ALAE) and unallocated
loss adjustment expenses (ULAE).

ALAE Reserve Calculation Approaches
.33 ALAE is generally analyzed by line of business; however, it is also
important to monitor the composition of the paid ALAE by cost component. A
shift in the composition of the costs in relation to the total might affect the
statistical data used in the related loss projections. This shift would need to be
considered in future loss reserve projections.
.34 Many companies calculate ALAE reserves based on the relationship
of ALAE to losses. Underlying this approach is a basic assumption that ALAE
will increase or decrease in proportion to losses. The setting of reserves for
ALAE based on the relationship of paid ALAE to paid losses is referred to as
the “paid-to-paid ratio” approach. Separate ratios are normally developed for
each accident year. Inflation in ALAE is not typically evaluated separately;
rather, it is estimated to occur at the same rate as the rate of inflation in the
losses. The validity of this assumption can be tested by reviewing historical
relationships between ALAE and losses over time. The effects of a pattern of
increasing or decreasing ratio of ALAE to losses should be considered in
establishing ALAE reserves. An understanding of the claim department’s
operations and philosophy over time is essential to a proper interpretation of
the data.
.35 Other approaches to ALAE reserve calculation and analysis include
(a) analyzing ALAE entirely apart from the related loss costs using methods
that compare the development of ALAE payments at various stages and (b)
using combined loss and ALAE data in situations where it appears likely that
this would produce more accurate estimates (e.g., when the company has
changed its claim defense posture so that defense costs increase and loss costs
decrease). In this latter approach, statistical tests and projections are based on
the combined data for losses and ALAE.
.36 Some companies establish case-basis reserves for certain types of
ALAE or increase case-basis loss reserves by a stated percentage to provide for
ALAE. In either case, additional ALAE reserves should be provided for the
development of case-basis reserves and IBNR.

ULAE Reserve Calculation Approaches
.37 ULAE reserves are often provided for by using the calendar year
paid-to-paid method rather than the accident year paid-to-paid method used
for ALAE reserves. Although the paid-to-paid ratios establish the relationship
of the ULAE payments to the loss payments, the timing of the ULAE payments
is also critical to estimation of the ULAE reserves. For example, some compa
nies assume that a portion of ULAE costs is incurred when a claim is placed on
the books and the remaining portion is incurred when the claim is settled. For
reported claims, the cost of placing the claim on the books has been incurred,
so it is only necessary to provide a reserve for the remaining portion at
settlement. For IBNR claims, it is necessary to provide for all of the ULAE.
Some companies perform internal studies to establish the methods and ratios
to be used in their calculations.
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.38 The ULAE reserves should provide for inflation. The assumption that
ULAE will inflate at a rate equal to the rate at which losses inflate should be
periodically reviewed. The rate should also be adjusted for expected technologi
cal or operational changes that might cause economies or inefficiencies in the
claim settlement process.

.39 If paid-to-paid ULAE ratios will be calculated for each line of busi
ness, a reasonable basis for allocating paid ULAE by line of business should be
established.

Changes in the Environment
.40 Loss reserve projections are used to estimate loss reporting patterns,
loss payment patterns, and ultimate claim costs. An inherent assumption in
such projections is that historical loss patterns can be used to predict future
patterns with reasonable accuracy. Because many variables can affect past and
future loss patterns, the effect of changes in such variables on the results of
loss projections should be carefully considered.
.41 Identification of changes in variables and consideration of their effect
on loss reserve projections are critical steps in the loss reserving process. The
evaluation of these factors requires the involvement of a loss reserve specialist
as well as input from various operating departments within the company such
as the marketing, underwriting, claims, actuarial, reinsurance, and legal
departments. Management’s use of a specialist in determining loss reserves is
discussed in paragraphs .44 through .47 of this SOP.

.42 Variables to be considered in evaluating the results of loss reserve
projections include those variables affecting inherent and control risk de
scribed in the Appendix [paragraph .107] of this SOP. If changes in variables
have occurred, mechanical application of loss projection methods may result in
unreasonable estimates of ultimate claim costs. Changes in variables can be
considered in the loss reserving process in a variety of ways, including—
•

Selection of loss projection method(s). Loss projection methods vary
in their sensitivity to changes in the underlying variables and to the
length of the claim emergence pattern. When selecting a loss projection
method, consideration should be given to how a change in the under
lying data will affect that method. For example, if management has
adopted a policy to defer or accelerate the settlement of claims, a
paid-loss extrapolation method will probably produce unreliable re
sults. In that case, an incurred-loss extrapolation or other methods
may produce better estimates of ultimate losses.

•

Adjustment of underlying historical loss data. In certain cases, the
effect of changed variables can be isolated and appropriately reflected
in the historical loss data used in the loss projection. For example, if
policy limits are relatively consistent for all policies in a block of
business, and if these limits have recently been reduced by a constant
amount, historical loss data can be adjusted to exclude amounts in
excess of the revised policy limits.

•

Further segregation of historical loss data. Certain changes in vari
ables can be addressed by further differentiating and segregating
historical loss data. For example, if a company begins to issue claimsmade policies for a line of business for which it traditionally issued
occurrence-basis policies, segregation of data between the two types of
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policies should minimize the effect of the different reporting patterns.
Such segregation should produce more accurate loss reserve projec
tions for the occurrence-basis policies. (However, loss development
data relating to the claims-made policies will be limited in the initial
years.)
The effect of certain
changes in variables can be isolated and separately computed as an
adjustment to the results of other loss projection methods. For exam
ple, if claim cost severity has increased (an increase in auto repair
costs) or is expected to increase beyond historic trends, an additional
reserve can be separately computed to reflect the effect of such actual
or anticipated increases.

•

Separate calculation of the effect of variables.

•

In many instances, the magnitude or effect
of a change in a variable will be uncertain. The establishment of loss
reserves in such situations requires considerable judgment and knowl
edge of the company’s business. Following is an example of an envi
ronmental variable that may have uncertain effects on loss reserve
estimates.
Qualitative assessments.

Superfund legislation enacted by Congress seeks recovery from anyone who
ever owned or operated a particular contaminated site or from anyone who ever
generated or transported hazardous materials to a site. These parties are
commonly referred to as potentially responsible parties, or PRPs. Potentially,
the liability can extend to subsequent owners or to the parent company of a
PRP.

Estimates of the cost of cleaning up hazardous waste sites currently on the
so-called Superfund list are in the hundreds of billions of dollars. Third-party
damages, legal defense costs, and cleanup expenses for non-Superfund sites
will add significantly to this figure. It is conceivable, but by no means certain,
that some portion of these costs will ultimately be borne by the insurance
industry under pre-1986 liability coverages because insurance companies that
wrote general liability or commercial multiperil policies prior to 1986 used
policy forms that did not contain the “absolute” pollution exclusion currently
in standard use within the industry. Some insureds are arguing that coverage
should be afforded under these contracts for their potential liability for the
cleanup of inactive hazardous waste sites or other similar environmental
liabilities. Most insurers are vigorously resisting such arguments with mixed
success in the courts. Although some major U.S. corporations and specialized
industries have begun to litigate pollution liability coverage issues, these cases
may represent only the tip of the iceberg. Potential for additional litigation
exists in the form of non-Superfund claims that will be reported to insurers in
the future.
Although the largest environmental liabilities are likely to arise from chemical
producers, petroleum processors, and other “heavy” industries, any company
writing liability coverage has some environmental liability exposure for service
stations, dry cleaners, hardware stores, paint stores, gardening supply stores,
small metal plating operations, and the like. Even homeowners’ policies are
potentially exposed to the cleanup costs for leaks from underground heating oil
storage tanks.

The development of environmental and similar claims may not follow the usual
development pattern of general liability claims, with which they are usually
grouped. When the activity of these claims is sufficient to distort the recorded
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development of the company, the distorting activity should be isolated from the
development history so that an accurate projection of the remaining claims can
be made. Management’s process of assessing its environmental and similar
exposure should include procedures to—
•

Insure that all data elements are recorded on each incoming claim or
precautionary notice.

•

Assess the company’s exposure to these types of liability claims by
considering such factors as the types of risks historically written,
layers of coverage provided, the policy language employed, and recent
decisions rendered by courts.

•

Determine whether any portion of potential liability costs is probable
and reasonably estimable.

. 43 Financial Accounting Standards Board (FASB) Statement of Finan
cial Accounting Standards No. 5, Accounting for Contingencies, and Interpre
tation No. 14, Reasonable Estimation of the Amount ofa Loss, provide guidance
for the accounting and disclosure of loss contingencies.

Use of Specialists by Management in Determining
Loss Reserves
. 44 Management is responsible for making the accounting estimates
included in the financial statements. As explained in the previous sections of
this chapter, the process of estimating loss reserves is complex and involves
many subjective judgments. Accordingly, the determination of loss reserves
should involve an individual with a sufficient level of competence and experi
ence in loss reserving, including knowledge about the kind(s) of insurance for
which a reserve is being established and an understanding of appropriate
methods available for calculating loss reserve estimates. These individuals are
referred to as “loss reserve specialists” in this SOP. The specialist’s level of
competence and experience should be commensurate with the complexity of the
company’s business, which is affected by such factors as the kind(s) of insur
ance underwritten and the environmental and risk considerations listed in the
Appendix [paragraph .107] of this SOP. Criteria that may be considered in
determining whether an individual qualifies as a loss reserve specialist include
the aforementioned as well as the following:

•

Knowledge of various projection techniques, including their strengths
and weaknesses and applicability to various lines of insurance

•

Knowledge of changes in the environment in which the company
operates, including regulatory developments, social and legal trends,
court decisions, and other factors described in more detail in the
Appendix and the effect that these factors will have on the emergence
and ultimate cost of these claims

. 45 The Casualty Actuarial Society (CAS) offers a course of study and
examinations that are designed to train individuals to be, among other things,
loss reserve specialists. In addition, the American Academy of Actuaries estab
lishes qualification standards for its members who practice in this area.
Although many casualty actuaries may therefore be qualified to be loss reserve
specialists, other individuals, through their experience and training, may also
be qualified. Training and experience should provide individuals with knowl
AICPA Technical Practice Aids
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edge about different policy forms and coverages, current developments in
insurance, and environmental factors that might affect the loss reserving
process. Training and experience should also provide individuals with knowl
edge that will enable them to apply appropriate methods of estimating loss
reserves. The extent of this knowledge and ability should be commensurate
with the complexity and kinds of business written.

. 46 Many insurance companies use loss reserve specialists who are em
ployees or officers of the company. In addition, many companies engage con
sulting casualty actuaries to either assist in the determination of the loss
reserve estimate or to perform a separate review of the company’s loss reserve
estimate. The scope of work to be performed by the consulting actuary is a
matter ofjudgment by company management. Usually, the consulting actuary
will issue a report summarizing the nature of the work performed and the
results. Since 1990, the Annual Statement has required a Statement of Actu
arial Opinion relating to loss and loss adjustment expense reserves.

. 47 Because the process of estimating loss reserves is complex and in
volves many subjective judgments, the absence of involvement by a loss reserve
specialist in the determination of management’s estimate may constitute a
reportable condition and possibly a material weakness in the entity’s internal
control structure. Statement on Auditing Standards (SAS) No. 60, Communi
cation of Internal Control Related Matters Noted in an Audit, describes the
auditor’s responsibility to communicate reportable conditions to the audit
committee. A discussion of the auditor’s use of loss reserve specialists is
included in chapter 4.
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Chapter 3
AUDIT PLANNING

Audit Objectives
.48 SAS No. 57, Auditing Accounting Estimates, states that the auditor’s
objective when evaluating accounting estimates is to obtain sufficient compe
tent evidential matter to provide reasonable assurance that—
a.

All accounting estimates that could be material to the financial
statements have been developed.

b.

Those accounting estimates are reasonable in the circumstances.

c.

The accounting estimates are presented in conformity with applica
ble accounting principles and are properly disclosed.

.49 When auditing loss reserves, the auditor is primarily concerned with
obtaining sufficient competent evidential matter to support the assertions
inherent in a company’s financial statements. SAS No. 31, Evidential Matter,
as amended by SAS No. 80, describes the relationship between assertions
embodied in the financial statements, audit objectives, and substantive audit
procedures. The financial statement assertions related to loss reserves are set
forth below. This listing supplements the illustrations of financial statement
assertions for the claims cycle presented in exhibit B-2 in appendix B of the
audit guide. [Revised to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]
Financial Statement
Assertions_____

Existence, Rights,
Obligations

Completeness and
Valuation

AICPA Technical Practice Aids
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• Claims represent valid obligations of
the insurance company. The policy is in
force when the loss is incurred and
covers the related risk event. Claimants
and others receiving payment are bona
fide and entitled to payments within
applicable policy provisions.
• Guidelines for adjusting claims and
authorizing payment are established
and being followed.
• Loss reserves are established for all
losses resulting from insured events
(reported and unreported) that
occurred prior to the balance sheet date.
• Appropriate reserving methods are
accurately applied and result in loss
reserve estimates that represent the
ultimate cost of settling all probable
losses. Appropriate reductions in
reserves have been taken for
reinsurance ceded and salvage and
subrogation recoverable.
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Financial Statement
Assertions_____

Presentation and
Disclosure

Audit Objectives

• All relevant claims data, including
payment and recovery data, are
appropriately recorded in the
underlying financial and statistical
records.
• All loss reserves are appropriately
recorded on the balance sheet and the
income statement reflects the changes
therein.
• Loss reserves are properly accumulated
in the underlying financial records.
• Claims transactions are properly
accumulated in the underlying
financial and statistical records.
• Payments and recoveries are recorded
in the proper period; a proper cutoff is
established.
• Loss reserves and related components
have been properly summarized,
classified, and described and all
matters necessary to a proper
understanding of these items have been
disclosed.

Audit Planning
.50 In planning the audit, the auditor should obtain a thorough under
standing of the company’s overall operations and its claim reserving and
payment practices. In addition, the auditor should obtain or update his or her
knowledge of the entity’s business and the various economic, financial, and
organizational conditions that create risks for companies in the insurance
industry.

.51 The auditor performing or supervising the audit of loss reserves
should have knowledge about loss reserving including knowledge about the
kind(s) of insurance for which a reserve is being established and an under
standing of the appropriate methods available for calculating loss reserves.
Knowledge about loss reserving is ordinarily obtained through experience,
training courses, and by consulting sources such as industry publications,
textbooks, periodicals, and individuals knowledgeable about loss reserving. As
stated in paragraph .98 of this SOP, if the auditor is not a loss reserve
specialist, he or she should use the work of an outside loss reserve specialist in
the audit. The auditor should obtain a level of knowledge about loss reserving
that would enable him or her to understand the methods or assumptions used
by the specialist.
.52 Ordinarily, audit procedures performed to obtain sufficient evidence
to support assertions about loss reserves are time consuming and may be
performed most efficiently when initiated early in the fieldwork.

.53 The auditor should determine that all loss reserve components, all
lines of business, and all accident years that could be material to the financial
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statements have been considered in developing the overall reserve estimate.
The components of loss reserves are described in chapter 2 of this SOP.

.54 The estimate of loss reserves will frequently affect other accounting
estimates contained in the financial statements. While these other accounting
estimates are not the subject of this SOP, the auditor should also evaluate
accounting estimates for such items as contingent commissions, retrospective
premium adjustments, policyholder dividends, recoverability of deferred ac
quisition costs, premium deficiencies, state assessments based on losses paid,
minimum statutory reserves, and the liability or allowance for unauthorized
or uncollectible reinsurance.

Audit Risk and Materiality
.55 Audit risk and materiality are the key criteria in determining the
nature, timing, and extent of audit procedures to be performed and in evaluat
ing whether the financial statements taken as a whole are presented fairly.
Considerations of audit risk and materiality should be addressed in the plan
ning stage of an audit and should be used to develop and support an audit
approach. For most insurance companies, the largest liability on the balance
sheet is loss reserves, and the largest expense on the income statement is
incurred losses; therefore, both are material to the financial statements. In
addition, loss reserve estimates are based on subjective judgments and, there
fore, involve a high level of inherent risk. For these reasons, loss reserves
typically are the area with the highest audit risk in a property and liability
insurance entity. Reference should be made to the Appendix [paragraph .107]
of this SOP for examples of factors that may affect the auditor’s assessment of
inherent and control risk.

Audit Risk
.56 SAS No. 47, Audit Risk and Materiality in Conducting an Audit,
provides guidance on audit risk and materiality as they relate to planning and
performing an audit. Materiality judgments are made in light of surrounding
circumstances and necessarily involve both quantitative and qualitative con
siderations. The auditor’s consideration of materiality is a matter of profes
sionaljudgment and is influenced by the auditor’s perception of the needs of a
reasonable person relying on the financial statements. Some factors to be
considered in establishing materiality levels for estimates such as loss reserves
are the company’s operating results and the company’s financial position. The
auditor should also consider the measurement bases that external financial
statement users will focus on when making decisions. [Paragraph added to
reflect the conforming changes necessary due to the issuance of recent authori
tative literature, April 1998.]
.57 SAS No. 47 states that the auditor has a responsibility to plan and
perform the audit to obtain reasonable assurance that misstatements, whether
caused by error or fraud, that are material to the financial statements are
detected. SAS No. 82, Consideration ofFraud in a Financial Statement Audit,
provides specific guidance to auditors in fulfilling their responsibility to plan
and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement caused by fraud. [Para
graph added to reflect the conforming changes necessary due to the issuance
of recent authoritative literature, April 1998.]
AICPA Technical Practice Aids
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.58 SAS No. 82 requires the auditor to assess the risk of material mis
statement due to fraud and consider that assessment in designing the audit
procedures to be performed. In making this assessment, the auditor should
consider fraud risk factors that relate to both (a) misstatements arising from
fraudulent financial reporting and (6) misstatements arising from misappro
priation of assets in the following categories:
Fraudulent Financial Reporting
•

Management’s characteristics and influence over the control environ
ment.

•

Industry conditions.

•

Operating characteristics and financial stability.

Misappropriation ofAssets

•

Susceptibility of assets to misappropriation.

•

Controls.

[Paragraph added to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]

.59 In addition to requiring the auditor to assess the risk of material
misstatement due to fraud, SAS No. 82 provides guidance on how the auditor
responds to the results of that assessment, provides guidance on the evaluation
of audit test results as they relate to the risk of material misstatement due to
fraud, describes related documentation requirements, and provides guidance
regarding the auditor’s communication about fraud to management, the audit
committee, and others. [Paragraph added to reflect the conforming changes
necessary due to the issuance of recent authoritative literature, April 1998.]
.60 SAS No. 47 defines audit risk as “the risk that the auditor may
unknowingly fail to appropriately modify his opinion on financial statements
that are materially misstated.” In other words, audit risk is the risk that the
auditor will give an unqualified opinion on financial statements that are
materially incorrect. SAS No. 47 states that audit risk consists of three
components (see paragraphs .61 through .63 below). [Paragraph renumbered
and revised to reflect the conforming changes necessary due to the issuance of
recent authoritative literature, April 1998.]

.61 Inherent Risk. Inherent risk is the susceptibility of an assertion to a
material misstatement, assuming that there are no related controls. The risk
of such misstatement is greater for some assertions and related balances or
classes than for others. In addition to those factors that are peculiar to a
specific assertion for an account balance or class of transactions, factors that
relate to several or all of the balances or classes may influence the inherent risk
related to an assertion for a specific balance or class. Loss reserves generally
are based on subjective judgments about the occurrence of certain events that
have not yet been fully reported, developing trends, and the outcome of future
events. Due to the subjectivity and inherent imprecision involved in making
such judgments, estimating loss reserves requires considerable analytical
ability and an extensive understanding of the business. [Paragraph renum
bered and revised to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]
.62 Control Risk. Control risk is the risk that a material misstatement
that could occur in an assertion will not be prevented or detected on a timely
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basis by the entity’s controls. That risk is a function of the effectiveness of the
design and operation of controls in achieving the entity’s broad control objec
tives relevant to an audit of the entity’s financial statements. Some control risk
will always exist because of the inherent limitations of internal control. The
degree of control risk associated with significant accounting estimates is
usually greater than the risk for other accounting processes because account
ing estimates involve a greater degree of subjectivity, are less susceptible to
control, and are more subject to management influence. It is difficult to
establish controls over errors in assumptions or estimates of the future out
come of events in the same way that controls can be established over the
routine accounting for completed transactions. In addition, there is a potential
for management to be biased about their assumptions; accordingly, a high level
of professional skepticism should be exercised by the auditor. The likelihood
that loss reserve estimates will contain misstatements of audit importance can
be reduced by using competent people in the estimation process and by imple
menting practices to enhance the reasonableness of estimates, such as requir
ing that persons making the estimates retain documented explanations and
other support for assumptions and methodologies used, and perform retrospec
tive tests of past performance. [Paragraph renumbered and revised to reflect
the conforming changes necessary due to the issuance of recent authoritative
literature, April 1998.]

.63 Detection Risk. Detection risk is the risk that the auditor will not
detect a material misstatement that exists in an assertion. Detection risk is a
function of the effectiveness of an auditing procedure and of its application by
the auditor. It arises partly from uncertainties that exist when the auditor does
not examine 100 percent of an account balance or class of transactions and
partly because of other uncertainties that exist even if he or she were to
examine 100 percent of the balance or class. Such other uncertainties arise
because an auditor might select an inappropriate auditing procedure, misapply
an appropriate procedure, or misinterpret the audit results. These other uncer
tainties can be reduced to a negligible level through adequate planning and
supervision and conduct of a firm’s audit practice in accordance with appropri
ate quality control standards. Due to the relatively high inherent and control
risk associated with loss reserves, detection risk is significant in the audit of
loss reserves but may be mitigated by adequate planning, supervision, and
conduct of the audit. Adequate planning should identify the existing inherent
and control risk factors so that they may be adequately addressed in the audit.
[Paragraph renumbered and revised to reflect the conforming changes neces
sary due to the issuance of recent authoritative literature, April 1998.]

Materiality
.64 SAS No. 47 provides guidance on audit risk and materiality as they
relate to planning and performing an audit. Materiality judgments are made
in light of surrounding circumstances and necessarily involve both quantita
tive and qualitative considerations. The auditor’s consideration of materiality
is a matter of professional judgment and is influenced by the auditor’s percep
tion of the needs of a reasonable person relying on the financial statements.
Some factors to be considered in establishing materiality levels for loss reserve
estimates are the company’s operating results and the company’s financial
position. The auditor should also consider the measurement bases that exter
nal financial statement users will focus on when making decisions. [Paragraph
renumbered to reflect the conforming changes necessary due to the issuance of
recent authoritative literature, April 1998.]
AICPA Technical Practice Aids

§11,230.64

30,576

Statements of Position

Chapter 4
AUDITING LOSS RESERVES

Auditing the Claims Data Base
.65 The historical experience of an insurance entity is generally the
primary source of information on which loss reserve estimates are based;
therefore, the creation of reliable data bases, within an insurance company, is
extremely critical to the determination of loss reserve estimates. When evalu
ating loss reserves, the auditor should consider the reliability of the historical
information generated by the insurance company. [Paragraph renumbered to
reflect the conforming changes necessary due to the issuance of recent authori
tative literature, April 1998.]
.66 The auditor should determine what historical data and methods have
been used by management in developing the loss reserve estimate and whether
he or she will rely on the same data or other statistical data in evaluating the
reasonableness of the loss reserve estimate. After identifying the relevant
data, the auditor should obtain an understanding of the controls related to the
completeness, accuracy, and classification of the loss data; assess control risk
for assertions about loss reserves; and determine the nature, timing, and
extent of substantive tests that will be performed for these assertions. Because
claim data and characteristics such as dates and type of loss can significantly
influence reserve estimation, the auditor should test the completeness, accu
racy, and classification of the claim loss data. Chapter 4 and exhibit B-2 in
appendix B of the audit guide provide more extensive guidance on auditing the
claims cycle. [Paragraph renumbered to reflect the conforming changes neces
sary due to the issuance of recent authoritative literature, April 1998.]

Evaluating the Reasonableness of the Estimate

Selecting an Audit Approach
.67 SAS No. 57 states that the auditor should obtain an understanding of
how management developed the accounting estimates included in the financial
statements. The loss reserve estimate is a significant estimate on the financial
statements of an insurance entity. Accordingly, regardless of the approach
used to audit the loss reserve estimate, the auditor should gain an under
standing of how management developed the estimate. The auditor should use
one or a combination of the following approaches in evaluating the reasonable
ness of the accounting estimates:
a.

b.

Review and test the process used by management to develop the
estimate.
Develop an independent expectation of the estimate to corroborate
the reasonableness of management’s estimate.

Review subsequent events or transactions occurring prior to comple
tion of fieldwork.
[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]
c.
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.6 8 When auditing loss reserve estimates, usually approach a, b, or a
combination of the two is used. Normally, approach c alone is insufficient to
provide reasonable assurance because claims are usually reported to insurance
companies and settled over a period of time extending well beyond a normal
opinion date. However, approach c may provide additional information con
cerning the reasonableness of loss reserve estimates, particularly for short-tail
lines of business, when used in combination either with approach a or b or with
both. [Paragraph renumbered to reflect the conforming changes necessary due
to the issuance of recent authoritative literature, April 1998.]
.6 9 When planning the audit, the auditor chooses to use either approach
a or b, or a combination of both approaches, depending on his or her expectation

of what approach will result in sufficient competent evidential matter in the
most cost-effective manner. Either approach can be used and, depending on
client circumstances, either approach may be effective. However, when man
agement has not used the services of a loss reserve specialist in developing its
loss reserve estimate, approach a, reviewing and testing management’s proc
ess, is not appropriate. In this circumstance, approach b, developing an inde
pendent expectation, should be used. [Paragraph renumbered to reflect the
conforming changes necessary due to the issuance of recent authoritative
literature, April 1998.]

Reviewing and Testing the Process Used by Management to
Develop the Estimate
.7 0 The auditor may assess the reasonableness of an accounting estimate
by performing procedures to test the process used by management to make the
estimate. This approach may be appropriate when loss reserve estimates are
recommended by an outside loss reserve specialist and management accepts
those recommendations, when loss reserve specialists employed by the com
pany are responsible for recommending the estimates, or when both outside
and internal specialists are used. [Paragraph renumbered to reflect the con
forming changes necessary due to the issuance of recent authoritative litera
ture, April 1998.]
.7 1 A company that uses an outside loss reserve specialist to develop loss
reserve recommendations may engage the specialist to evaluate only the
company’s major lines of business or only certain components of the loss
reserves. In either circumstance, the auditor should determine whether a
different approach is needed for auditing the items not reported on by the loss
reserve specialist. [Paragraph renumbered to reflect the conforming changes
necessary due to the issuance of recent authoritative literature, April 1998.]

.7 2 If the auditor reviews and tests the process used by management to
develop its estimate, and management’s estimate differs significantly from the
recommendations developed by its specialists, appropriate procedures should
be applied to the factors and assumptions that resulted in the difference
between management’s estimate and the specialists’ recommendations. Such
procedures should include discussion with management and its specialists. It
is management’s responsibility to record its best estimate of loss reserves in
the financial statements. [Paragraph renumbered to reflect the conforming
changes necessary due to the issuance of recent authoritative literature, April
1998.]
.7 3 SAS No. 57 identifies the following as procedures the auditor may
consider performing when using this approach. Some of the procedures listed
AICPA Technical Practice Aids
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below apply to the process management uses to supply data to the loss reserve
specialist, some apply to the process used by the specialist to develop recom
mendations, some apply to the process used by management to review and
evaluate those recommendations, and some apply to the process management
uses to translate the specialist’s recommendations into the loss reserve esti
mates recorded in the financial statements.

a.

Identify whether there are controls over the preparation ofaccounting
estimates and supporting data that may be useful in the evaluation.
Controls over the preparation of accounting estimates may include—

•

Procedures for selecting independent loss reserve specialists or
hiring internal specialists, including procedures for determining
that the specialist has the requisite competence in loss reserv
ing, knowledge of the company’s types of business, and under
standing of the different methods available for calculating loss
reserve estimates.

•

Procedures for reviewing and evaluating the recommendations
of the loss reserve specialist.

•

Procedures to ensure that the methods used to calculate the loss
reserve estimate are appropriate and sufficient in the circum
stances.

Controls over the preparation of supporting data, in addition to those
discussed in chapter 4 and exhibit B-2 in appendix B of the audit
guide, may include—

b.

§11,230.73

•

Procedures for verifying that data used by the loss reserve
specialist is appropriately summarized and classified from the
company’s claims data base.

•

Procedures for ensuring that data actually used by the loss
reserve specialist is complete and accurate.

•

Procedures to substantiate and determine the appropriateness
of industry or other external data sources used in developing
assumptions (for example, data received from involuntary risk
pools).

Identify the sources of data and factors that management used in
forming the assumptions, and consider whether such data and factors
are relevant, reliable, and sufficient for the purpose, based on infor
mation gathered in other audit tests. Sources of data and factors
used may include—

•

Company historical claims data from its own data bases, includ
ing changes and trends in the data.

•

Company information on reinsurance levels and changes from
prior years’ reinsurance programs.

•

Data received from involuntary risk pools such as the National
Council on Compensation Insurance.

•

Industry loss data from published sources.

•

Internal company experience or information from published
sources concerning recent trends in socioeconomic factors affect
ing claim payments, such as—
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—

General inflation rates and specific inflation rates for medi
cal costs, wages, automobile repair costs, and the like.

—

Judicial decisions assessing liability.

—

Judicial decisions regarding noneconomic damages.

—

Changes in legislation affecting payment levels and settle
ment practices.

Consider whether the company’s data is sufficient to have adequate
statistical credibility (e.g., to allow the “law of large numbers” to work
for the company’s estimates). Consider whether the types of industry
data used in developing assumptions are relevant to the company’s
book of business, considering policy limits, reinsurance retention,
geographic and industry concentrations, and other appropriate fac
tors.

c.

d.

Consider whether there are additional key factors or alternative
assumptions about the factors. Key factors and potential alternative
assumptions that might be considered include—
•

Changes in the company’s experience or trends in loss reporting
and settlements. Increases in the speed of the settlement of
claims may lead to assumptions that paid development levels
will be lower in the future, or may indicate changes in the
company’s procedures for processing claims that could lead to
increased development in the future.

•

Divergence in company experience relative to industry experi
ence. Such divergence might later result in company develop
ment experience that reduces the divergence or might be
indicative of a change in a company’s experience with a book of
business.

•

Changes in a company’s practices and procedures relating to
recording and settling claims.

•

A company’s reinsurance programs and changes therein.

•

Changes in a company’s underwriting practices such as new or
increased use of managing general agents.

•

New or changed policy forms or coverages.

•

Recent catastrophic occurrences.

Evaluate whether the assumptions are consistent with each other, the
supporting data, relevant historical data, and industry data. As
sumptions that should be evaluated include not only explicit assump
tions but also the assumptions inherent in various loss projection
methods.

•

Paid loss projection methods assume that a company’s historical
experience relating to the timeliness of settlement will be pre
dictive of future results.

•

Reported (incurred) loss development projection methods as
sume that a company’s experience in estimating case-basis re
serves will be repeated in the future.
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e.

Analyze historical data used in developing the assumptions to assess
whether it is comparable and consistent with data ofthe period under
audit, and consider whether the data is sufficiently reliable for the
purpose. Consider whether the company’s past methods of estimat
ing loss reserves have resulted in appropriate estimates and whether
current data (for example, current-year development factors) indi
cate changes from prior experience. Consider how known changes in
the company’s loss reporting procedures and settlement practices
have been factored into the estimate. Consider how changes in
reinsurance programs, in the current period and during historical
periods, have been factored into management’s estimates.

f.

Consider whether changes in the b usiness or industry may cause other
factors to become significant to the assumptions. Consider such
changes as—

•

New lines of business and classes of business within lines.

•

Changes in reinsurance programs.

•

Changes in the regulatory environment, such as premium rate
rollbacks and regulation.

•

Changes in the method of establishing rates and changes in
methods of underwriting business.

g.

Review available documentation of the assumptions used in develop
ing the accounting estimates, inquire about any other plans, goals,
and objectives of the entity, and consider their relationship to the
assumptions. A company’s practices concerning loss settlement,
such as a practice of vigorously defending suits or of quickly settling
suits, can have a significant effect on a company’s loss experience.

h.

Consider using the work of a specialist regarding certain assump
tions. Using the work of a specialist is discussed in SAS No. 73, Using
the Work ofa Specialist, and in paragraphs .98 through.100 of this SOP.

i.

Test the calculations used by management to translate the assump
tions and key factors into the accounting estimate. Consider whether
all lines of business and accident years are included in the loss
reserve estimate. Consider how reinsurance recoverable, salvage,
and subrogation have been included.

[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]

Developing an Independent Expectation of the Estimate
.7 4 Based on his or her understanding of the facts and circumstances, the
auditor may independently develop an expectation of the estimate by using
other key factors or alternative assumptions about those factors. This approach
is required whenever management has not used the services of a loss reserve
specialist in developing its loss reserve estimate and may be appropriate to
assist the auditor in assessing the variability of the loss reserve estimates,
even when management does use a loss reserve specialist. The auditor fre
quently develops independent projections because this method may result in a
more cost-effective method of obtaining sufficient competent evidential matter.
[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]
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. 75 When this approach is used, the auditor should use an outside loss
reserve specialist (the auditor may also be a loss reserve specialist) to develop
the independent expectation of the loss reserve estimate. The use of a specialist
is discussed in paragraphs .98 through .100 of this SOP. [Paragraph renum
bered to reflect the conforming changes necessary due to the issuance of recent
authoritative literature, April 1998.]

Analytical Procedures
. 76 Various analytical procedures may be used in the evaluation of loss
reserve trends and data, such as the analysis of—

•

Loss ratios.

•

Loss frequency and severity statistics.

•

Claim cost by exposure units.

•

Adequacy/redundancy of prior year reserves.

•

Average case reserves.

•

Claim closure rates.

•

Paid to incurred ratios.

[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]

. 77 Such analyses include comparison of trends and data with industry
averages or other expectations. Evaluation would normally be performed by
line of business and accident or report year. [Paragraph renumbered to reflect
the conforming changes necessary due to the issuance of recent authoritative
literature, April 1998.]

Loss Reserve Ranges
.

78 As stated in SAS No. 57:

Estimates are based on subjective as well as objective factors and, as a result,
judgment is required to estimate an amount at the date of the financial
statements. Management’s judgment is normally based on its knowledge and
experience about past and current events and its assumptions about conditions
it expects to exist and courses of action it expects to take.

Accordingly, loss reserves may develop in a number of ways and a reserve for
a particular line of business or accident year may prove to be redundant or
deficient when analyzed in a following period. Loss reserves considered to be
adequate in prior periods may need to be adjusted at a later date as a result of
events outside the control of the insurance company that create the need for a
change in estimate. Such events include future court decisions and periods of
inflation, in which rates may change significantly from period to period and
affect the payout of claims. As a result of the circumstances described above,
the need to adjust loss reserve estimates in future periods because of future
events that are not predictable at the balance sheet date should not be
interpreted as evidence of an error or poor loss reserving practices in the past.
[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]
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.79 Because the ultimate settlement of claims is subject to future events,
no single loss reserve estimate can be considered accurate with certainty. An
audit approach should address the inherent variability of loss reserve esti
mates and the effect of that variability on audit risk. The development of a
single loss reserve projection, by itself, does not address the concept of variabil
ity and may not provide sufficient evidence to evaluate the reasonableness of
the loss reserve provision in the financial statements. An analysis of the
reasonableness of loss reserve estimates ordinarily should include an analysis
of the amount of variability in the estimate. One way to perform this analysis
is to consider a range of loss reserve estimates bounded by a high and a low
estimate. The high and low ends of the range should not correspond to an
absolute best-and-worst-case scenario of ultimate loss settlements, because
such estimates may be the result of unlikely assumptions. The range should be
realistic and therefore should not include the set of all possible outcomes but
instead only those outcomes that are considered reasonable. Extreme projec
tions should be critically analyzed and, if appropriate, be adjusted, given less
credence, or discarded (this would apply to projections outside a cluster of other
logical projections that fall within a narrower range). [Paragraph renumbered
to reflect the conforming changes necessary due to the issuance of recent
authoritative literature, April 1998.]
.80 Another way to address the variability of the loss reserve estimate is
to develop a best estimate and to supplement it with qualitative analysis that
addresses the variability of the estimate. Qualitative analysis involves consid
eration of the factors affecting the variability of loss reserves and integrating
such factors into a determination of the range of reasonable estimates around
a best estimate. Such factors, among others, include the mix of products
underwritten, losses incurred by the insurance industry for similar coverages
and underwriting years, and the correlation between past and current business
written. In any analysis, a thorough working knowledge of the risk factors is a
prerequisite to setting a realistic range. Whether the auditor prepares a formal
reserve range or a selected estimate, factors affecting the variability of the
recorded loss reserve should be considered. The audit procedures performed for
this purpose will vary based on the characteristics of the business, the controls
the company uses to monitor such variability, and other audit procedures used.
[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]

.81 The size of the loss reserve range will vary by line of business. For
example, automobile physical damage claims may be estimated with greater
precision than product liability claims. In extreme cases, the top-to-bottom
range could extend to 50 percent and upward of the amount provided. An
example of an extreme case might be a newly formed company that writes
primarily volatile types of business. The results of operations in such a situ
ation are sensitive to future fluctuations since the loss reserve estimate is
based primarily on assumptions that will undoubtedly change over time. More
important, however, is the strain that any extremely adverse loss development
would place on such a company’s surplus. In an opposite extreme case, the
top-to-bottom range might only be 5 percent of the amount provided for a
company that only writes automobile physical damage coverages. [Paragraph
renumbered to reflect the conforming changes necessary due to the issuance of
recent authoritative literature, April 1998.]

.82 When evaluating the variability of loss reserves for an entity, the
auditor should be aware that variability within an individual risk group or line
of business may be mitigated by the variability within other risk groups or lines
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of business. In other words, it is unlikely that ultimate claim settlements for
each line of business will fall at the same end of the range. [Paragraph
renumbered to reflect the conforming changes necessary due to the issuance of
recent authoritative literature, April 1998.]

Risk Factors and Developing a Range
.83 Because loss reserves represent both reported and unreported claims
that have occurred as of the valuation date, the auditor needs to gain an
understanding of the company’s exposure to risk through the business it writes
as well as an understanding of environmental factors that may affect the
company’s loss development at the valuation date. [Paragraph renumbered to
reflect the conforming changes necessary due to the issuance of recent authori
tative literature, April 1998.]
.84 Some risk factors existing within the company that may affect the
variability of the company’s loss reserves are—

•

The frequency and severity of claims associated with a line ofbusiness.
Medical malpractice, directors’ and officers’ liability, and other lines
of business that typically produce few claims with large settlement
amounts tend to have a high degree of variability.

•

Policy characteristics. Individual lines of business can be written on
different policy forms. For example, loss reserving and its related
variability for medical malpractice written on an occurrence basis will
differ markedly when the policy is written on a claims-made basis,
especially during the early years of conversion from an occurrence to
a claims-made basis.

•

Retention levels. The greater a company’s retention level, the more
variable the results are likely to be. This increased variability is due
to the effect that one or several large losses can have on the overall
book ofbusiness. For reinsurance assumed, the concepts analogous to
retention levels are referred to as attachment points and limits.

•

The mix of a company’s business with respect to long-tail liability lines
and short-tail property lines. Typically, loss reserves on business with
longer tails exhibit greater variability than on business with shorter
tails because events affecting ultimate claim settlements may occur at
a later date.

[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]
.85 Some external factors that may affect the variability of loss reserves
are—
•

Catastrophes or major civil disorders.

•

Jury awards and social inflation arising from the legal environment
in principal states in which a company’s risks are underwritten.

•

The effect of inflation.

[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]
.86 Other risk factors that may affect the variability of loss reserve
estimates are described in the Appendix [paragraph .107] of this SOP. [Para
graph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]
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.87 The auditor should obtain an understanding of both internal and
external risk factors. This may be accomplished by a review of contracts,
inquiries of underwriters, a review of pertinent trade publications, and any
other procedures deemed necessary under the circumstances. The auditor
should consider these factors in evaluating a reasonable loss reserve range.
The best estimate may not necessarily be midway between the highest and
lowest estimates in the range, because certain factors (for example, risk
retention limits and retrospectively rated contracts) may reduce the variability
at one end of the range but not at the other. [Paragraph renumbered to reflect
the conforming changes necessary due to the issuance of recent authoritative
literature, April 1998.]

.88 When analyzing the variability of loss reserves, the auditor should be
aware of potential offsets that may serve to reduce the financial statement
effects of misstatements in the recorded loss reserves. Two common examples
are ceded reinsurance and retrospectively rated contracts (primary or reinsur
ance). Such offsets, if material, should be included in an analysis of reserve
ranges to quantify the true income statement or balance sheet effect that
results from an increase or decrease in loss reserves. [Paragraph renumbered
to reflect the conforming changes necessary due to the issuance of recent
authoritative literature, April 1998.]
.89 As noted previously in the discussion of internal risk factors and
per-risk retention levels, a lower net retention level typically would translate
into a lower variability of reserves. In addition, the auditor should consider the
workings of all significant reinsurance ceded contracts and the effect that these
contracts have on best estimates and high and low points in a range. In
considering the effect of reinsurance ceded agreements on loss reserves, the
auditor should also consider the effect on ceded reinsurance premiums. See
paragraphs .104 through .106 of this SOP for a discussion of the effects of ceded
reinsurance on loss reserve estimates. [Paragraph renumbered to reflect the
conforming changes necessary due to the issuance of recent authoritative
literature, April 1998.]
.90 A retrospectively rated feature in an insurance contract means that
increases or decreases in incurred losses may be wholly or partially offset by
changes to earned but unbilled premiums. As a result of such a clause, an
increase in loss reserves may lead to a receivable for additional premiums
while a decrease in loss reserves may be offset by a reduction in premiums.
[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]

Evaluating the Financial Effect of a Reserve Range
.91 To determine the amount of variability that is significant to the
financial statements, the financial leverage of a company should be analyzed.
Financial leverage refers to items such as reserve-to-surplus ratios. The finan
cial position of a company with a 2-to-l reserve-to-surplus ratio is less affected
by variability in its loss reserves than is a company operating at a 4-to-l ratio.
[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]
.92 Additionally, an analysis comparing the difference between recorded
loss reserves and the high and low ends of a range with key financial statement
balances, such as surplus or recorded loss reserves, might be performed.
Combining financial leverage with other materiality factors pertinent to the
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company (for example, loan covenant agreements) may provide insights into
the amount of variability that is acceptable to the auditor. Because of the
imprecise nature of estimating loss reserves, the acceptable range of loss
reserve estimates will generally be higher than that of a more tangible balance
such as accounts receivable or payable. [Paragraph renumbered to reflect the
conforming changes necessary due to the issuance of recent authoritative
literature, April 1998.]
.93 According to SAS No. 47, “If the auditor believes the estimated
amount included in the financial statements is unreasonable, he should treat
the difference between the estimate and the closest reasonable estimate as a
likely misstatement and aggregate it with other likely misstatements.” There
fore, if the recorded loss reserve is outside the realistic range, the difference
between the recorded reserve and the nearer end of the realistic reserve range
should be treated as an audit difference. This audit difference should be
considered with any other audit differences to evaluate the materiality of the
effects on the financial statements. If the difference is deemed material, the
auditor should first ask management for additional information that may have
been overlooked in the original evaluation. Then, if still necessary, the auditor
should attempt to persuade management to make an appropriate adjustment.
If management does not make an appropriate adjustment, the auditor should
consider modifying his or her report on the financial statements. [Paragraph
renumbered to reflect the conforming changes necessary due to the issuance of
recent authoritative literature, April 1998.]
.94 SAS No. 47 also states, “Since no one accounting estimate can be
considered accurate with certainty, the auditor recognizes that a difference
between an estimated amount best supported by the audit evidence and the
estimated amount included in the financial statements may be reasonable, and
such difference would not be considered to be a likely misstatement.” Accord
ingly, if the recorded loss reserve is within the reasonable range developed by
the auditor, an audit adjustment may not be appropriate. [Paragraph renum
bered to reflect the conforming changes necessary due to the issuance of recent
authoritative literature, April 1998.]
.95 The significance of the variability within a realistic reserve range
should also be evaluated against the financial statements. If the difference
between the company’s recorded reserve and the farther end of the reserve
range is deemed significant, the auditor should consider extending audit
procedures to obtain additional evidential matter relating to the reserve esti
mate. [Paragraph renumbered to reflect the conforming changes necessary due
to the issuance of recent authoritative literature, April 1998.]

.96 Management must select a single loss reserve estimate that represents
its judgment about the most likely circumstances and events. If management
develops a reasonable range, the amount recorded should be the best estimate
within that range. The auditor should obtain an understanding of the process used
by management in arriving at this estimate. In determining the reasonableness of
loss reserves, the auditor also should consider the consistency of reserve estimates
and any changes in the degree of conservatism of recorded reserves. A change in
the degree of conservatism of management’s estimate may be indicative of a
change in management’s reserve process. SAS No. 32, Adequacy of Disclosure in
Financial Statements, discusses the auditor’s responsibility to consider whether
the financial statements include adequate disclosure of material matters in light
of the circumstances and facts of which the auditor is aware. [Paragraph renum
bered to reflect the conforming changes necessary due to the issuance of recent
authoritative literature, April 1998.]
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Auditor Uncertainty About the Reasonableness of
Management's Estimate and Reporting Implications
.97 Ordinarily, the auditor would look to historical data to obtain eviden
tial matter that will provide reasonable assurance that management’s
estimate of loss reserves is reasonable in the circumstances. Such historical
data may not currently exist for certain new companies, for companies
writing significant amounts of new lines of business, or for companies with
a low volume of claims. When the historical data is not sufficient to resolve
uncertainty about the reasonableness of management’s estimate of loss
reserves and the auditor is unable to resolve that uncertainty through other
means, the auditor should consider whether management has adequately
disclosed the uncertainty in the notes to the financial statements as re
quired by FASB Statement No. 5, Accounting for Contingencies, and para
graphs 4 and 6 of FASB Interpretation No. 14, Reasonable Estimation of the
Amount ofa Loss, and SOP 94-6. A matter involving an uncertainty is one that
is expected to be resolved at a future date at which time conclusive evidential
matter concerning its outcome would be expected to become available. Conclu
sive evidential matter concerning the ultimate outcome of uncertainties cannot
be expected to exist at the time of the audit because the outcome and related
evidential matter are prospective. In these circumstances, management is
responsible for estimating the effect of future events on the financial state
ments, or determining that a reasonable estimate cannot be made and making
the required disclosures, all in accordance with GAAP, based on management’s
analysis of existing conditions. Absence of the existence of information related
to the outcome of an uncertainty does not necessarily lead to a conclusion that
the evidential matter supporting management’s assertion is not sufficient.
Rather, the auditor’s judgment regarding the sufficiency of the evidential
matter is based on the evidential matter that is, or should be, available. If, after
considering the existing conditions and available evidence, the auditor con
cludes that sufficient evidential matter supports management’s assertion
about the nature of a matter involving an uncertainty and its presentation or
disclosure in the financial statements, an unqualified opinion ordinarily is
appropriate. If the auditor is unable to obtain sufficient evidential matter to
support management’s assertions about the nature of a matter involving an
uncertainty and its presentation or disclosure in the financial statements, the
auditor should consider the need to express a qualified opinion or to disclaim
an opinion because of a scope limitation. A qualification or disclaimer of
opinion because of a scope limitation is appropriate if sufficient evidential
matter related to an uncertainty does or did exist but was not available to the
auditor for reasons such as management’s record retention policies or a restric
tion imposed by management. [Paragraph renumbered and revised to reflect
the conforming changes necessary due to the issuance of recent authoritative
literature, April 1998.]

Use of Specialists by Auditors in Evaluating
Loss Reserves
.98 It is the auditor’s responsibility to evaluate the reasonableness of the
loss reserve established by management. The procedures that the auditor
should consider in evaluating the reasonableness of the loss reserve are de
scribed in SAS No. 57. One of the procedures the auditor may consider in
evaluating the reasonableness of the loss reserve is using the work of a special
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ist. SAS No. 73 provides guidance to the auditor who uses the work of a
specialist in performing an audit of financial statements. It states that the
auditor is not expected to have the expertise of a person trained for or qualified
to engage in the practice of another profession or occupation. The Statement
also states that the auditor should evaluate the relationship of the specialist to
the client, including circumstances that might impair the specialist’s objectiv
ity. When a specialist does not have a relationship with the client, the special
ist’s work usually will provide the auditor with greater assurance of reliability.
Although SAS No. 73 does not preclude the auditor from using the work of a
specialist who is related to the client, because of the significance of loss
reserves to the financial statements of insurance companies and the complex
ity and subjectivity involved in making loss reserve estimates, the audit of loss
reserves requires the use of an outside loss reserve specialist, that is, a
specialist who is not an employee or officer of the company. The term loss
reserve specialist is defined in paragraphs .44 and .45 of this SOP. When the
auditor has the requisite knowledge and experience in loss reserving, the
auditor may serve as the loss reserve specialist. If the auditor does not possess
the level of competence in loss reserving to qualify as a loss reserve specialist,
the auditor should use the work of an outside specialist. [Paragraph renum
bered and revised to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, April 1998.]
.99 In accordance with SAS No. 73, whenever the auditor uses the work
of a specialist, the auditor should fulfill certain fundamental requirements.
The auditor should satisfy himself or herself concerning the professional
qualifications and reputation of the specialist by inquiry or other procedures.
The auditor also should consider the relationship, if any, of the specialist to the
client. An understanding should be established between the auditor, the client,
and the specialist as to the scope and nature of the work to be performed by the
specialist and the form and content of the specialist’s report. The auditor has
the responsibility to obtain an understanding of the methods or assumptions
used by the specialist to determine whether the findings of the specialist are
suitable for corroborating representations in the financial statements. These
responsibilities apply to all the situations described in paragraph .100. [Para
graph renumbered and revised to reflect the conforming changes necessary due
to the issuance of recent authoritative literature, April 1998.]

.100 The following are descriptions of situations involving the presence or
absence of a loss reserve specialist in management’s determination of loss
reserves and the recommended response by the auditor in each situation.
Situation 1—The company has no loss reserve specialist involved in the
determination of loss reserves.
Auditor response to situation 1—As stated in paragraph .47, this situation may
constitute a reportable condition and possibly a material weakness in the internal
control. The auditor should use an outside loss reserve specialist to develop an
independent expectation of the loss reserve estimate recorded by the company.

Situation 2—The company has an in-house loss reserve specialist who is
involved in the determination of loss reserves and the company does not use an
outside loss reserve specialist.

Auditor response to situation 2—The auditor would be required to use an
outside loss reserve specialist to evaluate the reasonableness of the company’s
loss reserve estimate.

Situation 3—The company has no in-house specialist but involves an outside
loss reserve specialist in the determination of loss reserves.
AICPA Technical Practice Aids
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Auditor response to situation 3—The auditor should evaluate the relationship,

if any, of the specialist to the company. If the specialist is related to the client,
the auditor should perform additional procedures with respect to some or all of
the specialist’s assumptions, methods, or findings to determine that the find
ings are not unreasonable or should use an outside specialist for that purpose.
Situation 4—The company involves an in-house loss reserve specialist in the

determination of loss reserves and involves an outside loss reserve specialist
to separately review the loss reserves.
Auditor response to situation 4—The auditor could use the separate review

performed by the outside loss reserve specialist.
[Paragraph renumbered and revised to reflect the conforming changes neces
sary due to the issuance of recent authoritative literature, April 1998.]

Evaluating the Reasonableness of Loss Adjustment
Expense Reserves
.101 Evaluation of the reasonableness of LAE reserves involves many of
the same skills that are needed to evaluate the reasonableness of loss reserves;
therefore, such an evaluation ordinarily requires the use of an outside loss
reserve specialist. Frequently, both ALAE reserves and ULAE reserves are
calculated based on formulas related to paid losses; therefore, in conjunction
with the audit of loss adjustment expenses, the auditor should perform suffi
cient procedures to obtain assurance about the reliability of the paid-loss data.
Although ALAE and ULAE frequently are calculated using formulas based on
paid losses, they are calculated differently; accordingly, different procedures
are used in the evaluation of these two types of reserves. [Paragraph renum
bered to reflect the conforming changes necessary due to the issuance of recent
authoritative literature, April 1998.]

.102 In most circumstances, a development test cannot be used as a test
of the reasonableness of the ULAE reserve. The reasonableness of the ULAE
reserve is primarily dependent on the application of sound techniques of cost
accounting and expense allocation. The basis of this allocation should be
reviewed by the auditor because the way that the company allocates its
expenses will have an effect on the ULAE reserve calculation. This review
should focus on the allocation of costs to the loss adjustment classification as
well as the allocation within that classification to the individual lines of
business. [Paragraph renumbered to reflect the conforming changes necessary
due to the issuance of recent authoritative literature, April 1998.]

Ceded Reinsurance Receivable
.103 This section discusses certain concepts and procedures that the
auditor should be aware of to make a proper evaluation of the reasonableness
of reinsurance receivable. This section does not address the following items,
which are discussed in detail in the audit guide. Reference should be made to
the audit guide for information about—
•

The purpose and nature of reinsurance.

•

Forms and types of reinsurance.

•

Generally accepted accounting practices for reinsurance transactions.
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Internal control structure considerations relating to ceded and as
sumed reinsurance and a description of audit procedures to verify the
integrity of recorded transaction data pursuant to such agreements.

[Paragraph renumbered and revised to reflect the conforming changes neces
sary due to the issuance of recent authoritative literature, April 1998.]

Understanding an Insurance Company's Reinsurance Program
.104 The audit guide recommends that the auditor obtain an under
standing of an insurance company’s reinsurance program to properly perform
audit procedures to verify the accuracy and completeness of recorded cessions
and assess the ability of reinsurers to meet their financial obligations under
such agreements. This understanding is also essential to properly evaluate the
reasonableness of reinsurance receivable balances. The scope of this under
standing should not be limited to the reinsurance program currently in effect
but should also include reinsurance program(s) in effect during historical
periods from which loss experience will be used to project current year net
ultimate losses and reinsurance recoveries. [Paragraph renumbered and re
vised to reflect the conforming changes necessary due to the issuance of recent
authoritative literature, April 1998.]

.105 Net loss development patterns will vary to the extent that current
reinsurance arrangements (coverages, levels of retention, and type and form of
reinsurance) differ from arrangements in effect during the claim experience
period used to project losses. Accordingly, the effect of such differences on
reinsurance receivables will need to be carefully assessed by the auditor. The
level of complexity involved in making this assessment is largely dependent on
the types of reinsurance used and the amount of experience available under
the program. [Paragraph renumbered and revised to reflect the conforming
changes necessary due to the issuance of recent authoritative literature, April
1998.]
.106 Special difficulties arise in estimating reinsurance receivable on
excess of loss reinsurance arrangements in which claim frequency is sporadic,
retention levels have changed, and aggregate excess of loss arrangements is
used. Estimates of reinsurance receivables are generally easiest for primary
coverages (first dollar coverage of either property or casualty business). Addi
tionally, relying on expected loss ratios as a guide for estimating recoveries on
excess reinsurance arrangements will not be very helpful if the pricing of such
arrangements has varied from year to year with little correlation to the
underlying economics of these agreements. Some companies separately project
reinsurance receivable on IBNR by stratifying the data base by size of loss.
[Paragraph renumbered and revised to reflect the conforming changes neces
sary due to the issuance of recent authoritative literature, April 1998.]
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Appendix
Inherent and Control Risk Factors Affecting Loss Reserves
This Appendix describes various factors that may affect the auditor’s assess
ment of inherent and control risk when auditing insurance entities’ loss
reserves.

Factors Affecting Inherent Risk
•

A company’s product mix may have a significant effect on the variabil
ity of loss reserves. It is more difficult to estimate loss reserves for
long-tail lines of business than it is to estimate reserves for short-tail
lines of business because events affecting ultimate claim settlement
amounts will occur at a later date.

•

New products or new types of risks generally will add to the subjectiv
ity of the loss reserving process because of the company’s lack of
experience with the new product and relative lack of relevant histori
cal data.

•

Deductibles, policy limits, and the retention level of specific lines of
business may have a significant effect on the volatility of losses to be
settled.

•

Policy lines with a low frequency and high severity of claim settle
ments may exhibit more variability than policy lines associated with
a high frequency and low severity of claim settlements.

•

Future inflation may result in ultimate loss settlements different from
the amounts originally anticipated.

•

Social inflation, which arises from the legal environment, as well as
recent jury awards have the potential to increase ultimate loss settle
ments.

•

The level and consistency of backlogs in processing claims affect the
stability of loss reserve analyses.

•

The degree of management’s optimism or skepticism when estab
lishing loss reserve assumptions may lead to fluctuations in reserves.

•

The introduction of new policy forms may result in an unanticipated
expansion of coverage. In addition, the company may lack historical
data for losses under the new policy forms.

•

Changes in regulations may cause insurance companies to change
their claims adjusting practices; for example, a change in regulations
may require an increase in the waiting period before workers’ compen
sation benefits begin, or “bad faith” claim settlement laws may alter
settlement practices.

•

Catastrophic or unusual losses may distort historical experience.
Reserves for catastrophic losses, particularly losses that occur near
the end of the period, are difficult to estimate.
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Insurance company cash flow considerations may result in a change
in loss payment practices.

Factors Affecting Control Risk
•

The quality and experience of personnel reviewing a company’s loss
reserves affect the overall control environment. For example, a com
pany that employs a qualified actuary or an experienced loss reserve
specialist to review reserves is usually better equipped to estimate loss
reserves than is a company that uses a less qualified individual to
perform that task.

•

The proper functioning of controls over claim processing will reduce
the possibility of error in the data underlying loss reserve estimates.
The risk of error in the claims data base will be minimized if controls
are functioning as designed.

•

The completeness and accuracy of a company’s data base will affect
the risk of misstatement in assertions about loss reserves.

•

The accuracy and reliability of claims data received from outside
sources (cedants, reinsurers, voluntary and involuntary risk pools,
etc.) will also affect the risk of misstatement in assertions about loss
reserves.

•

The adequacy of information and data produced by a company is
critical in projecting loss reserves. For example, a company capable of
accumulating only basic data on premium and loss experience gener
ally poses a greater risk, all other things being equal, than does a
company that is capable of accumulating and analyzing more sophis
ticated data.

•

Significant decentralization of operations and reliance on intermedi
aries may increase control risk.

•

A high level of delegation of claims processing or adjusting functions
to intermediaries or outside adjusters, without adequate supervision,
may result in inefficient claim handling and inappropriate case re
serve estimates.

•

Changes in delegated responsibilities may result in changes in claims
settlement patterns and thereby invalidate historical claim experi
ence.

•

The quality of a company’s underwriting and claims staff and its
knowledge of the industry and control over the company’s exposure to
loss will have a significant effect on the loss reserving process.

•

Existing manual or computerized systems may not be able to cope with
a change in the volume of claims.

•

Changes in the insurance company’s claims processing system may
invalidate the historical data used to develop and evaluate loss re
serves. Types of changes that may have this result include—
— Changes in claim classification, such as counting claimants in
stead of counting claims, considering reopened claims as IBNR
claims rather than as development on reported claims, and chang
ing the definition of claims closed without payment.
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—

—

—

Changes in settlement patterns, such as slowing down the pay
ment of claims to increase the holding period of investable assets
or speeding up the payment of claims to decrease the effects of
inflation.
Changes in case reserving methodologies, either explicit or im
plicit, such as a change from estimating case basis reserves on an
ultimate cost basis to estimating case-basis reserves on a current
cost basis.
Changes in computerized information systems that result in
faster or slower recognition and payment of claims.

[Paragraph renumbered and revised to reflect the conforming changes neces
sary due to the issuance of recent authoritative literature, April 1998.]
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Section 11,250
Statement of Position 92-8
Auditing Property/Casualty Insurance
Entities' Statutory Financial
Statements—Applying Certain Requirements
of the NAIC Annual Statement Instructions
October, 1992
NOTE
This Statement of Position presents the recommendations of the Insurance
Companies Committee regarding the audit of property/casualty insurance
entities’ statutory financial statements in applying certain requirements of the
National Association of Insurance Commissioners’ (NAIC’s) Annual Statement
Instructions. It has been reviewed by the chairman of the Auditing Standards
Board for consistency with auditing standards. AICPA members may have to
justify departures from the recommendations in this Statement of Position if their
work is challenged.

Applicability
.01 This statement of position (SOP) provides guidance on the impact of
certain requirements of the National Association of Insurance Commissioners’
(NAIC’s) Annual Statement Instructions—Property and Casualty on the audi
tor’s procedures in the audit of statutory financial statements of property/casu
alty insurance entities.

Introduction
.02 The NAIC’s Annual Statement Instructions direct property/casualty
insurers to require their independent certified public accountants to subject
the current Schedule P-Part 1 (excluding those amounts related to bulk and
incurred-but-not-reported [IBNR] reserves and claim counts) to the auditing
procedures applied in the audit of the current statutory financial statements
to determine whether Schedule P-Part 1 is fairly stated in all material respects
in relation to the basic statutory financial statements taken as a whole.
Schedule P-Part 1 includes Part 1-Summary and Part 1A-1R.
.03 Although no separate report on Schedule P-Part 1 is required by the
NAIC, the auditor should consider the provisions of SAS No. 29, Reporting on
Information Accompanying the Basic Financial Statements in Auditor-Submit
ted Documents, and the provisions of this SOP. However, the requirements of
this SOP do not preclude an auditor from issuing a report similar to that
illustrated in paragraph 12 of SAS No. 29.

Auditing Procedures
.04 Certain of the information in Schedule P-Part 1 is typically subjected
to auditing procedures applied in the audit of the basic statutory financial state
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ments (for example, premiums earned and losses paid). Other information not
directly related to the basic statutory financial statements is also presented
(for example, lines of business classifications for immaterial lines). Although
such information may not have been subjected to auditing procedures applied
in the audit of the basic statutory financial statements in all instances, such
information may have been derived from accounting records that have been
tested by the auditor.
.05 Paragraph 7 of SAS No. 29 states that although an auditor is not
required by generally accepted auditing standards to apply auditing proce
dures to information presented outside of the basic financial statements, he or
she may choose to modify or redirect certain of the procedures to be applied in
the audit of the basic financial statements.

.06 In applying auditing procedures to the information presented in
Schedule P-Part 1, the guidance about auditing the claims data base in
paragraphs 4.1 and 4.2 of AICPA’s SOP 92-4, Auditing Insurance Entities'Loss
Reserves [section 11,230.61 and .62], applies. The auditor should also refer to
chapter 4 and exhibit B-2 in appendix B of the AICPA Audit and Accounting
Guide Audits of Property and Liability Insurance Companies.
.07 As stated in paragraph 4.2 of SOP 92-4 [section 11,230.62], because
claim data and characteristics such as dates and types of loss can significantly
influence reserve estimation, the auditor should test the completeness, reli
ability, and classification of the claim loss and loss expense data during the
audit of the statutory financial statements. In extending those procedures to
Schedule P-Part 1, the auditor should determine that—
a.

The data presented on Schedule P-Part 1 is properly reconciled to
the statistical records of the company.

b.

Changes between the prior-year and current-year Schedule P-Part 1
are properly reconciled to the current-year audited statutory finan
cial statements.

c.

The source of the data for the auditing procedures applied to the
claim loss and loss adjustment expense data during the current
calendar year (for example, tests of payments on claims for all
accident years that were paid during the current calendar year) is
the same as (or reconciles to) the statistical records that support the
data presented on Schedule P-Part 1.

.0 8 If, as a result of the procedures performed during the audit of the
statutory financial statements, the auditor becomes aware that Schedule
P-Part 1 is not fairly stated in relation to the financial statements taken as a
whole, the auditor should communicate to the company’s management and the
opining actuary that Schedule P-Part 1 is not fairly stated and should describe
the misstatement. If the company will not agree to revise Schedule P-Part 1,
the auditor should issue a report on Schedule P-Part 1 and should include a
description of the misstatement in that report. (The auditor should refer to SAS
No. 29 when a report will be issued.) The auditor should consider the impact of
a misstatement in Schedule P-Part 1 on the auditor’s report on the statutory
financial statements.

Effective Date
.0 9 This SOP is effective for audits of statutory-basis financial statements
of property/casualty insurance entities for periods ending after December 15,
1992.
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Section 11,270
Statement of Position 93-5

Reporting on Required Supplementary
Information Accompanying Compilea or
Reviewed Financial Statements of Common
Interest Realty Associations
April 23,1993
NOTE
This Statement of Position presents the recommendations of the AICPA
Accounting and Review Services Committee on the application of Statements on
Standards for Accounting and Review Services to compilations and reviews of
financial statements of common interest realty associations. It has been reviewed
by the chairman of the Accounting and Review Services Committee for
consistency with existing compilation and review standards. AICPA members
should be prepared to justify departures from the recommendations in this
Statement of Position.

.01 The American Institute of Certified Public Accountants (AICPA) has
issued the Audit and Accounting Guide Common Interest Realty Associations
(the CIRA guide), which requires common interest realty associations (CIRAs)
to disclose certain supplementary information outside the basic financial state
ments. This requirement also applies to nonpublic CIRAs whose financial
statements are compiled or reviewed in accordance with Statements on Stand
ards for Accounting and Review Services (SSARSs). Paragraph 43 of SSARS 1,
Compilation and Review of Financial Statements, describes the accountant’s
responsibility when the financial statements are accompanied by information
voluntarily presented for supplementary analysis purposes; however, SSARSs
do not address the accountant’s responsibility when the financial statements
are accompanied by required supplementary information. This statement of
position (SOP) amends chapter 8, “Review and Compilation Engagements,” of
the CIRA guide by providing accountants with performance and reporting
guidance when required supplementary information accompanies the basic
financial statements in a compilation or review engagement.
.02 Paragraph 4.31 of the CIRA guide describes the required supplemen
tary information that should accompany the basic financial statements. That
information consists of—
•

Estimates of current or future costs of future major repairs and
replacements of all existing components, such as roofs, including
estimated amounts required, methods used to determine the costs, the
basis for calculations (including assumptions, if any, about interest
and inflation rates), sources used, and the dates of studies made for
this purpose, if any.1

1 There is no requirement for CIRAs to obtain studies prepared by professional engineers.
Estimates made by the board of directors or estimates obtained from licensed contractors are
satisfactory, as discussed in paragraphs 3.06 and 3.07 of the CIRA guide, Common Interest Realty
Associations.
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A presentation of components to be repaired and replaced, estimates
of the remaining useful lives of those components, estimates of current
or future replacement costs, and amounts of funds accumulated for
each to the extent designated by the board.

•

. 03 When the basic financial statements have been compiled or reviewed,
the required supplementary information accompanying the basic financial
statements should, at a minimum, be compiled. If the entity chooses to omit
the required supplementary information, the guidance in paragraph .06 should
be followed. To compile the required supplementary information, the account
ant should—

a.

Establish an understanding with the entity regarding the services
the accountant will perform with respect to the required supplemen
tary information and how that information will affect the report the
accountant expects to render.

b.

Consider what supplementary information is required by the CIRA
guide and how that information is to be presented.

c.

Obtain an understanding of how the required supplementary infor
mation was developed. This understanding ordinarily includes the
following:

—

The source of the information, for example, engineering reports,
estimates obtained from licensed contractors, tables in technical
manuals on useful lives

—

Whether the required supplementary information is based on
current or future replacement costs

—

The interest and inflation rates used to determine funding
requirements if the information is based on future replacement
costs

d.

Consider whether it will be necessary to perform other accounting
services in order to compile the required supplementary information.

e.

Read the required supplementary information and consider whether
it appears to be appropriate in form and free from obvious material
error.

f.

Obtain additional or revised information, if the accountant becomes
aware that the required supplementary information is incorrect,
incomplete, or otherwise unsatisfactory.

g.

If the entity is unable or refuses to provide additional or revised
information, consider whether a modification of the standard report
is adequate to disclose the deficiency in the measurement or presen
tation of the required supplementary information. If modification of
the standard report is adequate to disclose the deficiency, the ac
countant should follow the guidance in paragraph .05. If modification
of the standard report is not adequate to disclose the deficiency, the
accountant should withdraw from the engagement.

.0 4 When the basic financial statements have been compiled or reviewed
and the accompanying required supplementary information has been com
piled, the accountant should indicate in the report, or in a separate report, the
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degree of responsibility he or she is taking for the supplementary information.
The report should—

a.

Identify the required supplementary information accompanying the
financial statements. (Identification may be by descriptive title or
page number of the document.)

b.

State that the supplementary information is not a required part of
the basic financial statements but is supplementary information
required by the AICPA.

c.

State that the accountant has compiled the accompanying supple
mentary information from information that is the representation of
management, without audit or review.

d.

State that the accountant does not express an opinion or any other
form of assurance on the supplementary information.

An example of an additional paragraph that may be added to a compilation
report follows:
The [identify the supplementary information] on page XX is not a required part
of the basic financial statements but is supplementary information required by
the American Institute of Certified Public Accountants. We (I) have compiled
[identify the supplementary information] from information that is the repre
sentation of management of XYZ Company, without audit or review. Accord
ingly, we (I) do not express an opinion or any other form of assurance on the
supplementary information.

.0 5 If, on the basis of facts known to him or her, the accountant becomes
aware that the supplementary information has not been measured or pre
sented in accordance with prescribed guidelines, the accountant should indi
cate in his or her report that the information does not conform to the guidelines
and should describe the nature of any material departure(s). An example of a
sentence that might be added to the illustrative paragraph presented in
paragraph .04 follows:
However, we (I) did become aware that the supplementary information about
future major repairs and replacements of common property is not presented in
conformity with the guidelines established by the American Institute of Certi
fied Public Accountants because [describe the material departure from the
AICPA guidelines].

.0 6 When the compiled or reviewed financial statements are not accom
panied by the required supplementary information, a paragraph should be
added to the compilation or review report indicating that the required supple
mentary information has been omitted. The accountant need not present the
supplementary information in the accountant’s report. The following is an
example of a paragraph that the accountant might use in these circumstances:
The American Institute of Certified Public Accountants has determined that
supplementary information about future major repairs and replacements of
common property is required to supplement, but not required to be a part of,
the basic financial statements. The Association has not presented this supple
mentary information.

.0 7 In an engagement to review the basic financial statements, the re
quired supplementary information is not subjected to the inquiry and analyti
cal procedures applied in the review of the basic financial statements; therefore,
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SSARSs are not applicable to the review of this information. If the accountant
has been engaged to review the required supplementary information, he or she
may do so in accordance with Statement on Standards for Attestation Engage
ments No. 1, Attestation Standards.

Effective Date
.0 8 This SOP is effective for compilations and reviews of financial state
ments for periods ending on or after December 15,1993. Earlier application is
encouraged.

§11,270.08

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

30,945

Required Supplementary Information

Accounting and Review Services Committee
(1992-1993)
JohnC. Compton, Chairman
Heidi M. Barringer
Cassandra A. Camp
D. Ronald Davis

J. Larry Griffith
Don Pallais
O. Ray Whittington

AICPA Staff
Dan M. Guy

Judith M. Sherinsky

Vice President
Auditing Standards

Technical Manager
Auditing Standards

Alan J. Winters
Director
Audit Research

[The next page is 30,951.]

AICPA Technical Practice Aids

§11,270.08

30,951

Section 11,280

Statement of Position 93-8
The Auditor's Consideration of
Regulatory Risk-Based Capital for
Life Insurance Enterprises
December 29,1993
NOTE
This Statement of Position presents the recommendations of the AICPA
Insurance Companies Committee regarding the application of generally accepted
auditing standards to audits of financial statements of insurance enterprises.
Members of the AICPA Auditing Standards Board have found the recommenda
tions in this Statement of Position to be consistent with existing standards
covered by Rule 202 of the AICPA Code of Professional Conduct. AICPA members
should be prepared to justify departures from the recommendations in this
Statement of Position.

Introduction and Scope
.01 Life insurance enterprises operate in a highly regulated environment.
The regulation of life insurance enterprises is directed primarily toward safe
guarding policyholders’ interests and maintaining public confidence in the
safety and soundness of the life insurance system. One of the primary tools
used by state insurance departments for ensuring that those objectives are
being achieved is risk-based capital (RBC).
.02 This Statement of Position (SOP) addresses the auditors’ responsibil
ity that arises from the RBC requirements imposed on life insurance enter
prises. These RBC requirements affect audits of life insurance enterprises in
the following three primary areas:
a.

Audit planning

b.

Going-concern considerations

c.

Other reporting considerations

Overview of Risk-Based Capital
.03 Regulation of life insurance enterprises has historically focused on
their capital. The National Association of Insurance Commissioners (NAIC)
requires life insurance enterprises to disclose RBC in their statutory filings.
The RBC calculation serves as a benchmark for the regulation of life insurance
enterprises’ solvency by state insurance regulators. RBC requirements set
forth dynamic surplus formulas similar to target surplus formulas used by
commercial rating agencies. The formulas specify various weighting factors
that are applied to financial balances or various levels of activity based on the
perceived degree of risk. Such formulas focus on four general types of risk:

a.

The risk related to the insurer’s assets (asset or default risk)
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b.

The risk of adverse insurance experience with respect to the insurer’s
liabilities and obligations (insurance or underwriting risk)

c.

The interest rate risk from the insurer’s business (asset/liability
matching)

d.

All other business risks (management, regulatory action, and contin
gencies)

The amount determined under such formulas is called the authorized control
level RBC (ACLC).

.04 RBC requirements establish a framework for linking various levels of
regulatory corrective action to the relationship of a life insurance entity’s total
adjusted capital (TAC) (equal to the sum of statutory capital and surplus and
such other items, if any, as the NAIC’s RBC instructions1 may provide) to
the calculated ACLC. The levels of regulatory action, the trigger point, and the
corrective actions are summarized as follows:

Risk-Based Capital Levels and Corrective Actions
Trigger

Level

Corrective Action

Company Action
Level RBC (CALC)

TAC is less than or
equal to 2 x ACLC, or
TAC is less than or
equal to 2.5 x ACLC
with negative trend

The life insurance enterprise must submit
a comprehensive plan
to the insurance
commissioner.

Regulatory Action
Level RBC (RALC)

TAC is less than or
equal to 1.5 x ACLC,
or unsatisfactory RBC
Plan

Authorized Control
Level RBC (ACLC)

TAC is less than or
equal to 1 x ACLC

Mandatory Control
Level RBC (MCLC)

TAC is less than or
equal to .7 x ACLC

In addition to the action above, the insur
ance commissioner is
required to perform
an examination or
analysis deemed
necessary and issue a
corrective order
specifying corrective
actions required.
In addition to the actions described above,
the insurance com
missioner is permitted
but not required to
place the life insur
ance enterprise under
regulatory control.
The insurance commissioner is required
to place the life in
surance enterprise
under regulatory
control.

1 The NAIC’s RBC instructions may be amended by the NAIC from time to time in accordance
with procedures adopted by the NAIC.
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.05 Under the RBC requirements, the comprehensive financial plan
should—
a.

Identify the conditions in the insurer that contribute to the failure
to meet the capital requirements.

b.

Contain proposals of corrective actions that the insurer intends to
take and that would be expected to result in compliance with capital
requirements.

c.

Provide projections of the insurer’s financial results in the current
year and at least the four succeeding years, both in the absence of
proposed corrective actions and giving effect to the proposed correc
tive actions.

d.

Identify the key assumptions impacting the insurer’s projections and
the sensitivity of the projections to the assumptions.

e.

Identify the quality of, and problems associated with, the insurer’s
business, including but not limited to its assets, anticipated business
growth and associated surplus strain, extraordinary exposure to risk,
mix of business, and use of reinsurance in each case, if any.

Audit Planning
.06 The objective of an audit of a life insurance enterprise’s financial
statements is to express an opinion on whether they present fairly, in all
material respects, the enterprise’s financial position, results of operations, and
cash flows in conformity with generally accepted accounting principles
(GAAP). To accomplish that objective, the auditor assesses the risk that the
financial statements contain material misstatements and plans and performs
audit procedures to provide reasonable assurance that the financial state
ments are free of material misstatements. Because of the importance of RBC
to life insurance enterprises, RBC should be considered in assessing risk and
planning the audit. The auditor should ordinarily obtain and review the client’s
RBC reports and should understand the RBC requirements for preparing such
reports and the actual regulations associated with RBC.

Going-Concern Considerations
.07 Statement on Auditing Standards (SAS) No. 59, The Auditor’s Consid
eration ofan Entity’s Ability to Continue as a Going Concern, requires auditors
to evaluate, as part of every audit, whether there is substantial doubt about
the ability of the entity to continue as a going concern for a reasonable period
of time, not to exceed one year beyond the financial statement date. A signifi
cant consideration in the auditor’s evaluation of a life insurance enterprise’s
ability to continue as a going concern is whether the enterprise complies with
regulatory RBC requirements.2
2 Auditors should evaluate a life insurance enterprise’s ability to continue as a going concern
even if the enterprise meets the minimum RBC standards. There are other conditions and events
that may indicate that there could be substantial doubt about a life insurance enterprise’s ability to
continue as a going concern, such as recurring operating losses, indications of strained liquidity,
concerns expressed by regulators, and indications of strained relationships with regulators. However,
this SOP discusses only failure to meet RBC standards.
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.0 8 In view of the serious ramifications of noncompliance with regulatory
RBC requirements for life insurance enterprises (see paragraph .04), such
failure is a condition that indicates that there could be substantial doubt about
the entity’s ability to continue as a going concern for a reasonable period of
time. Accordingly, the auditor should obtain information about management’s
plans that are intended to mitigate the adverse effects of the noncompliance
with regulatory RBC capital requirements or events that gave rise to the
condition and assess the likelihood that such plans can be implemented. In
evaluating management’s plans, the auditor should consider—
a.

The life insurance enterprise’s existing regulatory capital position.

b.

Whether a comprehensive financial plan has been filed and, if so,
whether it has been accepted by the regulators.

.09 The auditor should consider the amount of any RBC capital defi
ciency. In general, the lower the ratio of total adjusted capital to authorized
control level RBC, the greater the doubt about the enterprise’s ability to
continue as a going concern for a reasonable period. The auditor should,
however, also assess the likelihood that the life insurance enterprise’s regula
tory capital position will improve or deteriorate in the next twelve months.

.10 The auditor should also consider the nature or source (asset quality,
underwriting, asset/liability matching, or other) of the deficiency. Curing
deficiencies from certain sources may be more within the control of the man
agement of the life insurance enterprise than curing deficiencies from other
sources.
.11 Furthermore, the auditor should ascertain whether a comprehensive
financial plan has been filed and accepted by the commissioner. If the commis
sioner has accepted the comprehensive financial plan, the auditor should
identify those elements of the comprehensive financial plan that are particu
larly significant to overcoming the adverse effects of the failure to comply with
regulatory RBC requirements and should identify and perform auditing proce
dures to obtain evidential matter about the significant elements. For example,
the auditor should consider the adequacy of support regarding an enterprise’s
ability to obtain additional capital or a planned disposal of assets. When
prospective financial information is particularly significant to management’s
plans, the auditor should request that management provide the information
and should consider the adequacy of support for significant assumptions that
underlie it. Further, the auditor should identify those elements of the compre
hensive financial plan and conditions placed on the life insurance enterprise
by the commissioner that are most difficult to achieve and consider the likeli
hood that the life insurance enterprise will not be able to implement the
elements successfully.

.12 If the commissioner has rejected the comprehensive financial plan,
the auditor should consider the commissioner’s reasons for rejecting it, any
revisions proposed by the commissioner to render the comprehensive financial
plan satisfactory, management’s intentions for revising the comprehensive
financial plan, and possible regulatory sanctions. If the commissioner has not
yet notified the insurer whether the comprehensive financial plan has been
accepted,3 the auditor should review related communication between the
commissioner and the life insurance enterprise and make inquiries of both
management and regulatory officials to determine the current status of the
3 The RBC Requirements require the commissioner to notify the insurer whether the compre
hensive financial plan is accepted or is unsatisfactory within sixty days of submission of the plan.
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comprehensive financial plan. If the life insurance enterprise has not filed a
financial plan with the commissioner,4 the auditor should make inquiries of
management officials about their comprehensive financial plan and their plans
for filing.

.13 After the auditor has evaluated management’s plans, the auditor
should conclude whether substantial doubt about the life insurance enter
prise’s ability to continue as a going concern for a reasonable period of time
remains or is alleviated. This is often a complex judgment requiring consider
able professional experience.

Substantial Doubt Remains
.14 If the auditor concludes that substantial doubt about the life insur
ance enterprise’s ability to continue as a going concern for a reasonable period
of time remains, the auditor should (a) consider the possible effects on the
financial statements and the adequacy of the related disclosures5 and (6)
modify his or her report.
Independent Auditor's Reports

.15 The auditor’s report should either (a) include an explanatory para
graph (following the opinion paragraph) to reflect the auditor’s conclusion
about the existence of substantial doubt that the entity can continue as a going
concern for a reasonable period of time (see paragraph .17) or (b) disclaim an
opinion (see paragraph .18).

.16 The illustrative auditors’ reports in this SOP are presented to assist
auditors in drafting their reports under various RBC circumstances. Each
illustration intentionally describes the same general fact situation to avoid
suggesting that particular facts always lead to a particular form of opinion. The
appropriate form of opinion depends on the auditor’s judgment as to the
severity and most probable outcome of the matter described.
.17 The following is an illustration of an auditor’s report (unqualified
opinion) on the financial statements of a life insurance enterprise with an
explanatory paragraph added because of the existence of substantial doubt
about the enterprise’s ability to continue as a going concern.
Independent Auditor’s Report6

To the Board of Directors and Shareholders
ABC Life Company
We have audited the accompanying balance sheets of ABC Life Company as of
December 31, 19X2 and 19X1, and the related statements of income, changes
in stockholders’ equity, and cash flows for the years then ended. These financial
4 The RBC Requirements require that a comprehensive financial plan be filed with the commis
sioner within forty-five days of the failure to meet RBC standards.
6 Auditors of publicly held life insurance enterprises should consider SEC Financial Reporting
Release No. 16, Rescission of Interpretation Relating to Certification ofFinancial Statements, which
states, “... filings containing accountants’reports that are qualified as a result of questions about the
entity’s continued existence must contain appropriate and prominent disclosure of the registrant’s
financial difficulties and viable plans to overcome these difficulties.”
6 The circumstances described in the fourth paragraph of this illustrative report represent
assumptions made for purposes of illustration only. They are not intended to provide criteria or other
guidelines to be used by independent auditors in deciding whether an explanatory paragraph should
be added to their reports.
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statements are the responsibility of the Company’s management. Our respon
sibility is to express an opinion on these financial statements based on our
audits.
We conducted our audits in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audits to
obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of ABC Life Company as of December
31,19X2 and 19X1, and the results of its operations and its cash flows for the
years then ended in conformity with generally accepted accounting principles.

The accompanying financial statements have been prepared assuming that
ABC Life Company will continue as a going concern. As discussed in Note XX
to the financial statements, [State of Domicile’s Insurance Regulatory Body}
imposes risk-based capital requirements on life insurance enterprises, includ
ing the Company. At December 31, 19X2, the Company’s total adjusted capital
is at the company action level based on the risk-based capital calculation
required by [State ofDomicile’s Insurance Regulatory Body]. The Company has
filed a comprehensive financial plan with the commissioner outlining the
Company’s plans for attaining the required levels of regulatory capital by
December 31,19XX. To date, the Company has not received notification from
the commissioner regarding acceptance or rejection of its comprehensive finan
cial plan. Failure to meet the capital requirements and interim capital targets
included in the Company’s plan would expose the Company to regulatory
sanctions that may include restrictions on operations and growth, mandatory
asset dispositions, and placing the Company under regulatory control. These
matters raise substantial doubt about the ability of ABC life Company to
continue as a going concern. The ability of the Company to continue as a going
concern is dependent on many factors, one of which is regulatory action,
including ultimate acceptance of the Company’s comprehensive financial plan.
Management’s plans in regard to these matters are described in Note XX. The
financial statements do not include any adjustments that might result from the
outcome of this uncertainty.
[Signature]

[Date]

.18 SAS No. 59 states that inclusion of an explanatory paragraph (follow
ing the opinion paragraph) in the auditor’s report as described above serves
adequately to inform users of the financial statements of the auditor’s substan
tial doubt. Nonetheless, SAS No. 59 does not preclude the auditor from declin
ing to express an opinion in cases involving uncertainties. If the auditor
disclaims an opinion, the uncertainties and their possible effects should be
disclosed in an appropriate manner and the auditor’s report should state all of
the substantive reasons for the disclaimer of opinion. The following is an
illustration of an auditor’s report containing a disclaimer of opinion as the
result of uncertainties relating to an auditor’s substantial doubt about a life
insurance enterprise’s ability to continue as a going concern for a reasonable
period of time.
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Independent Auditor’s Report7

To the Board of Directors and Shareholders
XYZ Life Company
We have audited the accompanying balance sheets of XYZ Life Company as of
December 31, 19X2 and 19X1, and the related statements of income, changes
in stockholders’ equity, and cash flows for the years then ended. These financial
statements are the responsibility of the Company’s management. Our respon
sibility is to report on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing stand
ards. Those standards require that we plan and perform the audits to obtain
reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation.
We believe that our audits provide a reasonable basis for our report.
The accompanying financial statements have been prepared assuming that
XYZ Life Company will continue as a going concern. As discussed in Note XX
to the financial statements, [State of Domicile’s Insurance Regulatory Body]
imposes risk-based capital requirements on life insurance enterprises, includ
ing the Company. At December 31,19X2, the Company’s total adjusted capital
is at the company action level based on the risk-based capital calculation
required by [State ofDomicile’s Insurance Regulatory Body]. The Company has
filed a comprehensive financial plan with the commissioner outlining its plans
for attaining the required levels of regulatory capital by December 31, 19XX.
To date, the Company has not received notification from the commissioner
regarding acceptance or rejection of its comprehensive financial plan. Failure to
meet the capital requirements and interim capital targets included in the Com
pany’s plan would expose the Company to regulatory sanctions that may include
restrictions on operations and growth, mandatory asset dispositions, and placing
the Company under regulatory control. These matters raise substantial doubt
about the ability of XYZ Life Company to continue as a going concern. The ability
of the Company to continue as a going concern is dependent on many factors, one
of which is regulatory action, including ultimate acceptance of the Company’s
comprehensive financial plan. Management’s plans in regard to these matters are
described in Note XX. The financial statements do not include any adjustments
that might result from the outcome of this uncertainty.
Because of the significance of the uncertainty discussed above, we are unable
to express, and we do not express, an opinion on the financial statements for
the year ended December 31, 19X2.
In our opinion, the 19X1 financial statements referred to above present fairly,
in all material respects, the financial position of XYZ Life Company as of
December 31,19X1, and the results of its operations and its cash flows for the
year then ended in conformity with generally accepted accounting principles.

[Signature]

[Date]
7 The circumstances described in the third paragraph of this illustrative report represent
assumptions made for purposes of illustration only. They are not intended to provide criteria or other
guidelines to be used by independent auditors in deciding whether to disclaim an opinion on financial
statements.
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Substantial Doubt Alleviated
.19 If the auditor concludes that substantial doubt about the life insur
ance enterprise’s ability to continue as a going concern for a reasonable period
of time is alleviated, the auditor should consider the adequacy of disclosure in
the financial statements of the principal conditions or events that initially
raised the substantial doubt. The auditor should follow the guidance in SAS
No. 59, paragraphs .10 and .11. Furthermore, the auditor may wish to add an
emphasis of matter paragraph to the auditor’s report (see paragraphs .27 and
.28, below).

Other Reporting Considerations
Uncertainties
.20 A matter involving an uncertainty is one that is expected to be
resolved at a future date, at which time conclusive evidential matter concern
ing its outcome would be expected to become available. Uncertainties include,
but are not limited to, contingencies covered by FASB Statement No. 5,
Accounting for Contingencies, and matters related to estimates covered by SOP
94-6, Disclosure of Certain Significant Risks and Uncertainties [section
10,640]. [Paragraph revised to reflect the conforming changes necessary due to
the issuance of recent authoritative literature, June 1998.]
.21 Conclusive evidential matter concerning the ultimate outcome of
uncertainties cannot be expected to exist at the time of the audit because the
outcome and related evidential matter are prospective. In these circumstances,
management is responsible for estimating the effect of future events on the
financial statements, or determining that a reasonable estimate cannot be
made and making the required disclosures, all in accordance with GAAP, based
on management’s analysis of existing conditions. An audit includes an assess
ment of whether the evidential matter is sufficient to support management’s
analysis. Absence of the existence of information related to the outcome of an
uncertainty does not necessarily lead to a conclusion that the evidential matter
supporting management’s assertion is not sufficient. Rather, the auditor’s
judgment regarding the sufficiency of the evidential matter is based on the
evidential matter that is, or should be, available. If, after considering the
existing conditions and available evidence, the auditor concludes that suffi
cient evidential matter supports management’s assertions about the nature of
a matter involving an uncertainty and its presentation or disclosure in the
financial statements, an unqualified opinion ordinarily is appropriate. [Para
graph added to reflect the conforming changes necessary due to the issuance
of recent authoritative literature, June 1998.]

.22 If the auditor is unable to obtain sufficient evidential matter to
support management’s assertion about the nature of a matter involving an
uncertainty and its presentation or disclosure in the financial statements, the
auditor should consider the need to express a qualified opinion or to disclaim
an opinion because of a scope limitation. A qualified opinion or disclaimer of
opinion because of a scope limitation is appropriate if sufficient evidential
matter related to an uncertainty does or did exist but was not available to the
auditor for reasons such as management’s record retention policies or a restric
tion imposed by management. [Paragraph added to reflect the conforming
changes necessary due to the issuance of recent authoritative literature, June
1998.]
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.23 Scope limitations related to uncertainties should be differentiated
from situations in which the auditor concludes that the financial statements
are materially misstated due to departures from GAAP related to uncertain
ties. Such departures may be caused by inadequate disclosure concerning the
uncertainty, the use of inappropriate accounting principles, or the use of unrea
sonable accounting estimates. [Paragraph added to reflect the conforming changes
necessary due to the issuance of recent authoritative literature, June 1998.]

.24 The auditor’s decision to add an explanatory paragraph to the audi
tor’s report because of the existence of such an uncertainty that affects the
financial statements is one that requires a high degree of professional judg
ment. Prior to considering whether an explanatory paragraph should be added
to the auditor’s report because of the existence of a material uncertainty, the
auditor should have concluded that substantial doubt about the life insurance
enterprise’s ability to continue as a going concern does not exist (see para
graphs .07 to .19, above). An explanatory paragraph for a material uncertainty
should not be used for situations in which the auditor’s uncertainty involves
substantial doubt about the ability of the life insurance enterprise to continue
as a going concern. [Paragraph renumbered to reflect the conforming changes
necessary due to the issuance of recent authoritative literature, June 1998.]
.25 Because its resolution is prospective, management generally cannot
estimate the effect of the uncertainty on the entity’s financial statements.
Uncertainties should not be confused with future events that generally are
susceptible to reasonable estimation by management in preparing financial
statements. If the auditor believes that financial statements are materially
misstated as a result of the use of inappropriate accounting principles, the
auditor should express a qualified or adverse opinion. A scope limitation should
result in a qualified opinion or a disclaimer of opinion. [Paragraph renumbered
to reflect the conforming changes necessary due to the issuance of recent
authoritative literature, June 1998.]

.26 If the auditor decides to include an explanatory paragraph(s) in the
report because of the existence of a material uncertainty that affects the
financial statements, the explanatory language should follow the opinion
paragraph and should describe the matter giving rise to the uncertainty and
indicate that its outcome cannot presently be determined. The explanatory
language may be shortened by referring to disclosures made in a note to the
financial statements. No reference to the uncertainty should be made in the
introductory, scope, or opinion paragraphs of the auditor’s report. The follow
ing is an illustration of an auditor’s report (unqualified opinion) on the finan
cial statements of a life insurance enterprise with an explanatory paragraph
because of the existence of a material uncertainty as a result of possible regulatory
sanctions.
Independent Auditor’s Report8

To the Board of Directors and Shareholders
GHI Life Insurance Company

We have audited the accompanying balance sheets of GHI Life Insurance
Company as of December 31,19X2 and 19X1, and the related statements of
8 The circumstances described in the fourth paragraph of this illustrative report represent
assumptions made for purposes of illustration only. They are not intended to provide criteria or other
guidelines to be used by independent auditors in deciding whether an explanatory paragraph should
be added to their reports.
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income, changes in stockholders’ equity, and cash flows for the years then
ended. These financial statements are the responsibility of the Company’s
management. Our responsibility is to report on these financial statements
based on our audits.

We conducted our audits in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audits to
obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of GHI Life Insurance Company as of
December 31, 19X2 and 19X1, and the results of its operations and its cash
flows for the years then ended in conformity with generally accepted accounting
principles.
As discussed in Note XX to the financial statements, [State of Domicile’s
Insurance Regulatory Body] imposes risk-based capital requirements on life
insurance enterprises, including the Company. At December 31, 19X2, the
Company’s total adjusted capital is at the company action level based on the
risk-based capital calculation required by [State ofDomicile’s Insurance Regu
latory Body]. The ultimate outcome of this situation cannot presently be
determined. Accordingly, no adjustments that may result from the ultimate
resolution of this uncertainty have been made in the accompanying financial
statements.
[Signature]
[Date]

[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, June 1998.]

Emphasis of a Matter
.27 In some circumstances, the auditor may wish to emphasize a matter
regarding the financial statements, but nevertheless intends to express an
unqualified opinion. An example of such a circumstance is the failure to comply
with regulatory RBC requirements. Prior to considering whether an emphasis
of a matter paragraph should be added to the auditor’s report for a failure to
comply with regulatory RBC requirements, however, the auditor should have
concluded that the matter being emphasized does not create substantial doubt
about the life insurance enterprise’s ability to continue as a going concern (see
paragraphs .07 to .19, above) and does not reflect a material uncertainty (see
paragraphs .20 to .26, above). [Paragraph renumbered to reflect the conform
ing changes necessary due to the issuance of recent authoritative literature,
June 1998.]
.28 Emphasis of a matter should be presented in a separate paragraph of
the auditor’s report. Phrases such as “with the foregoing explanation” should
not be used in the opinion paragraph in situations of this type. The following
is an illustration of an unqualified opinion with an emphasis of a matter
paragraph regarding the possible effects of a life insurance enterprise’s failure
to comply with regulatory RBC requirements on its financial statements.
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Independent Auditor’s Report9

To the Board of Directors and Shareholders
DEF Life Company

We have audited the accompanying balance sheets of DEF Life Company as of
December 31, 19X2 and 19X1, and the related statements of income, changes
in stockholders’ equity, and cash flows for the years then ended. These financial
statements are the responsibility of the Company’s management. Our respon
sibility is to express an opinion on these financial statements based on our
audits.
We conducted our audits in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audits to
obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As discussed in Note XX to the financial statements, [State of Domicile’s
Insurance Regulatory Body] imposes risk-based capital requirements on life
insurance enterprises, including the Company. At December 31, 19X2, the
Company’s total adjusted capital is at the company action level based on the
risk-based capital calculation required by [State ofDomicile’s Insurance Regu
latory Body}.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of DEF Life Company as of December
31,19X2 and 19X1, and the results of its operations and its cash flows for the
years then ended in conformity with generally accepted accounting principles.

[Signature}
[Date}

[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, June 1998.]

Effective Date
.29 This statement of position is effective for audits of life insurance
enterprises’ financial statements for periods ending after December 15, 1993.
[Paragraph renumbered to reflect the conforming changes necessary due to the
issuance of recent authoritative literature, June 1998.]

9 The circumstances described in the third paragraph of this illustrative report represent
assumptions made for purposes of illustration only. They are not intended to provide criteria or other
guidelines to be used by independent auditors in deciding whether an emphasis paragraph should be
added to their reports.
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Statement of Position 94-1
Inquiries of State Insurance Regulators
April 20,1994
NOTE
This statement of position presents the recommendations of the AICPA
Insurance Companies Committee regarding the application of generally accepted
auditing standards to audits of financial statements of insurance enterprises.
Members of the AICPA Auditing Standards Board have found the recommenda
tions in this Statement of Position to be consistent with existing standards
covered by Rule 202 of the AICPA Code of Professional Conduct. AICPA members
should be prepared to justify departures from the recommendations in this
Statement of Position.

Introduction
.01 This statement of position (SOP) addresses the auditor’s considera
tion of regulatory examinations as a source of evidential matter in conducting
an audit of an insurance enterprise’s financial statements and the auditor’s
evaluation of material permitted statutory accounting practices.

Applicability
.02 This SOP applies to audits of financial statements of life insurance
enterprises,1 property and casualty insurance enterprises, title insurance
enterprises, mortgage guaranty insurance enterprises, assessment enter
prises, fraternal benefit societies, reciprocal or interinsurance exchanges, pools
other than public-entity risk pools, syndicates, and captive insurance compa
nies. It amends chapter 2 (“Audit Considerations”) of the AICPA Audit and
Accounting Guide Audits of Property and Liability Insurance Companies and
chapter 9 (“Auditing Procedures”) of the AICPA Industry Audit Guide Audits
of Stock Life Insurance Companies.2

Auditor's Consideration of State
Regulatory Examinations
.03 Statement on Auditing Standards (SAS) No. 57, Auditing Accounting
Estimates, states that the auditor should consider evaluating “information con
1 FASB Interpretation No. 40, Applicability of Generally Accepted Accounting Principles to
Mutual Life Insurance and Other Enterprises, clarifies that FASB Statements and Interpretations
and Accounting Principles Board (APB) Opinions apply to mutual life insurance enterprises, except
when specifically exempted, that prepare financial statements in conformity with generally accepted
accounting principles. This SOP applies to audits of mutual life insurance enterprises.
2 The AICPA’s Insurance Companies Committee technical agenda includes a project to supersede
the Industry Audit Guide Audits of Stock Life Insurance Companies. The new Audit and Accounting
Guide Audits of Life and Health Insurance Enterprises will include the guidance contained in this
SOP.
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tained in regulatory or examination reports, supervisory correspondence, and
similar materials from applicable regulatory agencies.” SAS No. 54, Illegal Acts
by Clients, notes that “the auditor may encounter specific information that may
raise a question concerning possible illegal acts, such as . . . violations of laws
or regulations cited in reports of examinations by regulatory agencies that
have been available to the auditor.” Accordingly, it is appropriate that the
auditor review examination reports and related communications between regula
tors and the insurance enterprises to obtain competent evidential matter.

.04 The auditor should review reports of examinations and communica
tions between regulators and the insurance enterprise and make inquiries of
the regulators. The auditor should—
•

Request that management provide access to all reports of examina
tions and related correspondence including correspondence relating to
financial conditions.

•

Read reports of examinations and related correspondence between
regulators and the insurance enterprise during the period under audit
through the date of the auditor’s report.

•

Inquire of management and communicate with the regulators, with
the prior approval of the insurance enterprise, when the regulators’
examination of the enterprise is in process or a report on an examina
tion has not been received by the insurance enterprise regarding
conclusions reached during the examination.

.05 A refusal by management to allow the auditor to review communica
tions from, or to communicate with, the regulator would ordinarily be a
limitation on the scope of the audit sufficient to preclude an unqualified
opinion. (See SAS No. 58, Reports on Audited Financial Statements.) A refusal
by the regulator to communicate with the auditor may be a limitation on the
scope of the audit sufficient to preclude an unqualified opinion, depending on
the auditor’s assessment of other relevant facts and circumstances.

Auditors Consideration of Permitted Statutory
Accounting Practices
.06 Prescribed statutory accounting practices currently include state
laws, regulations, and general administrative rules applicable to all insurance
enterprises domiciled in a particular state; the National Association of Insur
ance Commissioners (NAIC) Annual Statement Instructions; the NAIC Ac
counting Practices and Procedures Manuals; the Securities Valuation Manual
(published by the NAIC Securities Valuation Office); NAIC official proceed
ings; and the NAIC Examiners’ Handbook.

.07 Permitted accounting practices include practices not prescribed in
paragraph .06 but allowed by the domiciliary state insurance department.
Insurance enterprises may request permission from the domiciliary state
insurance department to use a specific accounting practice in the preparation
of their statutory financial statements (a) when the enterprise wishes to depart
from the prescribed statutory accounting practices, or (b) when prescribed
statutory accounting practices do not address the accounting for the transaction(s). Accordingly, permitted accounting practices differ from state to state,
may differ from company to company within a state, and may change in the
future.
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.08 Auditors should exercise care in concluding that an accounting treat
ment is permitted, and should consider the adequacy of disclosures in the
financial statements regarding such matters.3 For each examination, auditors
should obtain sufficient competent evidential matter to corroborate manage
ment’s assertion that permitted statutory accounting practices that are mate
rial to an insurance enterprise’s financial statements are permitted by the
domiciliary state insurance department.
.09 Sufficient competent evidential matter consists of any one or combi
nation of—
•

Written acknowledgment sent directly from the regulator to the audi
tor. (This type of corroboration includes letters similar to attorneys’
letters and responses to confirmations.

•

Written acknowledgment prepared by the regulator, but not sent
directly to the auditor, such as a letter to the client.

•

Direct oral communications between the regulator and the auditor,
supported by written memorandum. (If the auditor, rather than the
regulator, prepares the memorandum, the auditor should send such
memorandum to the regulator to make sure it accurately reflects the
communication.)

Auditors should use judgment to determine the type of corroboration that is
necessary in the circumstances.

.10 If the auditor is unable to obtain sufficient competent evidential
matter to corroborate management’s assertion regarding a permitted statutory
accounting practice that is material to the financial statements, the auditor
should qualify or disclaim an opinion on the statutory financial statements
because of the limitation on the scope of the audit. (See SAS No. 58, Reports on
Audited Financial Statements.)

Effective Date
.11 This SOP should be applied to audits of financial statements per
formed for periods ending on or after December 15,1994.

3 The AICPA has issued an exposure draft of a statement of position, Disclosures of Certain
Matters in Financial Statements of Insurance Enterprises, that would require insurance enterprises
to disclose information about permitted statutory accounting practices in their financial statements
prepared in conformity with generally accepted accounting principles.
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Statement of Position 95-4
Letters for State Insurance Regulators
to Comply With the NAIC Model
Audit Rule
November 3,1995

NOTE
This Statement of Position presents the recommendations of the AICPA
Insurance Companies Committee regarding the application of generally accepted
auditing standards to audits of financial statements of insurance enterprises.
Members of the AICPA Auditing Standards Board have found the recommenda
tions in this Statement of Position to be consistent with existing standards
covered by Rule 202 of the AICPA Code of Professional Conduct. AICPA members
should be prepared to justify departures from the recommendations in this
Statement of Position.

Introduction
.01 This Statement of Position (SOP) provides guidance to auditors on the
form and content of communications with state insurance regulators. Such
communications are required by the National Association of Insurance Com
missioners (NAIC) Annual Statement Instructions Requiring Annual Audited
Financial Statements, which incorporates the January 1991 Model Rule (Regu
lation) Requiring Annual Audited Financial Reports (reissued in July 1995)
(hereinafter called the Model Audit Rule). The Model Audit Rule was designed
by the NAIC to promote uniformity in state laws and regulations dealing with
audits of insurance enterprises’ statutory financial statements. Though some
states have laws or regulations that differ from the Model Audit Rule, this SOP
addresses only the requirements of the Model Audit Rule.

.02 To the extent that the Model Audit Rule is changed in the future, the
illustrations in this SOP may need to be changed to reflect the revised provi
sions of the Model Audit Rule. For example, at the time of this SOP, the NAIC
is in the process of codifying statutory accounting practices for certain insur
ance enterprises. The Annual Statement Instructions Requiring Annual
Audited Financial Statements currently requires that statutory financial state
ments be prepared using accounting practices prescribed or otherwise permit
ted by the insurance department of the state of domicile. It is expected that
when the NAIC completes the codification of statutory accounting practices,
the Model Audit Rule will be amended to require auditors to express opinions
on statutory financial statements as to their conformity with the newly codified
statutory accounting principles rather than as to their conformity with statu
tory accounting practices prescribed or permitted by the insurance department
of the state of domicile.
AICPA Technical Practice Aids
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Scope
.03 This SOP applies to audits of financial statements of all insurance
companies that file audited financial statements with state insurance depart
ments in accordance with the NAIC’s Model Audit Rule. It amends the Ameri
can Institute of Certified Public Accountants (AICPA) Audit and Accounting
Guide Audits of Property and Liability Insurance Companies and the AICPA
Industry Audit Guide Audits of Stock Life Insurance Companies.1

Conclusions—Form and Content
Awareness
.04 Section 6 of the Model Audit Rule requires that the insurer notify the
insurance commissioner of the state of domicile of the name and address of the
insurer’s independent certified public accountant (hereinafter referred to as
auditor}. In connection with that notification, the insurer is required to obtain
an awareness letter from its auditor stating that the auditor—
a.

Is aware of the provisions of the insurance code and the rules and
regulations of the insurance department of the state of domicile that
relate to accounting and financial matters.

b.

Will issue a report on the financial statements in terms of their
conformity to the statutory accounting practices prescribed or other
wise permitted by the insurance department of the state of domicile,
specifying exceptions as appropriate.

.05 The following is an illustration of the awareness letter:
To the Board of Directors of ABC Insurance Company:
We have been engaged by ABC Insurance Company (the Company) to perform
annual audits in accordance with generally accepted auditing standards of the
Company’s statutory financial statements. In connection therewith, we ac
knowledge the following:
We are aware of the provisions relating to the accounting and financial
reporting matters in the Insurance Code of [name of state of domicile] and the
related rules and regulations of the Insurance Department of [name of state of
domicile] that are applicable to audits of statutory financial statements of
insurance enterprises. Also, after completion of our audits, we expect that we
will issue our report on the statutory financial statements of ABC Insurance
Company as to their conformity with accounting practices prescribed or per
mitted by the Insurance Department of [name of state of domicile].

This letter is intended solely for the information and use of the Insurance
Department of [name of state of domicile] and other state insurance depart
ments and is not intended to be and should not be used by anyone other than
these specified parties.

[Revised, June 1999, to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]
1 The AICPA has a project under way to prepare an Audit and Accounting Guide Audits of Life
and Health Insurance Entities which covers audits of mutual life insurance companies as well as
stock life insurance companies. The new Audit and Accounting Guide would replace the Industry
Audit Guide Audits of Stock Life Insurance Companies and would incorporate the guidance in this
Statement of Position.
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Change in Auditor
.06 Section 6 of the Model Audit Rule requires that insurers notify the
insurance department of the state of domicile within five business days of the
dismissal or resignation of the auditor for the immediately preceding filed
audited statutory financial statements. Within ten business days of that
notification, the insurer also is required to provide a separate letter stating
whether, in the twenty-four months preceding that event, there were any
disagreements, subsequently resolved or not, with the former auditor on any
matter of accounting principles or practices, financial statement disclosure, or
auditing scope or procedure, which disagreements, if not resolved to the
satisfaction of the former auditor, would have caused the auditor to make
reference to the subject matter of the disagreement in connection with the
auditor’s opinion. The Model Audit Rule requires that the insurer provide the
insurance department of the state of domicile a letter from the former auditor
to the insurer indicating whether the auditor agrees with the statements in the
insurer’s letter and, if not, stating the reasons for the disagreement.
.07 The following is an illustration of the change in auditor letter:
To the Board of Directors of DEF Insurance Company:
We previously were auditors for DEF Insurance Company and, under the date
of [report date], we reported on the statutory financial statements of DEF
Insurance Company as of and for the years ended December 31, 19X1 and
19X0.2 Effective [date of termination], we are no longer auditors of DEF
Insurance Company. We have read DEF Insurance Company’s statements in
its letter dated [date of insurer’s letter], which is attached hereto, and we agree
with the statements therein. [However, if the auditor is (a) not in a position to
agree or disagree or (b) does not agree with the insurer’s statement, the auditor’s
letter should state that the auditor is not in a position to agree or disagree or
that the auditor does not agree with such statements and give the reasons.]3

Qualifications
.08 Section 12 of the Model Audit Rule requires the auditor to provide a
letter to the insurer to be included in the annual financial report stating—
a.

The auditor is independent with respect to the insurer and conforms
with the standards of his or her profession as contained in the Code
of Professional Conduct and pronouncements of the AICPA and the
Rules of Professional Conduct of the appropriate state board of public
accountancy.

b.

The background and experience in general and of the individuals
used for an engagement and whether each is a certified public
accountant.

2 If the auditor had not reported on any financial statements, the first sentence should be
modified as follows:
We previously were engaged to audit the statutory financial statements of DEF Insurance
Company as of and for the year ending December 31,19X1.
3 The insurer’s letter may contain a statement, such as—
In connection with the audits of the statutory financial statements of the Company for the years
ended December 31, 19X2 and 19X1, and the subsequent interim period through [date of termina
tion], there were no disagreements with [CPA Firm] on any matter of accounting principles, statutory
accounting practices prescribed or permitted by the Insurance Department of (name of state of
domicile], financial statement disclosure, or auditing scope or procedures, which disagreements if not
resolved to their satisfaction would have caused them to make reference to the subject matter of the
disagreement in their reports.
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c.

The auditor understands that the annual audited statutory financial
statements and his or her opinion thereon will be filed in compliance
with the requirement of the Model Audit Rule and that the domicili
ary commissioner will be relying on the information in the monitor
ing and regulating of the financial position of insurers.

d.

The auditor consents to the workpaper requirements contained in
the Model Audit Rule and agrees to make the workpapers available
for review by the domiciliary commissioner or the commissioner’s
designee under the auditor’s control.4

e.

The engagement partner is licensed by an appropriate state licensing
authority and is a member in good standing of the AICPA.

f.

The auditor meets the qualifications and is in compliance with the
“Qualifications of Independent Certified Public Accountant” section
of the Model Audit Rule.

.09 The following is an illustration of the qualification letter:
To the Board of Directors of GHI Insurance Company:

We have audited, in accordance with generally accepted auditing standards,
the statutory financial statements of GHI Insurance Company (the Company)
for the years ended December 31,19X1 and 19X0, and have issued our report
thereon dated [date ofreport]. In connection therewith, we advise you as follows:

a.

We are independent certified public accountants with respect to the
Company and conform to the standards of the accounting profession as
contained in the Code of Professional Conduct and pronouncements of
the American Institute of Certified Public Accountants, and the Rules
of Professional Conduct of the [state] Board of Public Accountancy.

b.

The engagement partner and engagement manager, who are certified
public accountants, have [ ] years and [ ] years, respectively, of experi
ence in public accounting and are experienced in auditing insurance
enterprises. Members of the engagement team, most (some) of whom
have had experience in auditing insurance enterprises and [X] percent
of whom are certified public accountants, were assigned to perform
tasks commensurate with their training and experience.

c.

We understand that the Company intends to file its audited statutory
financial statements and our report thereon with the Insurance Depart
ment of [name of state of domicile] and other state insurance depart
ments in states in which the Company is licensed and that the insurance
commissioners of those states will be relying on that information in
monitoring and regulating the statutory financial condition of the
Company.
While we understand that an objective of issuing a report on the
statutory financial statements is to satisfy regulatory requirements, our
audit was not planned to satisfy all objectives or responsibilities of
insurance regulators. In this context, the Company and insurance
commissioners should understand that the objective of an audit of
statutory financial statements in accordance with generally accepted au

4 Refer to AICPA, Professional Standards, vol. 1, AU 9339, Working Papers: Auditing Interpreta
tions of Section 339.
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diting standards is to form an opinion and issue a report on whether the
statutory financial statements present fairly; in all material respects,
the admitted assets, liabilities, and capital and surplus, results of
operations and cash flow in conformity with accounting practices pre
scribed or permitted by the Insurance Department of [name of state of
domicile]. Consequently, under generally accepted auditing standards,
we have the responsibility, within the inherent limitations of the
auditing process, to plan and perform our audit to obtain reasonable
assurance about whether the statutory financial statements are free of
material misstatement, whether caused by error or fraud, and to exer
cise due professional care in the conduct of the audit. The concept of
selective testing of the data being audited, which involves judgment
both as to the number of transactions to be audited and the areas to be
tested, has been generally accepted as a valid and sufficient basis for
an auditor to express an opinion on financial statements. Audit proce
dures that are effective for detecting errors, if they exist, may be
ineffective for detecting misstatements resulting from fraud. Because
of the characteristics of fraud, particularly those involving concealment
and falsified documentation (including forgery), a properly planned and
performed audit may not detect a material misstatement resulting from
fraud. In addition, an audit does not address the possibility that
material misstatements resulting from fraud may occur in the future.
Also, our use ofprofessional judgment and the assessment ofmateriality
for the purpose of our audit means that matters may exist that would
have been assessed differently by insurance commissioners.
It is the responsibility of the management of the Company to adopt
sound accounting policies, to maintain an adequate and effective system
of accounts, and to establish and maintain an internal control structure
that will, among other things, provide reasonable, but not absolute,
assurance that assets are safeguarded against loss from unauthorized
use or disposition and that transactions are executed in accordance with
management’s authorization and recorded properly to permit the prepa
ration of financial statements in conformity with accounting practices
prescribed or permitted by the Insurance Department of [name of state
of domicile].

The Insurance Commissioner should exercise due diligence to obtain
whatever other information that may be necessary for the purpose of
monitoring and regulating the statutory financial position of insurers
and should not rely solely upon the independent auditor’s report.

d.

We will retain the workpapers5 prepared in the conduct of our audit
until the Insurance Department of [name of state of domicile] has filed
a Report of Examination covering 19X1, but not longer than seven years.
After notification to the Company, we will make the workpapers avail
able for review by the Insurance Department of [name ofstate ofdomicile]

5 Section 13 of the Model Audit Rule defines workpapers as follows:

Workpapers are the records kept by the independent certified public accountant of the pro
cedures followed, the tests performed, the information obtained, and the conclusions reached
pertinent to the accountant’s examination of the financial statements of an insurer. Work
papers, accordingly, may include audit planning documentation, work programs, analyses,
memoranda, letters of confirmation and representation, abstracts of company documents
and schedules or commentaries prepared or obtained by the independent certified public
accountant in the course of his or her examination of the financial statements of an insurer
and which support the accountant’s opinion.

[Footnote added, September 1997, to reflect the issuance of the Notice to Practitioners on communi
cations with state insurance regulators.]
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at the offices of the insurer, at our offices, at the Insurance Department
or at any other reasonable place designated by the Insurance Commis
sioner. Furthermore, in the conduct of the aforementioned periodic
review by the Insurance Department of [name of state of domicile],
photocopies of pertinent audit workpapers may be made (under the
control of the accountant) and such copies may be retained by the
Insurance Department of [name of state of domicile].6
e.

The engagement partner has served in that capacity with respect to the
Company since [year that current “term”started], is licensed by the [state
name] Board of Public Accountancy, and is a member in good standing
of the American Institute of Certified Public Accountants.

f.

To the best of our knowledge and belief, we are in compliance with the
requirements of section 7 of the NAIC’s Model Rule (Regulation) Requir
ing Annual Audited Financial Reports regarding qualifications of inde
pendent certified public accountants.

This letter is intended solely for the information and use of the Insurance
Department of [name of state of domicile] and other state insurance depart
ments and is not intended to be and should not be used by anyone other than
these specified parties.

[As amended, September 1997 and September 1998, to reflect the issuance of
Notices to Practitioners. Revised, June 1999, to reflect the conforming changes
necessary due to the issuance of recent authoritative literature.]

Notification of Adverse Financial Condition
.10 Section 10 of the Model Audit Rule requires that the auditor notify the
insurer’s board of directors or audit committee in writing within five business
days of a determination that (a) the insurer has materially misstated its
financial condition as reported to the domiciliary commissioner as of the
balance-sheet date currently under examination or (b) the insurer does not
meet the minimum capital and surplus requirements of the state insurance
statute as of the balance-sheet date. The Model Audit Rule also requires the
insurer to provide (a) to the insurance commissioner of the state of domicile a
copy of the notification of adverse financial condition within five days of its
receipt and (b) to the auditor evidence that the notification has been provided
to the insurance commissioner. If the auditor receives no such evidence, the
Model Audit Rule requires the auditor to send the notification to the insurance
commissioner directly within the next five business days.
.11 The following is an illustration of the auditor’s notification of adverse
financial condition letter when the audit is complete:7
To the Board of Directors of MNO Insurance Company:
We have audited, in accordance with generally accepted auditing standards,
the statutory financial statements of MNO Insurance Company (the Company)
as of December 31,19X1 and 19X0, and have issued our report thereon dated
[date of report].
6 See footnote 4. [Footnote renumbered, September 1997, to reflect the issuance of the Notice to
Practitioners on communications with state insurance regulators.]
7 A determination that financial statements filed with a state insurance department contain a
material misstatement does not necessarily always occur when an audit is complete. The Model Audit
Rule requires notification to be provided within five business days of such determination. The
language in this illustrative letter should be modified depending on the relevant facts and circum
stances. [Footnote renumbered, September 1997, to reflect the issuance of the Notice to Practitioners
on communications with state insurance regulators.]
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In connection with our audit, we determined that capital and surplus reflected
in the statement of admitted assets, liabilities, and capital and surplus of the
Company as of December 31, 19X1, as reported on the 19X1 Annual State
ment filed with the Insurance Department of [name of state] is materially
misstated because [provide explanation]. Statutory capital and surplus of $
reported on the 19X1 Annual Statement should be reduced by $ as a result of
the matter in the preceding sentence.8
If we do not receive evidence that the Company has forwarded a copy of this
letter to the insurance commissioner of [name ofstate] within five business days
of receipt, we are required to give the insurance commissioner a copy of this
letter within the next five business days.
This letter is intended solely for the information and use of the Insurance
Department of [name of state of domicile] and other state insurance depart
ments and is not intended to be and should not be used by anyone other than
these specified parties.

[Revised, June 1999, to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]

Report on Internal Controls
.12 Section 11 of the Model Audit Rule requires that insurers provide the
insurance commissioner of the state of domicile a written report describing
significant deficiencies in the insurer’s internal control structure noted during
the audit. Auditors should follow the guidance in Statement on Auditing
Standards No. 60, Communication of Internal Control Structure Related Mat
ters Noted in an Audit. Additionally, the Model Audit Rule requires insurers to
provide a description of remedial actions taken or proposed to correct signifi
cant deficiencies, if not covered in the auditor’s report. The reports on internal
controls should be filed by the insurer within sixty days after filing the annual
audited financial statements. No report is required to be issued if the auditor
does not identify significant deficiencies.

Effective Date
.13 This SOP should be applied to audits of statutory financial statements
performed for periods ending on or after December 15,1995. Early application
is encouraged.

8 The wording of this paragraph is intended for those situations in which audit adjustments
would not cause minimum capital and surplus of an insurer to fall below statutory requirements. The
paragraph should be reworded if the company did not meet minimum capital and surplus require
ments as presented on its Annual Statement as filed with the domiciliary commissioner. [Footnote
renumbered, September 1997, to reflect the issuance of the Notice to Practitioners on communica
tions with state insurance regulators.]
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Statement of Position 95-5
Auditor's Reporting on Statutory Financial
Statements of Insurance Enterprises
December 21, 1995

NOTE
This Statement of Position presents the recommendations of the AICPA
Insurance Companies Committee regarding the application of generally accepted
auditing standards to audits of financial statements of insurance enterprises.
Members of the AICPA Auditing Standards Board have found the recommenda
tions in this Statement of Position to be consistent with existing standards covered
by Rule 202 of the AICPA Code of Professional Conduct. AICPA members should
be prepared to justify departures from the recommendations in this Statement of
Position.

Introduction and Background
.01 All states require domiciled insurance enterprises to submit to the
state insurance commissioner an annual statement on forms developed by the
National Association of Insurance Commissioners (NAIC). The states also
require that audited statutory financial statements be provided as a supple
ment to the annual statements. Currently, statutory financial statements are
prepared using accounting principles and practices “prescribed or permitted by
the insurance department of the state of domicile,” referred to in this State
ment of Position (SOP) as prescribed-or-permitted statutory accounting.

.02 The NAIC is in the process of codifying statutory accounting practices
for certain insurance enterprises. When the NAIC completes the codification of
statutory accounting practices (the codification), it is expected that the states
will require that statutory financial statements be prepared using accounting
practices “prescribed in the NAIC’s Accounting Practices and Procedures Man
ual,” referred to in this SOP as NAIC-codified statutory accounting.
.03 This SOP is intended to apply to audits of statutory financial state
ments pre- and post-codification. The term statutory basis ofaccounting is used
in this SOP to refer to whatever is accepted as the statutory basis of accounting;
currently, that is prescribed-or-permitted statutory accounting. When codifica
tion is complete, it is expected that the statutory basis of accounting will be
NAIC-codified statutory accounting.

Prescribed-or-Permitted Statutory Accounting
.04 Prescribed statutory accounting practices currently are included in
state laws, regulations, and general administrative rules applicable to all
insurance enterprises domiciled in a particular state; the NAIC Annual State
ment Instructions', the NAIC Accounting Practices and Procedures Manuals;
AICPA Technical Practice Aids
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the Securities Valuation Manual (published by the NAIC Securities Valuation
Office); NAIC official proceedings; and the NAIC Examiners’ Handbook.

.05 Permitted statutory accounting practices include practices not pre
scribed in the sources described in paragraph .04, above, but allowed by the
domiciliary state insurance department. Insurance enterprises may request
permission from the domiciliary state insurance department to use a specific
accounting practice in the preparation of the enterprises’ statutory financial
statements (a) when it wishes to depart from the prescribed statutory account
ing practices, or (6) when prescribed statutory accounting practices do not
address the accounting for the transaction(s).

NAIC-Codified Statutory Accounting
.06 The NAIC undertook the project to codify statutory accounting prac
tices because the current prescribed-or-permitted statutory accounting model
results in practices that may vary widely—not only from state to state, but for
insurance enterprises within a state. The codification is expected to result in a
hierarchy of statutory accounting practices that will provide a comprehensive
basis of accounting that can be applied consistently to all insurance enter
prises. Current statutory accounting practices are considered an other compre
hensive basis of accounting (OCBOA) under Statement on Auditing Standards
(SAS) No. 62, Special Reports. When codification is complete, it is anticipated
that a statutory basis of accounting for insurance enterprises other than
NAIC-codified statutory accounting will be considered neither generally ac
cepted accounting principles (GAAP) nor OCBOA.1 SAS No. 62, paragraphs 27
to 30, provides guidance on reporting on financial statements prepared on a
basis of accounting prescribed in an agreement that results in a presentation
that is not in conformity with GAAP or OCBOA. That guidance is for financial
statements prepared in accordance with an agreement (for example, a loan
agreement) and that form of report should not be used for statutory financial
statements of insurance enterprises.

Other Relevant AICPA Pronouncements
.07 During 1994, the AICPA issued the following two pronouncements
that address statutory accounting practices and statutory financial state
ments.
a.

SOP 94-1, Inquiries of State Insurance Regulators [section 11,290],
requires, for each audit, auditors to obtain sufficient competent
evidential matter to corroborate management’s assertion that per
mitted statutory accounting practices that are material to an insur
ance enterprise’s financial statements are permitted by the
insurance department of the state of domicile.

b.

SOP 94-5, Disclosures of Certain Matters in the Financial Statements
of Insurance Enterprises [section 10,630], requires insurance enter
prises to disclose information about permitted statutory accounting
practices in their financial statements.

Applicability
.08 This SOP applies to all audits of statutory financial statements of
insurance enterprises that file financial statements with state insurance de
1 When the codification is complete, certain amendments to SAS No. 62 would be required.
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partments, including stock and mutual insurance enterprises. Insurance en
terprises that prepare statutory financial statements include life and health
insurance enterprises, property and casualty insurance enterprises, title in
surance enterprises, mortgage guaranty insurance enterprises, assessment
enterprises, fraternal benefit societies, reciprocal or interinsurance exchanges,
pools, syndicates, captive insurance companies, financial guaranty insurance
enterprises, health maintenance organizations, and hospital, medical and
dental service or indemnity corporations.

.09 This SOP supersedes SOP 90-10, Reports on Audited Financial State
ments of Property and Liability Insurance Companies. It also amends the
AICPA Audit and Accounting Guide Audits ofProperty and Liability Insurance
Companies and the AICPA Industry Audit Guide Audits of Stock Life Insur
ance Companies.2

Conclusions
Superseding Statement of Position 90-10, Reports on
Audited Financial Statements of Property ana Liability
Insurance Companies
.10 Auditors should not issue reports on statutory financial statements as
to fair presentation in conformity with the statutory basis of accounting that
include a disclaimer of opinion as to fair presentation in conformity with
GAAP.

General Distribution Reports
.11 Under SAS No. 62, if an insurance enterprise’s statutory financial
statements are intended for distribution other than for filing with the insur
ance departments to whose jurisdiction the insurance enterprise is subject, the
auditor of those statements should use the general distribution form of report
for financial statements that lack conformity with GAAP. Paragraph 4 in SAS
No. 1, section 544, Lack of Conformity With Generally Accepted Accounting
Principles, requires the auditor to use the standard form of report described in
SAS No. 58, Reports on Audited Financial Statements, modified as appropriate
because of departures from GAAP.

.12 Although it may not be practicable to determine the amount of differ
ence between GAAP and the statutory basis of accounting, the nature of the
differences is known. The differences generally exist in significant financial
statement items, and are believed to be material and pervasive to most
insurance enterprises’ financial statements. Therefore, there is a rebuttable
presumption that the differences between GAAP and the statutory basis of
accounting are material and pervasive. Therefore, auditors should express an
adverse opinion with respect to conformity with GAAP (refer to SAS No. 58
paragraph 67), unless the auditor determines the differences between GAAP
and the statutory basis of accounting are not material and pervasive.
.13 Paragraph 68 and 69 in SAS No. 58 requires an auditor, when
expressing an adverse opinion, to disclose in a separate explanatory paragraph(s) preceding the opinion paragraph in his or her report (a) all of the
substantive reasons for the adverse opinion, and (b) the principal effects of the
subject matter of the adverse opinion on financial position, results of opera
2 The AICPA is revising the Audit and Accounting Guide Audits of Life and Health Insurance
Entities, which will incorporate this SOP.
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tions, and cash flows, if practicable.3 If the effects are not reasonably determin
able, the report should so state, and also should state that the differences are
presumed to be material. Furthermore, the notes to the statutory financial
statements should discuss the statutory basis of accounting and describe how
that basis differs from GAAP.
.14 After expressing an adverse or qualified opinion on the statutory
financial statements as to conformity with GAAP, auditors may express an
opinion on whether the statutory financial statements are presented in con
formity with the statutory basis of accounting under SAS No. 1, section 544. If,
as anticipated, NAIC-codified statutory accounting becomes the statutory
basis of accounting, an accounting practice that departs from that basis of
accounting, regardless of whether required by state law or permitted by state
regulators, would be considered an exception to the statutory basis of account
ing. Accordingly, if such departures are material, the auditors should express
a qualified or adverse opinion on the statutory financial statements just as they
would under SAS No. 58 regarding conformity with GAAP.4
.15 Following is an illustration of an independent auditor’s report on the
general distribution statutory financial statements of an insurance enterprise
prepared in conformity with prescribed-or-permitted statutory accounting
practices, which contains an adverse opinion as to conformity with GAAP, and
an unqualified opinion as to conformity with the statutory basis of accounting.
In this illustrative report, it is assumed that the effects on the statutory
financial statements of the differences between GAAP and the statutory basis
of accounting are not reasonably determinable.
Independent Auditor’s Report

To the Board of Directors
ABC Insurance Company
We have audited the accompanying statutory statements of admitted assets,
liabilities, and surplus of ABC Insurance Company as of December 31, 19X2
and 19X1, and the related statutory statements of income and changes in
surplus, and cash flow for the years then ended. These financial statements are
the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audits to
obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
As described more fully in Note X to the financial statements, the Company
prepared these financial statements using accounting practices prescribed or
3 SAS 32, Adequacy of Disclosure in the Financial Statements, defines practicable as “the
information is reasonably obtainable from management’s accounts and records and that providing
the information in his report does not require the auditor to assume the position of a preparer of
financial information.” For example, if the information can be obtained from the accounts and records
without the auditor substantially increasing the effort that would normally be required to complete
the audit, the information should be presented in the auditor’s report.
4 See footnote 1.
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permitted by the Insurance Department of the State of [state ofdomicile],5 which
practices differ from generally accepted accounting principles. The effects on
the financial statements of the variances between the statutory basis of
accounting and generally accepted accounting principles, although not reason
ably determinable, are presumed to be material.
In our opinion, because of the effects of the matter discussed in the preceding
paragraph, the financial statements referred to above do not present fairly, in
conformity with generally accepted accounting principles, the financial position
of ABC Insurance Company as of December 31,19X2 and 19X1, or the results
of its operations or its cash flows for the years then ended.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the admitted assets, liabilities, and surplus of ABC Insur
ance Company as of December 31, 19X2 and 19X1, and the results of its
operations and its cash flow for the years then ended, on the basis of accounting
described in Note X.

Limited Distribution Reports
.16 Prescribed-or-permitted statutory accounting for insurance enter
prises currently is considered an OCBOA as described in SAS No. 62. If an
insurance enterprise’s statutory financial statements are intended solely for
filing with state insurance departments to whose jurisdiction the insurance
enterprise is subject, the auditor may use the form of report for financial
statements prepared in accordance with a comprehensive basis of accounting
other than GAAP. Paragraph 5f of SAS No. 62 recognizes that such reporting
is appropriate even though the auditor’s report may be made a matter of public
record. However, that paragraph further states that limited distribution re
ports may be used only if the financial statements and report are intended
solely for filing with the regulatory agencies to whose jurisdiction the insur
ance enterprise is subject. The auditor’s report should contain a statement that
there is a restriction on distribution of the statutory financial statements to
those within the insurance enterprise and for filing with the state insurance
departments to whose jurisdiction the insurance enterprise is subject.
.17 Although auditing standards do not prohibit an auditor from issuing
limited distribution and general distribution reports on the same statutory finan
cial statements of an insurance enterprise, it is preferable to issue only one of those
types of reports. Few, if any, insurance enterprises that do not prepare financial
statements in accordance with GAAP will be able to fillfill all of their reporting
obligations with limited distribution statutory financial statements.
.18 Following is an illustration, adapted from paragraph 8 of SAS No. 62,
of an unqualified auditor’s report on limited distribution statutory financial
statements prepared in conformity with prescribed-or-permitted statutory
accounting practices.
Independent Auditor’s Report
To the Board of Directors
XYZ Insurance Company
We have audited the accompanying statutory statements of admitted assets,
liabilities, and surplus of XYZ Insurance Company as of December 31, 19X2
5 If, as anticipated, NAIC-codified statutory accounting becomes the statutory basis of account
ing, this paragraph should be modified to state that the company prepared the financial statements
using accounting practices “prescribed by the NAIC’s Accounting Practices and Procedures Manual,”
or other appropriate language.
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and 19X1, and the related statutory statements of income and changes in
surplus, and cash flow, for the years then ended. These financial statements
are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audits to
obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
As described more fully in Note X to the financial statements, these financial
statements were prepared in conformity with accounting practices prescribed
or permitted by the Insurance Department of the State of [state of domi
cile],6 which is a comprehensive basis of accounting other than generally
accepted accounting principles.
In our opinion, the financial statements referred to above present fairly, in all
material respects, the admitted assets, liabilities, and surplus ofXYZ Insurance
Company as of December 31,19X2 and 19X1, and the results of its operations
and its cash flow for the years then ended, on the basis of accounting described
in Note X.

This report is intended solely for the information and use of the board of
directors and the management ofXYZ Insurance Company and state insurance
departments to whose jurisdiction the company is subject and is not intended
to be and should not be used by anyone other than these specified parties.

[Revised, June 1999, to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]
.19 In accordance with paragraph 10 of SAS No. 62, the notes accompa
nying an insurance enterprise’s statutory financial statements should contain
a summary of significant accounting policies that discusses the statutory basis
of accounting and describes how the basis differs from GAAP. However, the
effects of the differences need not be quantified.

General and Limited Distribution Reports
.20 The auditor should consider the need for an explanatory paragraph
(or other explanatory language) under the circumstances described in para
graph 11 of SAS No. 58 and paragraph 31 of SAS No. 62 regardless of any of
the following:
a. The type of report—general or limited distribution
b.

The opinion expressed—unqualified, qualified, or adverse

c.

Whether the auditor is reporting as to conformity with GAAP or
conformity with the statutory basis of accounting

For example, in a general distribution report, an auditor may express an
adverse opinion as to conformity with GAAP and an unqualified opinion as to
6 If, as anticipated, NAIC-codified statutory accounting becomes the statutory basis of account
ing, this paragraph should be modified to state that the company prepared the financial statements
using accounting practices “prescribed by the NAIC’s Accounting Practices and Procedures Manual"
or other appropriate language.
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conformity with the statutory basis of accounting, and also conclude there is a
need to add an explanatory paragraph regarding substantial doubt about the
insurance enterprise’s ability to continue as a going concern; such paragraph
should follow both opinion paragraphs.

.21 As discussed in paragraph 37 of SAS No. 58 and paragraph 31 of SAS
No. 62, in a separate paragraph of the auditor’s report, the auditor may wish
to emphasize a matter. When an insurance enterprise prepares its financial
statements using accounting practices prescribed or permitted by the insur
ance department of the state of domicile and has significant transactions that
it reports using permitted accounting practices that materially affect the
insurance enterprise’s statutory capital,7 the auditor is strongly encouraged to
include an emphasis-of-a-matter paragraph in the report describing the per
mitted practices and their effects on statutory capital.
.22 An example of an emphasis-of-a-matter paragraph follows:
As discussed in Note X to the financial statements, the Company received
permission from the Insurance Department of the [state of domicile] in 19XX
to write up its property to appraised value; under prescribed statutory account
ing practices property is carried at depreciated cost. As of December 31,19X5,
that permitted accounting practice increased statutory surplus by $XX million
over what it would have been had the prescribed accounting practices been
followed.

Mutual Life Insurance Enterprises
.23 In April 1993, the Financial Accounting Standards Board (FASB)
issued Interpretation No. 40, Applicability of Generally Accepted Accounting
Principles to Mutual Life Insurance and Other Enterprises, which concludes
that mutual life insurance enterprises can no longer issue statutory financial
statements that are described as “in conformity with generally accepted ac
counting principles.” Interpretation No. 40, as amended by FASB Statement of
Financial Accounting Standards No. 120, Accounting and Reporting by Mutual
Life Insurance Enterprises and by Insurance Enterprises for Certain Long-Du
ration Participating Contracts, is effective for financial statements issued for
fiscal years beginning after December 15,1995. (FASB Statement No. 120 does
not change the disclosure and other transition provisions of Interpretation No.
40.) For statutory financial statements of mutual life insurance enterprises issued
before that effective date, auditors may report on the statutory financial state
ments as being in conformity with generally accepted accounting principles.

Effective Date
.24 This SOP should be applied to audits of statutory financial statements
for years ended on or after December 31,1996.

7 If, as anticipated, NAIC-codified statutory accounting replaces the prescribed or permitted
statutory basis of accounting, such permitted practices would be considered departures from the
statutory basis of accounting.
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Statement of Position 98-3
Audits of States, Local Governments, and
Not-for-Profit Organizations Receiving
Federal Awards
March 17,1998
NOTE
This Statement of Position presents the recommendations of the AICPA Single
Audit Working Group regarding the performance of audits in accordance with the
Single Audit Act Amendments of 1996 and Office of Management and Budget
Circular A-133, Audits of States, Local Governments, and Non-Profit Organiza
tions (June 1997 revision). This edition incorporates guidance contained in the
1994 revision to Government Auditing Standards, as amended, and Statement on
Auditing Standards No. 74, Compliance Auditing Considerations in Audits of
Governmental Entities and Recipients of Governmental Financial Assistance. Mem
bers of the AICPA Auditing Standards Board have found the recommendations in
this Statement of Position to be consistent with existing standards covered by Rule
202 of the AICPA Code of Professional Conduct. AICPA members should be prepared
to justify departures from the recommendations in this Statement of Position.
This SOP reflects relevant auditing guidance contained in authoritative
pronouncements through May 1, 2000, as follows:
• SAS No. 90, Audit Committee Communications
• 1994 revision to Government Auditing Standards Amendment No. 2, Auditor
Communication
Users of this SOP should consider pronouncements issued subsequent to those
listed above to determine their effect on entities covered by this SOP.

Summary
This Statement of Position (SOP) provides guidance on the auditor’s responsi
bilities when conducting a single audit or program-specific audit in accordance
with the Single Audit Act Amendments of 1996 and Office of Management and
Budget (OMB) Circular A-133, Audits of States, Local Governments, and
Non-Profit Organizations (June 1997 revision). This SOP supersedes SOP 92-9,
Audits ofNot-for-Profit Organizations Receiving Federal Awards, and part VII,
“Audits of Federal Financial Assistance,” of the AICPA Audit and Accounting
Guide Audits of State and Local Governmental Units.
In addition to providing an overview of the auditor’s responsibilities in an audit
of federal awards, this SOP—
•

Describes the applicability of the Single Audit Act Amendments of
1996 and Circular A-133.

•

Describes the auditor’s responsibility for testing and reporting on the
schedule of expenditures of federal awards.
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•

Describes the auditor’s responsibility for considering internal control
and for performing tests of compliance with applicable laws, regula
tions, and program compliance requirements under generally accepted
auditing standards, Government Auditing Standards, and Circular
A-133.

•

Describes the auditor’s responsibility for reporting and provides ex
amples of the reports required by Government Auditing Standards and
Circular A-133.

•

Describes the auditor’s responsibility for testing and reporting in a
program-specific audit.

Further, this SOP incorporates guidance from the following documents:

•

The Single Audit Act Amendments of 1996 and Circular A-133

•

AICPA Statement on Auditing Standards No. 74, Compliance Audit
ing Considerations in Audits of Governmental Entities and Recipients
of Governmental Financial Assistance

•

1994 revision to Government Auditing Standards, as amended

•

The 0MB Circular A-133 Compliance Supplement (June 1997 revision)

This edition of the SOP includes conforming changes for relevant auditing
pronouncements through May 1, 2000, as presented in the earlier Note.
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Chapter 1

INTRODUCTION AND OVERVIEW
Introduction
Purpose and Applicability
1.1 The purpose of this Statement of Position (SOP) is to provide auditors
of states, local governments, and not-for-profit organizations (NPOs) that
receive federal awards with a basic understanding of the procedures they
should perform and of the reports they should issue for single audits and
program-specific audits under—
a.

The Single Audit Act Amendments of 1996 (hereinafter referred to
as the Single Audit Act or the Act).1

b.

Office of Management and Budget (0MB) Circular A-133, Audits of
States, Local Governments, and Non-Profit Organizations,2 and the
related OMB Circular A-133 Compliance Supplement.

c.

The standards applicable to financial audits contained in the 1994
revision of Government Auditing Standards, as amended (also referred
to as the Yellow Book), issued by the Comptroller General of the United
States of the U.S. General Accounting Office (GAO).3 These stand
ards, which are periodically amended and codified, incorporate the
fieldwork and reporting standards of generally accepted auditing
standards (GAAS)4 issued by the American Institute of Certified
Public Accountants (AICPA).

1.2 This SOP provides guidance about financial and compliance auditing
standards and requirements related to single audits (chapters 1 through 10)
and program-specific audits (chapter 11) for entities (also referred to as
auditees) subject to the Single Audit Act and Circular A-133. Applicable
standards and requirements are promulgated by the 0MB, GAO, and AICPA.
This SOP also provides guidance on applicable auditing standards and require
ments established by those organizations to assist auditors in planning,
performing, and reporting on single audits and program-specific audits in
1 The Single Audit Act Amendments of 1996 (Public Law 104-156) was enacted into law in July
1996 and replaced the Single Audit Act of 1984. A reprint of the Single Audit Act Amendments of 1996
is included in appendix A of this SOP.
2 Circular A-133 (as revised on June 30,1997), is reprinted in appendix B of this SOP.
3 The standards applicable to financial audits include the general, fieldwork, and reporting
standards described in chapters 3, 4, and 5 of Government Auditing Standards.
4 GAAS requirements are discussed in this SOP to the extent necessary to explain the related
requirements of Government Auditing Standards. Auditors should refer to relevant AICPA State
ments on Auditing Standards and also related Audit and Accounting Guides such as Not-for-Profit
Organizations, Health Care Organizations, and Audits of State and Local Governmental Units for
additional information on GAAS requirements.
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accordance with those standards and requirements, and includes illustrative
audit reports. Since Circular A-133 is the federal policy guidance to which
auditors are held in performing single audits, this SOP will primarily focus on
its requirements.
1.3 This SOP is organized by chapters in which the important considera
tions in performing single audits and program-specific audits are discussed
(see table of contents).
1.4 This SOP is not a complete manual of procedures, nor should it
supplant the auditor’s judgment about the audit work required in particular
situations. Because of the variety of federal, state, and local financial assis
tance programs and the complexity of the regulations that govern them, the
procedures included in this SOP cannot cover all the circumstances or condi
tions that would be encountered in the audits of every entity. The auditor
should use professional judgment to tailor his or her procedures to meet the
conditions of the particular engagement, so that the audit objectives may be
achieved.
1.5 Auditors should be aware that certain states have imposed additional
audit requirements related to state or local financial assistance. The guidance
in this SOP does not extend to individual state requirements (except for the
guidance in paragraphs 3.49, 3.58, and 6.71). Furthermore, pass-through
entities may impose additional audit requirements on their subrecipients
related to the financial assistance passed through. The guidance in this SOP
also does not extend to those requirements.

Definitions
1.6 The terms used in this SOP are intended to be consistent with the
definitions in the Single Audit Act and Circular A-133. Similarly, the term
not-for-profit organization as used in this SOP is consistent with the definition
of the term non-profit organization in Circular A-133 (see appendix B) and
includes not-for-profit institutions of higher education, hospitals, and other
health care providers.

Effective Dates
1.7 The requirements of the Single Audit Act and Circular A-133 are
effective for audits of fiscal years beginning after June 30,1996. This SOP also
includes relevant auditing guidance through AICPA Statement on Auditing
Standards (SAS) No. 90, Audit Committee Communications (AICPA, Profes
sional Standards, vol. 1, AU secs. 380 and 722). The effective dates of this
auditing guidance should be applied as provided for in the related literature.
This SOP does not change the effective dates of the auditing standards, the act,
and Circular A-133. The remaining provisions of this SOP are applicable to
audits of fiscal years beginning after June 30,1996, in which the related fieldwork
commences on or after March 1,1998. Earlier application is encouraged.

Objectives of a Single Audit
1.8 A single audit has two main objectives: (a) an audit of the entity’s
financial statements and the reporting on the schedule of expenditures of
federal awards in relation to those financial statements and (b) a compliance
audit of federal awards expended during the fiscal year. Each of these results
in the preparation and issuance of certain audit reports (see paragraph 2.7 for
a more detailed description of the audit objectives).
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Audit of Entity's Financial Statements and Reporting on the Schedule of
Expenditures of Federal Awards
1.9 The financial statement audit required by Circular A-133 is per
formed in accordance with the standards applicable to financial audits con
tained in Government Auditing Standards and GAAS, and it results in the
auditor reporting on the entity’s financial statements and on the scope of the
auditor’s testing of compliance and internal control over financial reporting
and presents the results of those tests. The primary sources of guidance and
standards regarding financial statement audits are the AICPA Statements on
Auditing Standards (SASs), particularly SAS No. 74, Compliance Auditing
Considerations in Audits of Governmental Entities and Recipients of Govern
mental Financial Assistance (AICPA, Professional Standards, vol. 1, AU sec.
801); Government Auditing Standards', and the following AICPA Audit and
Accounting Guides, as applicable: Not-for-Profit Organizations, Audits of State
and Local Governmental Units, Health Care Organizations, and Audits of
Colleges and Universities.5 Refer to chapter 4 for a more detailed discussion of
financial statement audit considerations under Circular A-133. Guidance on
reporting on the schedule of expenditures of federal awards is provided in SAS
No. 29, Reporting on Information Accompanying the Basic Financial State
ments in Auditor-Submitted Documents (AICPA, Professional Standards, vol.
1, AU sec. 551). Refer to chapter 5 for a more detailed discussion of the schedule
of expenditures of federal awards.

Compliance Audit of Federal Awards
1.10 Under Circular A-133, the auditor has additional testing and report
ing responsibilities for compliance, as well as internal control over compliance,
beyond a financial statement audit performed in accordance with Government
Auditing Standards and GAAS. The compliance audit of federal awards ex
pended during the fiscal year provides a basis for issuing an additional report
on compliance related to major programs and on internal control over compli
ance.6 The various types of federal awards and payment methods are described
in paragraphs 1.17 through 1.23. Compliance auditing considerations applica
ble to major programs and internal control over compliance are discussed in
chapters 6 and 8. Reporting is discussed in chapter 10.

Adherence to Professional Standards and Requirements
1.11 The auditor should be aware that AICPA Ethics Interpretation
501-3, Failure to Follow Standards and/or Procedures or Other Requirements
in Governmental Audits, states that when an auditor undertakes an audit of
government grants or recipients of government monies and agrees to follow
specified government audit standards, guides, procedures, statutes, rules, and
regulations, he or she is obligated to follow these standards or guidelines in
addition to GAAS. Failure to do so is an act discreditable to the profession and
a violation of rule 501 of the AICPA Code of Professional Conduct, unless it is
disclosed in the auditor’s report that these rules were not followed and the
reasons for doing so are given.
5 Auditors should note that although Audits of Colleges and Universities has been superseded by
Not-for-Profit Organizations, it continues to be applicable in a governmental environment (that is,
public institutions).
6 A major program is defined in Circular A-133. See the discussion of the determination of major
programs in chapter 7.
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Relationship of the Single Audit Act, Circular A-133,
Government Auditing Standards, and GAAS
1.12 The Single Audit Act Amendments of 1996 were enacted to stream
line and improve the effectiveness of audits of federal awards and to reduce the
audit burden on states, local governments, and NPOs. Those goals were
achieved, in part, by increasing the dollar threshold for requiring a single audit
to $300,000 in federal awards expended from $25,000 in federal awards re
ceived and introducing a risk-based approach for determining which federal
programs are to be considered major programs (see paragraph 2.2 for a further
discussion of the audit threshold). The Single Audit Act requires single audits
and program-specific audits of federal awards to be performed in accordance
with Government Auditing Standards,7 and gives the Director of OMB the
authority to develop government-wide guidelines and policy on performing
audits to comply with the Act. The OMB established audit guidelines and
policy in Circular A-133, which was revised and issued June 30, 1997,8 and
establishes a uniform system of auditing states, local governments, and NPOs
that expend federal awards. (Chapter 2 provides an overview of Single Audit
Act and Circular A-133 requirements.) Circular A-133 has been adopted in
regulation by individual federal departments and agencies.

1.13 In performing audits in accordance with the standards applicable to
financial audits contained in Government Auditing Standards, the auditor
assumes certain responsibilities beyond those of audits performed in accord
ance with GAAS.9 Government Auditing Standards includes general stand
ards, incorporates the fieldwork and reporting standards under GAAS, and
includes additional fieldwork and reporting standards. Government Auditing
Standards includes additional standards in such areas as quality control
reviews, continuing professional education, documentation requirements,
auditor communication, working papers, and audit follow-up (see paragraphs
3.8 through 3.23 for a detailed discussion of the additional standards). The
reporting responsibilities in Government Auditing Standards require addi
tional reporting on compliance and on internal control over financial reporting
(see paragraphs 3.23,10.15, and 10.16 for a detailed discussion of the reporting
requirements).
7 Government Auditing Standards includes standards for financial audits as well as for per
formance audits. The references to Government Auditing Standards in this SOP encompass only
the standards applicable to financial audits and not the performance audit standards (see footnote
3). However, Government Auditing Standards states that auditors should follow, as appropriate,
the report contents standards for objectives, scope, and methodology; audit results; the view of
responsible officials; and its report presentation standards. A discussion of these standards is
contained in the performance auditing standards in chapter 7 of Government Auditing Standards
(see paragraph 10.21).
8 The June 30,1997, revision to Circular A-133 superseded OMB Circular A-128, Audits of State
and Local Governments, and all previous versions of Circular A-133.
9 Paragraphs 21 through 23 of SAS No. 74 describe the auditor’s responsibility when he or she has
been engaged to perform an audit in accordance with GAAS and becomes aware that the entity is
subject to an audit requirement that may not be encompassed in the terms of the engagement. In such
a situation, SAS No. 74 requires that the auditor communicate to management and the audit commit
tee, or to others with equivalent authority or responsibility, that an audit in accordance with GAAS
alone may not satisfy the relevant legal, regulatory, or contractual requirements. That communication
may be oral or written. However, if the communication is oral, the auditor should document the
communication in the working papers. The auditor should consider how the client’s actions in response
to such a communication relate to other aspects of the audit, including the potential effect on the
financial statements and on the auditor’s report on those financial statements. Specifically, the auditor
should consider management’s actions in relation to the guidance in SAS No. 54, Illegal Acts by Clients
(AICPA, Professional Standards, vol. 1, AU sec. 317), and SAS No. 82, Consideration of Fraud in a
Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316).
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Compliance Testing

1.14 Table 1.1 presents the relationship among the compliance testing
requirements of GAAS, Government Auditing Standards, the Single Audit Act,
and Circular A-133. Compliance testing requirements are discussed in detail
in chapter 6. SAS No. 74 provides general guidance on the auditor’s responsi
bility for compliance auditing under GAAS, Government Auditing Standards,
and federal audit requirements. In SAS No. 54, Illegal Acts by Clients (AICPA,
Professional Standards, vol. 1, AU sec. 317), the auditor’s responsibility in a
GAAS audit for considering laws and regulations and how they affect the
financial statement audit is described. SAS No. 82, Consideration ofFraud in
a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec.
316), and SAS No. 47, Audit Risk and Materiality in Conducting an Audit
(AICPA, Professional Standards, vol. 1, AU sec. 312), as amended by SAS No.
82, describe the auditor’s responsibility in a GAAS audit for the consideration
of fraud and errors.
Internal Control Consideration

1.15 Table 1.2 presents the relationship among the requirements to con
sider internal control under GAAS, Government Auditing Standards, the
Single Audit Act, and Circular A-133. Internal control requirements are dis
cussed in detail in chapters 4 and 8.
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Table 1.1

Compliance Testing

Generally accepted
auditing standards

Fieldwork
Responsibilities

Reporting
Responsibilities

Design the audit to provide
reasonable assurance that the
financial statements are free of
material misstatements resulting
from violations of laws and
regulations that have a direct and
material effect on the determination
of financial statement amounts in
accordance with SAS No. 54, Illegal
Acts by Clients, as described in SAS
No. 74, Compliance Auditing Con

Requires the auditor to adequately
inform the audit committee or others
with equivalent authority and
responsibility about any illegal acts
that the auditor becomes aware of
during the audit unless they are
clearly inconsequential. Whenever
the auditor has determined that
there is evidence that fraud may
exist, that matter should be brought
to the attention of an appropriate
level of management. Fraud
involving senior management and
fraud that causes a material mis
statement of the financial
statements should be reported
directly to the audit committee.
When the auditor identifies fraud
risk factors that have continuing
control implications, the auditor
should communicate those factors
that are considered reportable condi
tions to senior management and the
audit committee. See SAS No. 82,
paragraphs 38 through 40, for an
additional discussion of the report
ing requirements of SAS No. 82.
Requires a written report
describing the scope of the
auditor’s testing of compliance
with laws and regulations and
presenting the results of those
tests (additional details on the
reporting responsibilities are
included in paragraphs 10.15,
10.16, and 10.21 through 10.25).

siderations in Audits of Governmen
tal Entities and Recipients of
Governmental Financial Assistance,

and to provide reasonable assur
ance about whether the financial
statements are free of material
misstatements (whether caused by
error or fraud), as described in SAS
No. 82, Consideration of Fraud in a
Financial Statement Audit, and
SAS No. 47, Audit Risk and Materi
ality in Conducting an Audit.

Government
Auditing
Standards

Single Audit Act
and Circular A-133

§11,320-1.15

Same responsibilities as required
by GAAS, but Government Auditing
Standards specifically states that
auditors should design the audit to
provide reasonable assurance of
detecting material misstatements
resulting from noncompliance with
provisions of contracts or grant
agreements that have a direct and
material effect on the determination
of financial statement amounts.
Government Auditing Standards also
requires auditors to communicate
information to certain parties during
the planning stages of an audit
regarding the nature and extent of
planned testing and reporting on
compliance with laws and regulations.
Determine whether the entity
complied with laws, regulations,
and the provisions of contracts or
grant agreements pertaining to
federal awards that have a direct
and material effect on each major
program.

Requires the auditor to express an
opinion on whether the entity
complied with laws, regulations,
and with the provisions of contracts
or grant agreements which could
have a direct and material effect on
each major program and, where
applicable, refer to a separate
schedule of findings and questioned
costs.
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Table 1.2

Internal Control Responsibilities
Fieldwork
Responsibilities
Generally accepted
auditing standards

Obtain an understanding of internal
control over financial reporting
sufficient to plan the audit by
performing procedures to understand
both the design of controls relevant to
an audit of financial statements and
whether they have been placed in op
eration, and assess control risk, in
accordance with SAS No. 55, Consid

Reporting
Responsibilities
Requires the auditor to communi
cate, either orally or in writing,
any reportable conditions as
described in SAS No. 60,

Communication ofInternal
Control Related Matters Noted
in an Audit.

eration ofInternal Control in a Fi
nancial Statement Audit, as amen
ded by SAS No. 78, Consideration of
Internal Control in a Financial
StatementAudit AnAmendment to SAS
No. 55.

Government
Auditing
Standards

Single Audit Act
and Circular A-133

Same responsibilities as GAAS except
that Government Auditing Standards
requires additional documentation
requirements when assessing control
risk at maximum for controls signifi
cantly dependent upon computerized
information. Government Auditing
Standards also requires auditors to
communicate information to certain
parties during the planning stages of
an audit regarding the nature and
extent of planned testing and report
ing on internal control over financial
reporting. Government Auditing
Standards also provides additional
guidance on safeguarding of assets
and control over compliance with
laws and regulations.
With regard to internal control over
compliance, the auditor is required
to do the following (in addition to the
requirements of Government Audit
ing Standards): (1) perform proced
ures to obtain an understanding of
internal control over federal pro
grams that is sufficient to plan the
audit to support a low assessed level
of control risk for major programs,
(2) plan the testing of internal con
trol over major programs to support
a low assessed level of control risk
for the assertions relevant to the
compliance requirements for each
major program,* and (3) perform
tests of internal control (unless the
internal control is likely to be ineffec
tive in preventing or detecting
noncompliance).

Requires a written report
describing the scope of the
auditor’s testing of internal
control and presenting the results
of those tests. Also requires
separate identification and
written communication of all
reportable conditions, including
those reportable conditions that
are individually or cumulatively
material weaknesses.

Requires a written report on
internal control over major
programs describing the scope of
testing internal control and the
results of the tests, and, where
applicable, referring to a separate
schedule of findings and
questioned costs.

* Circular A-133 requires the auditor to plan the audit to support a low assessed level of
control risk for major programs; however, it does not actually require the achievement of a low
assessed level of control risk. See paragraphs 8.16 through 8.22.
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Reporting
1.16 A matrix depicting the recommended auditor’s reports in a single
audit required by GAAS, Government Auditing Standards, and Circular A-133
appears in table 1.3. Reporting is discussed in detail in chapter 10.

Table 1.3

Recommended Reporting in Single Audits

Report
Opinion (or disclaimer of opinion)
on financial statements and
supplementary schedule of
expenditures of federal awards
Report on compliance and on
internal control over financial
reporting based on an audit of
financial statements
Report on compliance and internal
control over compliance applicable
to each major program (this report
must include an opinion [or
disclaimer of opinion] on
compliance)
Schedule of findings and questioned
costs

GAAS

Required by—
Government
Auditing Standards

Circular A-133

XX

X

X

X

X

X

Types of Federal Awards and Payment Methods
Definition of Federal Awards
1.17 Circular A-133 defines federal awards as federal financial assistance
and federal cost-reimbursement contracts that auditees receive directly from
federal awarding agencies or indirectly from pass-through entities. It does not
include procurement contracts (under grants or contracts) used to buy goods or
services from vendors. See paragraph 2.15 for a discussion of subrecipient and
vendor determinations.

Federal Financial Assistance—Classification and Types
1.18 Federal sponsors have classified federal financial assistance into
program categories in the Catalog of Federal Domestic Assistance (CFDA),
published by the Government Printing Office. Circular A-133 defines federal
programs as all federal awards under the same CFDA number. Certain clus
ters of federal programs should be treated as one program for determining
major programs. Research and development, student financial aid, and certain
other programs are defined as a cluster in the OMB Circular A-133 Compliance
Supplement because they are closely related and share common compliance
requirements (see paragraphs 1.26 through 1.28 and chapters 2 and 6 for
additional discussion of the Compliance Supplement).
1.19 Sometimes state governments combine funding from different fed
eral awards in providing assistance to their subrecipients when the awards are
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closely related programs and share common compliance requirements. In this
case, Circular A-133 states that the state may require the subrecipient to treat
the combined federal awards as a cluster of programs. See paragraph 2.18 for
further information.
1 .20 There are over 1,000 individual grant programs and several distinct
types of federal award payment methods. Many of these programs are described
in the CFDA; however, certain programs may not be included. For example,
contracts may not be listed in the CFDA. Circular A-133 states that when a CFDA
number is not assigned, all federal awards from the same agency that are made
for the same purpose should be combined and considered one program.
1 .21 Programs in the CFDA are classified into fifteen types of assistance.
Benefits and services are provided through seven financial and eight nonfinancial types of assistance. The following list describes the eight principal types of
assistance that are available.

•

Formula grants. For activities of a continuing nature not confined to
a specific project, allocations of money to nonfederal entities are made
in accordance with a distribution formula prescribed by law or admin
istrative regulation. One example is the Department of Agriculture’s
award to land-grant universities for cooperative extension services.
Another example is the Department of Justice’s award to state and
local governments for drug control and systems improvement.

•

Project grants. These involve the funding (for fixed or known periods)
of specific projects, or the delivery of specific services or products,
without liability for damages resulting from a failure to perform.
Project grants include fellowships, scholarships, research grants,
training grants, traineeships, experimental and demonstration
grants, evaluation grants, planning grants, technical assistance
grants, construction grants, and unsolicited contractual agreements.

•

Direct payments for specific use. Financial assistance is provided by
the federal government directly to individuals, private firms, and
other private institutions to encourage or subsidize a particular activ
ity by conditioning the receipt of the assistance upon the recipient’s
performance. These do not include solicited contracts for the procure
ment of goods and services for the federal government.

•

Direct payments with unrestricted use. Financial assistance is pro
vided by the federal government directly to beneficiaries who satisfy
federal eligibility requirements with no restrictions imposed on how
the money is spent. Included are payments under retirement, pension,
and compensation programs.

•

Direct loans. Financial assistance is provided through the lending of
federal monies for a specific period of time, with a reasonable expec
tation of repayment. Such loans may or may not require the payment
of interest.

•

Guaranteed insured loans. For these programs, the federal govern
ment makes an arrangement to indemnify a lender against part of any
defaults by those responsible for the repayment of loans.

•

Insurance. Financial assistance is provided to assure reimbursement
for losses sustained under specified conditions. Coverage may be
provided directly by the federal government or through a private
carrier, and may or may not involve the payment of premiums.
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Sale, exchange, or donation of property and goods. These programs
provide for the sale, exchange, or donation of federal real property,
personal property, commodities, and other goods, including land,
buildings, equipment, food, and drugs. This does not include the loan
of, use of, or access to federal facilities or property.

Federal Cost-Reimbursement Contracts
1.22 The definition of federal awards also includes federal cost-reim
bursement contracts. These are contracts with nonfederal entities to provide
goods or services to the federal government. These contracts are generally
governed by the Federal Acquisition Regulations (found in part 41 of the Code
of Federal Regulations) and the terms of the contracts.
1.23 Awards may be provided to entities through reimbursement ar
rangements in which recipients bill grantors for costs as incurred. Some
programs provide for advance payments. Other programs permit entities to
draw cash as grant expenditures are incurred.

Determining the Scope of a Single Audit
1.24 The scope of the auditor’s work in an audit in accordance with
Circular A-133 is determined by (a) the level of assessed risk associated with
the federal programs and whether they are identified as a major program and
(b) the compliance requirements applicable to those programs.

Risk-Based Approach
1.25 The audit scope depends on whether the federal awards expended
are identified as relating to major programs. Circular A-133 places the respon
sibility for identifying major programs on the auditor, and it provides criteria
for the auditor to use in applying a risk-based approach. The auditor’s deter
mination of the programs to be audited is based on an overall evaluation of the
risk of noncompliance occurring which could be material to the individual
federal programs. In evaluating risk, the auditor considers, among other
things, the current and prior audit experience with the auditee, oversight by
the federal agencies and pass-through entities, and the inherent risk of the
federal programs. Chapter 7 includes a detailed discussion of applying the
risk-based approach to determining major programs.

Compliance Requirements
1.26 Circular A-133 requires the auditor to determine whether the
auditee has complied with laws, regulations, and the provisions of contracts or
grant agreements that may have a direct and material effect on each of its
major programs. The term compliance requirements refers to the laws, regula
tions, and provisions of contracts and grant agreements that an auditor should
consider in making this determination (see chapter 6 for a more detailed
discussion).
1.27 The principal compliance requirements and suggested audit procedures
for the largest federal programs are included in the Compliance Supplement.10
10 The Compliance Supplement is updated on an annual basis. A copy of the most current version of
the Compliance Supplement is available for sale from the Government Printing Office by calling (202)
512-1800. It is also available from the OMB’s home page at http://www.whitehouse.gov/omb/grants/.
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1.28 With regard to federal programs included in the Compliance Supple
ment, the auditor should follow the guidance contained in the Compliance
Supplement for testing compliance requirements. The auditor should be aware
that compliance requirements may change over time. Thus, the auditor should
also inquire of the auditee and review the provisions of grant agreements to
determine whether compliance requirements reflected in the Compliance Sup
plement have changed. If there have been changes, the auditor should follow
the provisions of the Compliance Supplement as modified by the changes (see
chapters 2 and 6 for a more detailed discussion of the Compliance Supplement).
For programs not listed in the Compliance Supplement, the auditor should
follow Compliance Supplement part 7 “Guidance for Auditing Programs Not
Included in This Compliance Supplement,” which instructs the auditor to use
the types of compliance requirements (for example, cash management, report
ing, allowable costs/cost principles, activities allowed or unallowed, eligibility,
and matching, level of effort, and earmarking) contained in the Compliance
Supplement as guidance for identifying the types of compliance requirements
to test, and to determine the requirements governing the federal program by
reviewing the provisions of contracts and grant agreements and the laws and
regulations referred to in such contracts and grant agreements.

1.29 In addition, some agencies have developed audit guides or supple
ments related to their programs. Auditors should consult with the applicable
federal agency to determine the availability of agency-prepared supplements
or audit guides. This guidance, where applicable, may be obtained from the
Office of Inspector General of the appropriate federal agency.

The Auditor's Responsibilities in Single Audits—
An Overview

Compliance With Laws and Regulations
1.30 In addition to the requirements of GAAS and Government Auditing
Standards, Circular A-133 requires the auditor to provide an opinion on
whether the auditee complied with laws, regulations, and the provisions of
contracts or grant agreements that may have a direct and material effect on
each of its major programs. The auditors responsibility for compliance audit
ing is discussed further in chapter 6. The required reporting and the schedule
of findings and questioned costs are discussed in chapter 10.

Internal Control Over Compliance
Planning
1.31 In a single audit, the auditor must obtain an understanding of the
design and operation of internal control over compliance with requirements
that could have a direct and material effect on a major program. The auditor’s
work in this area is in addition to the consideration of internal control over
financial reporting that is part of a financial statement audit. Specifically, the
auditor must obtain an understanding of internal control over compliance that
is sufficient to plan the audit to support a low assessed level of control risk for
major programs.

Testing
1.32 Circular A-133 also requires auditors to test internal control over
compliance by implementing the planned tests. Evidence gained from the tests
AICPA Technical Practice Aids
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of controls relevant to compliance requirements may be used by the auditor to
determine the nature, timing, and extent of the testing required to express an
opinion on compliance with requirements applicable to major programs. The
requirements and auditor responsibilities associated with internal control over
compliance in a single audit are discussed in chapter 8.
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Chapter 2
OVERVIEW OF THE SINGLE AUDIT
ACT, CIRCULAR A-133, AND THE
OMB CIRCULAR A-133 COMPLIANCE SUPPLEMENT
2.1 This chapter provides an overview of the significant requirements and
guidance in the Single Audit Act, Circular A-133, and the OMB Circular A-133
Compliance Supplement. Because Circular A-133 incorporates the require
ments of the Single Audit Act and provides additional guidance, the require
ments of the Act and Circular A-133 are discussed together as one in this SOP.
Accordingly, references to Circular A-133 also include the requirements of the
Single Audit Act. Auditors should refer to the Single Audit Act, Circular A-133,
and the Compliance Supplement for a complete understanding of the require
ments. The Single Audit Act and Circular A-133 are reprinted in appendixes A
and B, respectively. See footnote 10 of chapter 1 for instructions on how to
obtain a copy of the Compliance Supplement.

Single Audit Act and Circular A-133 Requirements
General Audit Requirements
Audit Threshold
2.2 Entities that expend $300,000 or more in a fiscal year in federal
awards are subject to the Single Audit Act and Circular A-133 and, therefore,
must have a single or program-specific audit. Entities expending awards under
only one program (excluding research and development [R&D]) may elect to
have a program-specific audit if the program’s laws, regulations, or grant
agreements do not require a financial statement audit. A program-specific
audit may not be elected for R&D unless (a) all expenditures are for awards
received from the same federal agency or from the same federal agency and the
same pass-through entity and (6) advance approval is obtained (see chapter 11
for additional guidance on program-specific audits). Entities that expend less
than $300,000 in a fiscal year in federal awards are exempt from audit
requirements in the Single Audit Act and Circular A-133. However, those
entities are not exempt from other federal requirements (including those to
maintain records) concerning federal awards provided to the entity. Such
records must be available for review or audit by appropriate officials of a
federal agency, pass-through entity, and the GAO. The Single Audit Act
provides that, every two years, the OMB may review the amount for requiring
audits and may raise the dollar threshold amount above $300,000.

Applicable Standards and Covered Entity
2.3 Circular A-133 audits must be conducted by an independent audi
tor1 in accordance with Government Auditing Standards, and they must cover
the entire operations of the auditee or, at the option of the auditee, the audit
may include a series of audits that cover departments, agencies, and other
organizational units that expended or otherwise administered federal awards
1 The Single Audit Act defines “independent auditor” as (a) an external state or local government
auditor who meets the independence standards included in Government Auditing Standards or (b) a
public accountant who meets such independence standards.
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during the fiscal year, provided that each audit encompasses the financial
statements and the schedule of expenditures of federal awards for each such
department, agency, and organizational unit (see paragraph 3.27 for a more
detailed discussion of this requirement).

Relation to Other Audit Requirements
2.4 A Circular A-133 audit is deemed to be in lieu of any financial audit
of federal awards that an entity is required to undergo under any other federal
law or regulation. However, notwithstanding a Circular A-133 audit, a federal
agency (including its Inspectors General or GAO) may conduct or arrange for
additional audits (for example, financial audits, performance audits, evalu
ations, inspections, or reviews) that are necessary to carry out their responsi
bilities under federal law or regulation. Any additional audits should be
planned and performed in such a way as to build upon work performed by
auditors. A federal agency that conducts or contracts for additional audits must
arrange for funding the full cost of such additional audits. See paragraph 2.19
for a discussion of the federal agency option to request certain programs to be
audited as major programs.

Frequency of Audits
2.5 Circular A-133 audits must be performed annually unless an auditee
meets one of the following criteria that would allow it to have biennial audits
(biennial audits should cover both years within the biennial period):
•

State or local governments that are required by constitution or statute
(in effect on January 1, 1987) to undergo audits less frequently than
annually are permitted to have Circular A-133 audits performed
biennially. This requirement must still be in effect for the biennial
period under audit.

•

NPOs that had biennial audits for all biennial periods ending between
July 1, 1992, and January 1, 1995, are permitted to have Circular
A-133 audits performed biennially.

Non-U.S.-Based Entities
2.6 Circular A-133 does not apply to non-U.S.-based entities expending
federal awards received either directly as a recipient or indirectly as a subrecipi
ent. For example, if a federal agency provides financial assistance to an orphanage
operated by a foreign government, Circular A-133 would not apply. However, the
circular does apply to expenditures made by U.S.-based entities outside of the
United States and by foreign branches of U.S.-based entities. For example, if a
university based in the United States receives a federal award for travel and a
three-month residence in a foreign country to conduct research, Circular A-133
would apply to the travel and the related research costs incurred in the foreign
country. Another example would be a hospital that receives a federal award to
perform medical research in a foreign country. If the research is conducted in the
hospital’s research laboratory based in the foreign country, the federal award
would be subject to an audit under Circular A-133.

Audit Objectives and Reporting Matters
Audit Objectives
2.7 In a single audit, the auditor’s objectives are to—

•

Determine whether the financial statements of the auditee are
presented fairly in all material respects in conformity with generally
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accepted accounting principles. (Note that Circular A-133 does not
prescribe the basis of accounting that must be used by auditees to
prepare their financial statements. See paragraphs 4.2 and 4.3 for a
further discussion.)
•

Determine whether the schedule of expenditures of federal awards is
presented fairly in all material respects in relation to the auditee’s
financial statements taken as a whole.

•

Obtain an understanding of the internal control over compliance for
each major program, assess the control risk, and perform tests of those
controls unless the controls are deemed to be ineffective (the auditor
must perform procedures to obtain an understanding of internal
control over federal programs that is sufficient to plan the audit to
support a low assessed level of control risk for each major program).

•

Determine whether the auditee has complied with laws, regulations,
and the provisions of contracts or grant agreements pertaining to
federal awards that may have a direct and material effect on each of
its major programs.

Audit Reports
2.8 Section 505 of Circular A-133 includes specific auditor reporting
requirements. Those requirements are summarized in paragraph 10.3. See
paragraphs 10.8 through 10.10 for a description of the reports illustrated in
this SOP to meet the reporting requirements of Circular A-133.

Timing of the Submission of the Report
2.9 The audit should be completed and the data collection form and the
reporting package (described in paragraphs 2.24,2.25,10.6, and 10.7), including
the auditor’s reports, should be submitted by the auditee (to the federal clear
inghouse designated by the OMB) within the earlier of thirty days after receipt
of the auditor’s reports or nine months after the end of the audit period, unless
a longer period is agreed to in advance by the cognizant or oversight agency for
audit (see paragraphs 10.74 through 10.79 for a further discussion).[2]

Audit Follow-Up
2.10 Circular A-133 requires the auditor to follow up on prior audit
findings, perform procedures to assess the reasonableness of the summary
schedule of prior audit findings prepared by the auditee, and report as a
current-year audit finding, when the auditor concludes that the summary
schedule of prior audit findings materially misrepresents the status of any
prior audit finding. (See paragraphs 3.26 and 6.61 through 6.67 for a further
discussion of the auditor’s responsibility for audit follow-up.)

Auditor Selection and Audit Costs
Procurement of Audit Services and Restriction on Auditors Who
Prepare Indirect Cost Proposals
2.11 Circular A-133 also establishes guidance on the procurement of audit
services, as well as guidance on the restrictions on the selection of auditors
[2] [Deleted.]
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who also prepare the indirect cost proposal or cost allocation plan. Auditors
who prepare the indirect cost proposal or cost allocation plan may not also be
selected to perform the Circular A-133 audit if the indirect costs recovered by
the auditee during the prior year exceeded $1 million.[3] See paragraph 3.54 for
additional information on this restriction.

Audit Costs
2.12 Circular A-133 provides guidance on whether the charging of audit
costs to federal awards may be allowed. Unless prohibited by law, the costs of
Circular A-133 audits are allowable charges to federal awards. The charges
may be considered a direct cost or an allocated indirect cost, as determined in
accordance with the provisions of applicable OMB Cost Principles Circulars,
the Federal Acquisition Regulation, or other applicable cost principles or
regulations. The costs of single audits that are not conducted in accordance
with Circular A-133 are unallowable. Furthermore, audit costs associated with
Circular A-133 audits of entities that expend less than $300,000 per year in
federal awards are unallowable. However, this provision does not prohibit
pass-through entities from charging federal awards for the costs of limited
scope audits to monitor its subrecipients. See paragraph 9.32 for further
information on the allowability of audit costs associated with limited-scope
audits. With regard to the amount of audit cost that can be charged to a federal
award, the Single Audit Act states that in the absence of documentation
demonstrating a higher actual cost, the percentage of the cost of single audits
charged to federal awards by an entity may not exceed the ratio of total federal
awards expended to the entity’s total expenditures for the fiscal year.

Basis for Determining When Federal Awards Are Expended
2.13 The determination of when an award is expended is based on when
the activity related to the award occurs. In general, the activity pertains to
events that require the auditee to comply with laws, regulations, and the
provisions of contracts or grant agreements. Such events include the following:
•

Expenditure/expense transactions associated with grants, cost reim
bursement contracts, cooperative agreements, and direct appropriations

•

The disbursement of funds passed through to subrecipients

•

The use of loan proceeds under loan and loan-guarantee programs

•

The receipt of property

•

The receipt of surplus property

•

The receipt or use of program income

•

The distribution or consumption of food commodities

•

The disbursement of amounts entitling the auditee to an interest
subsidy

•

The period when insurance is in force

2.14 Circular A-133 provides specific guidance on the basis of determin
ing federal awards expended for the following noncash items (see paragraphs
5.13 through 5.15 for additional discussion):
[3] [Deleted.]
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•

Loans and loan guarantees, including those at institutions of higher
education

•

Prior loans and loan guarantees

•

Endowment funds

•

Free rent

•

Noncash assistance, such as free rent, food stamps, food commodities,
donated property, or donated surplus property

•

Medicare payments to a nonfederal entity for providing patient care
services

•

Medicaid payments to a subrecipient for providing patient care services

Subrecipient and Vendor Determinations
2.15 An auditee may be a recipient, a subrecipient, and a vendor. Federal
awards expended as a recipient or a subrecipient are subject to audit under
Circular A-133. The payments received for goods or services provided as a
vendor would not be considered federal awards. Circular A-133 provides
specific guidance on determining whether payments constitute a federal
award or a payment for goods and services. This guidance is discussed further
in chapter 9.

Major Program Determination
Risk-Based Approach
2.16 Circular A-133 requires the auditor to use a risk-based approach to
determine which federal programs are major programs. The risk-based ap
proach includes consideration of current and prior audit experience, oversight
by federal agencies and pass-through entities, and the inherent risk of the
federal programs. This risk-based approach and the determination of major
programs are discussed in chapter 7.

Low-Risk Auditee
2.17 Circular A-133 contains certain criteria for considering an auditee to
be a low-risk auditee. A low risk-auditee is eligible for reduced audit coverage.
It should be noted that low-risk auditee is a term defined in Circular A-133 for
the purpose of applying the percentage-of-coverage rule (see paragraphs 7.24
and 7.25) in the risk-based approach. It does not imply or require the auditor
to assess audit risk or any of its components as low for an entity that meets the
Circular A-133 definition of a low-risk auditee.

Cluster of Programs
2.18 OMB Circular A-133 defines a cluster of programs as a grouping of
closely related federal programs that share common compliance requirements.
The types of clusters of programs are R&D, student financial aid (SFA), and
other clusters. “Other clusters” are defined by the OMB in the Compliance
Supplement or are designated as such by a state for the federal awards the
state provides to its subrecipients that meet the definition of a cluster of
programs. When a state designates federal awards as an “other cluster,” it
must also identify the federal awards included in the cluster and advise the
AICPA Technical Practice Aids

§11,320-2.18

31,044

Statements of Position

subrecipients of the compliance requirements applicable to the cluster. A
cluster of programs should be considered as one program for determining major
programs and (with the exception of R&D), whether a program-specific audit
may be elected.

Federal Agency Selection of Additional Major Programs
2.19 A federal agency may request an auditee to have a particular federal
program audited as a major program in lieu of the federal agency conducting
or arranging for additional audits. To allow for planning, such requests should
be made at least 180 days prior to the end of the fiscal year to be audited. After
consultation with its auditor, the auditee should promptly respond to such a
request by informing the federal agency whether the program would otherwise
be audited as a major program using the risk-based approach (described in
chapter 7) and, if not, the estimated incremental cost. The federal agency must
then promptly confirm to the auditee whether it wants the program audited as
a major program. If the program is to be audited as a major program based
upon the federal agency request, and the federal agency agrees to pay the full
incremental costs, then the auditee must have the program audited as a major
program. This approach may also be used by pass-through entities for a
subrecipient.

Auditee Responsibilities
Preparation of Appropriate Financial Statements
2.20 Circular A-133 requires auditees to prepare financial statements
that reflect their financial position, the results of operations or changes in net
assets, and, where appropriate, cash flows for the fiscal year audited. The
financial statements must be for the same organizational unit and fiscal year
that is chosen to meet the requirements of Circular A-133. However, organiza
tion-wide financial statements may also include departments, agencies, and
other organizational units that have separate audits in accordance with Circu
lar A-133 and prepare separate financial statements (see paragraph 3.27 for a
further discussion). Circular A-133 also requires auditees to prepare a sched
ule of expenditures of federal awards for the period covered by the financial
statements. (The schedule of expenditures of federal awards is discussed in
chapter 5.)

Summary Schedule of Prior Audit Findings
2.21 The auditee is also required to prepare a summary schedule of prior
audit findings. The schedule should report the status of all audit findings
included in the prior audit’s schedule of findings and questioned costs relative
to federal awards. It should also include audit findings reported in the prior
audit’s summary schedule of prior audit findings, except audit findings that
have been corrected or are no longer valid. See paragraphs 10.68 through 10.70
for a further discussion of this schedule.

Other Responsibilities
2.22 In addition to the responsibilities described in paragraphs 2.20 and
2.21, Circular A-133 establishes certain other responsibilities for auditees,
including the following:
•

Identifying in its accounts all federal awards received and expended
and the federal programs under which they were received, including,
as applicable, the CFDA title and number, the award number and
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year, the name of the federal agency, and the name of the pass-through
entity

•

Establishing and maintaining effective internal control over compli
ance for federal programs that provides reasonable assurance that the
auditee is managing federal awards in compliance with laws, regula
tions, and the provisions of contracts or grant agreements that could
have a material effect on each of its federal programs

•

Complying with laws, regulations, and the provisions of contract or
grants agreements related to each of its federal programs

•

Ensuring that the audits required by Circular A-133 are properly
performed and submitted when due

•

Following up and taking corrective action on audit findings (including
the preparation of a summary schedule of prior audit findings (see
paragraph 2.21) and a corrective action plan (see paragraph 2.26);
corrective action should be initiated within six months after the receipt
of the audit report and proceed as rapidly as possible

Responsibility for Compliance at the Financial Statement Level and for
Internal Control Over Financial Reporting
2.23 Although not specifically stated in Circular A-133, the auditee is also
responsible for complying with the requirements of laws, regulations, and the
provisions of contracts or grant agreements that could have a material effect
on the financial statements and for establishing and maintaining effective
internal control over financial reporting. These responsibilities support the
requirements of Government Auditing Standards.

Reporting Package
2.24 The auditee is also required to submit a reporting package that
includes financial statements and a schedule of expenditures of federal awards
(see paragraph 2.20 and chapters 4 and 5), the summary schedule of prior audit
findings (see paragraph 2.21), the auditor’s reports (see paragraph 2.8), and a
corrective action plan (see paragraph 2.26). Although not part of the reporting
package, the submission of the report must also include the data collection
form described in paragraph 2.25. The report submission requirements of
Circular A-133 are described in paragraphs 2.9 and 10.74 through 10.79.
Auditees must keep one copy of the data collection form and the reporting
package on file for three years from the date of submission to the federal
clearinghouse. Furthermore, unless restricted by law or regulation, the auditee
is required to make copies of the data collection form and the reporting package
available for public inspection.

Data Collection Form
2.25 The auditee is required to complete and sign certain sections of a
data collection form which states whether the audit was completed in accord
ance with Circular A-133 and provides information about the auditee, its
federal programs, and the results of the audit. The auditor is also required to
complete and sign certain sections of this form. See paragraphs 10.71 through
10.73 for a further discussion of the data collection form.

Corrective Action Plan
2.26 At the completion of the audit, the auditee should prepare a correc
tive action plan to address each audit finding included in the current year’s
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auditor’s reports. See paragraphs 10.68 through 10.70 for a further discussion
of the corrective action plan.

Federal Awarding Agency Responsibilities
2.27 For federal agencies that provide federal awards to recipients, Cir
cular A-133 establishes certain responsibilities including the following:

•

Identifying the federal awards made by informing each recipient of the
CFDA title and number, the award name and number, the award year,
and if the award is for R&D. When some of this information is not
available, the federal agency must provide information necessary to
clearly describe the federal award

•

Advising recipients of the requirements imposed on them by federal
laws, regulations, and the provisions of contracts or grant agreements

●

Ensuring that audits are completed and reports are received in a
timely manner and in accordance with the requirements of Circular
A-133

•

Providing technical advice and counsel to auditees and auditors as
requested

•

Issuing a management decision on audit findings within six months
after receipt of the audit report and ensuring that the recipient takes
appropriate and timely corrective action

•

Assigning a person to provide annual updates of the Compliance
Supplement to the OMB

Pass-Through Entity Responsibilities
2.28 Pass-through entities have many responsibilities that are similar to
those of federal awarding agencies. See chapter 9 for a detailed description of
the responsibilities of pass-through entities.

Cognizant Agency for Audit
Definition
2.29 Circular A-133 defines the cognizant agency for audit as a federal
agency designated to carry out the federal responsibilities with regard to a
single audit. For recipients expending more than $25 million a year in federal
awards, the cognizant agency for audit will be the federal awarding agency that
provides the predominant amount of direct funding to the recipient unless the
OMB makes a specific cognizant agency for audit assignment. The determina
tion of the predominant amount of direct funding is based on the direct federal
awards expended by a recipient during its fiscal year ending in 1995, 2000,
2005, and every fifth year thereafter. For example, the audit cognizance for
periods ending in 1997 through 2000 will be determined based on the federal
awards expended in 1995.4 Audit cognizance can be reassigned if both the old
and the new federal agencies notify the auditee (and, if known, the auditor), of
4 It should be noted that for states and local governments that expend more than $25 million a
year in federal awards and have previously assigned cognizant agencies for audit, the requirements
in this paragraph are not effective until fiscal years beginning after June 30, 2000.
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the change within thirty days of the reassignment. A recipient may have one
federal agency responsible for audit cognizance and another federal agency
responsible for the negotiation of indirect costs.
Responsibilities

2.30 Circular A-133 states that a cognizant agency for audit is responsible
for—
•

Providing technical audit advice and liaison to auditees and auditors.

•

Considering auditee requests for extensions to the report submission
due date. The cognizant agency for audit may grant extensions for good
cause.

•

Obtaining or conducting quality control reviews of selected audits
made by nonfederal auditors and providing the results, when appro
priate, to other interested organizations.

•

Promptly informing other affected federal agencies and appropriate
federal law enforcement officials of any direct reporting by the auditee
or its auditor of irregularities or illegal acts, as required by Govern
ment Auditing Standards or laws and regulations.

•

Advising the auditor and, where appropriate, the auditee of any
deficiencies found in the audits when the deficiencies require correc
tive action by the auditor. When advised of deficiencies, the auditee
should work with the auditor to take corrective action. If corrective
action is not taken, the cognizant agency for audit must notify the
auditor, the auditee, and the applicable federal awarding agencies and
pass-through entities of the facts and make recommendations for
follow-up action. Major inadequacies or repeated substandard per
formance by auditors will be referred to appropriate state licensing
agencies and professional bodies for disciplinary action.

•

Coordinating, to the extent practicable, the audits or reviews made by
or for federal agencies that are in addition to audits under Circular
A-133, so that the additional audits or reviews build upon the Circular
A-133 audits performed.

•

Coordinating a management decision for audit findings that affect the
federal programs of more than one federal agency.

•

Coordinating the audit work and reporting responsibilities among
auditors, to achieve the most cost-effective audit.

For biennial audits, the cognizant agency for audit is also responsible for
considering auditee requests to qualify as a low-risk auditee.

Oversight Agency for Audit
Definition

2.31 An auditee that does not have a designated cognizant agency for
audit that (that is, one that expends $25 million or less in federal awards) will
have an oversight agency for audit. Circular A-133 defines the oversight agency
for audit as a federal awarding agency that provides the predominant amount
of direct funding to a recipient not assigned a cognizant agency for audit (see
paragraphs 2.29 and 2.30). When there is no direct funding, the federal agency
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with the predominant indirect funding is required to assume the oversight
responsibilities.

Responsibilities
2.32 Circular A-133 describes the duties of oversight agencies for audit.
The responsibilities of an oversight agency for audit are not as broad as those
of a cognizant agency for audit. However, an oversight agency’s primary
responsibility is to provide technical advice to auditees and auditors when it is
requested. An oversight agency may assume all or some of the responsibilities
normally performed by a cognizant agency for audit.

Program-Specific Audits
2.33 Circular A-133 provides general guidance on performing programspecific audits. In many cases, a program-specific audit guide will be available
from the federal agency’s Office of Inspector General. The audit guide will
provide specific guidance to the auditor with respect to internal control, com
pliance requirements, suggested audit procedures, and audit reporting re
quirements. When a program-specific audit guide is not available, the auditee
and auditor have basically the same responsibilities for the federal program as
they would have for an audit of a major program in a single audit. Program
specific audits are discussed further in chapter 11.

OMB Circular A-133 Compliance Supplement
2.34 The Compliance Supplement is based on the requirements of the
Single Audit Act and Circular A-133, which provide for the issuance of a
compliance supplement to assist auditors in performing the required audits.
The Compliance Supplement serves to identify existing compliance require
ments that the federal government expects to be considered as part of an audit
in accordance with the Single Audit Act and Circular A-133. For the programs
included in the Compliance Supplement, it provides a source of information for
auditors to understand the federal program’s objectives, procedures, and com
pliance requirements relevant to the audit, as well as the audit objectives and
suggested audit procedures for determining compliance with these require
ments. It also provides guidance to assist auditors in determining compliance
requirements relevant to the audit, audit objectives, and suggested audit
procedures for programs not included in the Compliance Supplement. For
single audits, the Compliance Supplement replaces agency audit guides and
other audit requirement documents for individual federal programs.

2.35 The Compliance Supplement, which is updated on an annual basis,
is discussed in greater detail in paragraphs 1.27,1.28, and 6.21 through 6.30.
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Chapter 3

PLANNING AND OTHER SPECIAL
AUDIT CONSIDERATIONS
OF CIRCULAR A-133
3.1 In planning an audit to meet the requirements of Circular A-133,
the auditor needs to consider several matters in addition to those ordinarily
associated with an audit of financial statements in accordance with GAAS and
Government Auditing Standards.1 In this chapter the overall planning consid
erations in a single audit conducted in accordance with Circular A-133 are
discussed. Many of these planning considerations are also applicable in a program
specific audit. Program-specific audits are discussed in detail in chapter 11.
3.2 The following matters are relevant to the planning of a single audit:
•

Satisfying Circular A-133 requirements and other relevant legal, regula
tory, or contractual requirements (see paragraphs 3.3 through 3.5)

*

Establishing an understanding with the auditee (see paragraphs 3.6
and 3.7)

•

Satisfying the additional requirements of
(see paragraphs 3.8 through 3.26)

Government Auditing

Standards

•

Satisfying the additional requirements of the Single Audit Act and
Circular A-133 regarding working papers and audit follow-up (see
paragraphs 3.27 through 3.29)

•

Defining the entity to be audited (see paragraph 3.30)

•

Determining the audit period (see paragraphs 3.31 and 3.32)

•

Initial-year audit considerations (see paragraphs 3.33 and 3.34)

•

•

The timing of the completion of the audit and reporting submission
deadlines (see paragraph 3.35)
Determining the major programs to be audited (see paragraph 3.37)

•

The preliminary assessment of audit risk (see paragraph 3.39)

•
•

Audit materiality considerations (see paragraphs 3.40 through 3.47)
Determining compliance requirements (see paragraph 3.48)

•
•
•

Developing an efficient audit approach (see paragraph 3.49)
Joint audits and reliance on others (see paragraphs 3.50 through 3.54)
Existence of internal audit function (see paragraph 3.55)
Communications with the cognizant agency for audit and others (see
paragraph 3.56)

•
●

•

Understanding the applicable state and local compliance and report
ing requirements (see paragraphs 3.57 through 3.59)
Desk reviews and on-site reviews (see paragraphs 3.60 and 3.61)

1 In AICPA Professional Standards, AU section 311, “Planning and Supervision,” the auditor’s
responsibilities for planning and supervision in an audit of financial statements in accordance with
GAAS are described. Paragraphs 4.6 through 4.11 of Government Auditing Standards describe its
planning requirements.
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•

The restriction on the auditor’s preparation of indirect cost proposals
(see paragraph 3.62)

•

The exit conference (see paragraphs 3.63 and 3.64)

Satisfying Circular A-133 Requirements and Other
Relevant Legal, Regulatory, or Contractual Requirements
3.3 Because of the variety of audit requirements to which entities receiv
ing federal awards are subject, paragraph 21 of SAS No. 74, Compliance
Auditing Considerations in Audits of Governmental Entities and Recipients of
Governmental Financial Assistance (AICPA, Professional Standards, vol. 1,
AU sec. 801.21), states that auditors should exercise due professional care in
ensuring that they and management understand the type of engagement to be
performed. The auditor should consider including a statement about the type
of engagement and whether it is intended to meet specific audit requirements
in a proposal, in a contract, or in the communication issued to establish an
understanding with the auditee (see paragraphs 3.6 and 3.7 for a further
discussion of the establishment of an understanding with the auditee).
3.4 Management is also responsible for obtaining audits that satisfy relevant
legal, regulatory, or contractual requirements. Paragraph 22 of SAS No. 74
(AICPA, Professional Standards, vol. 1, AU sec. 801.22) states that GAAS do not
require the auditor to perform procedures beyond those he or she considers
necessary to obtain sufficient competent evidential matter to form a basis for the
opinion on the financial statements. However, if during a GAAS audit of the
financial statements, the auditor becomes aware that the entity is subject to an
audit requirement that may not be encompassed in the terms of the engagement,
the auditor should communicate to management and the audit committee, or to
others with equivalent authority and responsibility, that an audit in accordance
with GAAS may not satisfy the relevant legal, regulatory, or contractual require
ments.2 For example, the auditor will be required to make this communication
if he or she is engaged to perform an audit of an entity’s financial statements
in accordance with GAAS and the auditor becomes aware that by law, regula
tion, or contractual agreement, the entity is also required to have an audit
performed in accordance with one or more of the following:

•

Government Auditing Standards

•

The Single Audit Act and Circular A-133

Other compliance audit requirements, such as state or local laws or
program-specific audits under federal audit guides
3.5 Paragraph 23 of SAS No. 74 (AICPA, Professional Standards, vol. 1,
AU sec. 801.23) states that the required communication may be oral or written.
If the communication is oral, the auditor should document the communication
in the working papers. The auditor should consider how the client’s actions in
response to such a communication relate to other aspects of the audit, includ
ing their potential effect on the financial statements and on the auditor’s report
on those financial statements. Specifically, the auditor should consider man
agement’s actions (such as not arranging for an audit that meets the applicable
requirements) in relation to the guidance in SAS No. 54, Illegal Acts by Clients,
and SAS No. 82, Consideration of Fraud in a Financial Statement Audit.
•

2 For entities that do not have audit committees, “others with equivalent authority and respon
sibility” may include the board of directors, the board of trustees, the owner in owner-managed
entities, the city council, or the legislative standing committee.
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Establishing an Understanding With the Auditee
3.6 SAS No. 83, Establishing an Understanding With the Client (AICPA,
Professional Standards, vol. 1, AU sec. 310),* states that the auditor should
establish an understanding with the auditee regarding the services to be
performed. Such understanding reduces the risk that either the auditor or the
auditee may misinterpret the needs or expectations of the other party. The
understanding should include the objectives of the engagement, management’s
responsibilities, the auditor’s responsibilities, and the limitations of the en
gagement. The auditor should document this understanding in the working
papers, preferably through a written communication with the auditee. If the
auditor believes an understanding with the client has not been established, he
or she should decline to accept the engagement.
3.7 SAS No. 83 includes a listing of the matters that should generally be
included when the auditor establishes an understanding with the auditee
regarding an audit of the financial statements. In addition to those matters,
the auditor should also consider including the following information in the
communication when he or she is engaged to perform a single audit:
•

A description of the financial statements and supplemental schedule(s) to be audited

•

The reporting period

•

The auditing standards and requirements that will be followed (for
example, GAAS, Government Auditing Standards, and Circular A-133)

•

The objective of an audit in accordance with Circular A-133

•

A description of the reports the auditor is expected to prepare and
issue, including any limitation on their use

•

A description of management’s responsibility for (a) the financial
statements and the schedule of expenditures of federal awards; (b)
internal control over financial reporting and internal control over
compliance; (c) compliance with laws, regulations, and the provisions
of contracts and grant agreements; (d) following up and taking correc
tive action on audit findings, including the preparation of a summary
schedule of prior audit findings and a corrective action plan; and (e)
submitting the reporting package

•

A statement that management has made the auditor aware of signifi
cant vendor relationships where the vendor is responsible for program
compliance (so that the auditor can determine if additional procedures
on vendor records will be necessary—see paragraphs 9.16 and 9.17)

•

A description of the auditor’s responsibility in an audit of financial
statements and in a compliance audit of major programs under Circu
lar A-133, including the determination of major programs, the consid
eration of internal control, and reporting responsibilities

In December 1999, the AICPA Auditing Standards Board issued SAS No. 89, Audit Adjust
ments, which, among other matters, amends SAS No. 83 to include in the understanding with the
client, management’s responsibility for determining the appropriate disposition of financial state
ment misstatements aggregated by the auditor. SAS No. 89 adds to the list of matters that are
generally included in the understanding with the client a statement that management is responsible
for adjusting the financial statements to correct material misstatements and for affirming to the
auditor in the representation letter that the effects of any uncorrected misstatements aggregated by
the auditor during the current engagement and pertaining to the latest period presented are
immaterial, both individually and in the aggregate, to the financial statements taken as a whole. SAS
No. 89 is effective for audits of financial statements for periods beginning on or after December 15,
1999, with early adoption permitted.
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•

Other communications that may arise from the audit

•

A description of the working paper retention requirements

•

A statement that the working papers will be made available upon
request to appropriate federal agencies and the GAO

The communication with the organization or entity being audited (the
auditee), the individuals contracting for or requesting audit services, and
the audit committee required by Government Auditing Standards (see
paragraphs 3.14 and 3.15 for a further discussion of this requirement)
SAS No. 83 also states that the establishment of an understanding may be
communicated in the form of an engagement letter.
[Revised, June 1999, to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]

•

Satisfying the Additional Requirements of Government
Auditing Standards
3.8 Circular A-133 requires that audits of the financial statements and of the
federal awards of the auditee be performed in accordance with Government
Auditing Standards (see chapter 4 for a further discussion). In an audit in
accordance with Government Auditing Standards, the auditor has considerations
beyond those in a GAAS audit. Government Auditing Standards incorporates the
fieldwork and reporting standards of GAAS and has general standards (described
in chapter 2 of Government Auditing Standards) that are similar to those of the
AICPA (that is, auditor qualifications, independence, and due professional care).
However, Government Auditing Standards also contains additional general, field
work, and reporting requirements, which are summarized in Table 3.1 and
discussed in detail in the three subsequent sections of this chapter.

Table 3.1
Additional Financial Statement Audit
Requirements of Government Auditing Standards
General Requirements
•
Continuing professional education (CPE) in subjects directly related to the
government environment and to government auditing or to the specific or unique
environment that the audited entity operates in
•
Appropriate internal quality control system and external quality control review
every three years
Fieldwork Requirements
•
Communication with the organization or entity being audited (the auditee), the
individuals contracting for or requesting audit services, and the audit committee
• Audit follow-up requirements on known material findings and recommendations
from previous audits
•
Plan audit to provide reasonable assurance of detecting misstatements resulting
from noncompliance with provisions of contracts and grant agreements that have
a direct and material effect on the determination of financial statement amounts
•
Documentation requirements when assessing control risk at maximum for
controls significantly dependent upon computerized information systems
•
Additional working paper requirements
Reporting Requirements
• Referring to Government Auditing Standards in the auditor’s report
• Reporting on compliance with laws and regulations and on internal control over
financial reporting
•
Consideration of privileged and confidential information
•
Report distribution

§11,320-3.8
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3.9 Government Auditing Standards also provides additional guidance on
audit materiality, on fraud[3] and illegal acts, and on internal controls. Table
3.2 summarizes where this additional guidance is provided in Government
Auditing Standards and also where it is discussed in this SOP.

Table 3.2
Additional Guidance in Government Auditing Standards
Area ofAdditional
Guidance

Materiality
Fraud and illegal acts

Internal controls

Government Auditing
Standards Reference

Paragraphs 4.6.1 and 4.6.2
Paragraphs 4.14 through
4.17
Paragraphs 4.21 through
4.30

SOP
Reference

Paragraph 3.44
Paragraphs 10.21 through
10.25
Paragraphs 4.17 and 4.18

General Requirements
Continuing Professional Education
3.10 Government Auditing Standards requires auditors to participate in
a program of continuing professional education (CPE) and training. Every two
years, all auditors (whether certified or not) performing audits in accordance
with Government Auditing Standards should complete at least eighty credit
hours of training that contribute directly to their professional proficiency. At
least twenty of those hours should be completed in each year of the two-year
period. For auditors responsible for planning, directing, or reporting on the
audit and for auditors conducting substantial portions of the audit, at least
twenty-four hours should be in subjects directly related to the government
environment and to government auditing. If the auditee operates in a specific
or unique environment, auditors should receive training that is related to that
environment. For example, if the auditor performs an audit of a not-for-profit
organization, the twenty-four hours should be in topics related to the not-forprofit accounting and auditing environment. These could include compliance
and government-related courses or those broadly related to the type of not-forprofit organization being audited.
3.11 Interpretation of Continuing Education and Training Requirements,
a detailed interpretation of the foregoing CPE standards, is available from the
GAO’s home page at http://www.gao.gov/govaud/ybk01.htm. Among other
things, this interpretation discusses who is subject to the CPE requirements
and what programs, activities, and subjects qualify as acceptable CPE. During
engagement planning, auditors and audit organizations should ensure that
members of the audit team have met or will meet the appropriate CPE
requirements within two years of the start of the first audit in accordance with
Government Auditing Standards, and every two years thereafter.

Quality Control

3.12 Government Auditing Standards also states that the audit organiza
tion should have in place an appropriate internal quality control system and
undergo an external quality control review (for example, a peer review). An
external quality control review should be conducted at least once every three
years by an organization not affiliated with the organization being reviewed.
[3] [Deleted.]
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3.13 Government Auditing Standards further requires audit organiza
tions seeking to enter into a contract to perform an audit in accordance with
Government Auditing Standards to provide their most recent external quality
control review report to the party contracting for the audit. Auditors are not
required to provide separate letters of comment. Auditors should consider
documenting in the working papers the provision of the quality control review
report to the party contracting for the audit.

Fieldwork Requirements
Auditor Communication

3.14 Government Auditing Standards requires the auditor to communi
cate the following information to the parties identified in paragraph 3.15
during the planning stages of an audit:
•

The auditor’s responsibilities in a financial statement audit, including
their responsibilities for testing and reporting on compliance with laws
and regulations and internal control over financial reporting.

•

The nature of any additional testing of compliance and internal control
required by laws and regulations or otherwise requested, and whether
the auditor is planning on providing opinions on compliance with laws
and regulations and internal control over financial reporting.

To assist in communicating the limitations of the auditor’s responsibilities for
compliance and internal control over financial reporting, the auditor may also
want to contrast those responsibilities with other financial related audits of
compliance and controls. The discussion in paragraphs 4.6.8 and 4.6.9 of
Government Auditing Standards may be helpful to auditors in explaining their
responsibilities for testing and reporting on compliance with laws and regula
tions and internal control over financial reporting. Auditors should use profes
sional judgment in determining the form and content of the communication,
although written communication is preferred. An engagement letter may be
used to make the communication (see paragraphs 3.6 and 3.7). Auditors should
document the communication in the working papers.
3.15 The auditor should communicate the information in paragraph 3.14
to the following:
•

Appropriate officials of the organization or entity being audited (the
auditee) which would normally include the head of the organization, the
audit committee or board of directors or other equivalent oversight body
in the absence of an audit committee, and the individual who possesses
a sufficient level of authority such as the chief financial officer

•

In situations where the auditor is performing the audit under a
contract with a party other than the auditee, or pursuant to a thirdparty request, the auditor should also communicate with the individu
als contracting for or requesting the audit services; and

•

When the auditor is performing the audit pursuant to a law or
regulation, the auditor should communicate with the legislative mem
bers or staff who have oversight of the auditee. (This requirement

applies only to situations where the law or regulation specifi
cally identifies the entity to be audited. Situations where the
financial statement audit mandate applies to entities not spe
cifically identified, such as audits required by the Single Audit
Act Amendments of 1996, are excluded.)

§11,320-3.13
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Audit Follow-Up
3.16 Government Auditing Standards states that the auditee is responsi
ble for resolving audit findings and recommendations. It further requires
auditors to follow up on known material findings and recommendations from
previous audits that could affect the financial statement audit. The purpose of
this follow-up is to determine whether the auditee has taken timely and
appropriate corrective actions. Government Auditing Standards also requires
auditors to report the status of uncorrected material findings and recommen
dations that are from prior audits and that affect the financial statement audit.
(See paragraphs 3.26, 6.61 through 6.67, and 10.62 for a further discussion of
the auditor’s responsibility for audit follow-up under both Government Audit
ing Standards and Circular A-133 and how these responsibilities correlate.)
Responsibilities With Regard to the Provisions of Contracts and
Grant Agreements

3.17 Paragraph 4.13 of Government Auditing Standards refers to addi
tional responsibilities with regard to detecting material misstatements result
ing from noncompliance with the provisions of contract and grant agreements
that have a direct and material effect on the determination of financial state
ment amounts. However, it has generally been interpreted under GAAS that
the phrase laws and regulations in SAS No. 54 implicitly includes the provi
sions of contracts and grant agreements. Thus, the auditor’s responsibility
with regard to detecting material misstatements resulting from noncompli
ance with the provisions of contracts and grant agreements under Government
Auditing Standards equates to the auditor’s responsibility under GAAS.

Internal Control Documentation Requirement
3.18 Paragraphs 4.21.3 and 4.21.4 of Government Auditing Standards
include an additional internal control standard that requires auditors, when
planning the audit, to document the following in the working papers (see also
paragraphs 3.20 through 3.22 for a further discussion of the additional Govern
ment Auditing Standards requirements for working papers):

•

The basis for assessing control risk at the maximum level for assertions
related to material account balances, transaction classes, and disclosure
components of financial statements when such assertions are signifi
cantly dependent upon computerized information systems; and

•

Consideration that the planned audit procedures are designed to
achieve audit objectives and to reduce audit risk to an acceptable level.

3.19 This additional standard does not increase the auditor’s responsibil
ity for testing controls. However, it may require additional documentation. If
the auditor assesses control risk at the maximum level for assertions related
to material account balances, transaction classes, and disclosure components
of financial statements when such assertions are significantly dependent upon
computerized information systems, the auditor should document in the work
ing papers the basis for that conclusion by addressing (1) the ineffectiveness of
the design and/or operation of the controls, or (2) the reasons why it would be
inefficient to test the controls. In such circumstances, Government Auditing
Standards also requires the auditor to document in the working papers the
consideration that the planned audit procedures are designed to achieve spe
cific audit Objectives and, accordingly, to reduce audit risk to an acceptable
level. This documentation should address:
•

The rationale for determining the nature, timing, and extent of
planned audit procedures;
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•

The kinds and competence of available evidential matter produced
outside a computerized information system; and

•

The effect on the audit opinion or report if evidential matter to be
gathered during the audit does not afford a reasonable basis for the
auditor’s opinion on the financial statements.

Working Papers
3.20 SAS No. 41, Working Papers (AICPA, Professional Standards, vol. 1,
AU sec. 339), provides guidance on the auditor’s preparation and maintenance
of working papers. Government Auditing Standards includes an additional
standard that requires working papers to contain sufficient information to
enable an experienced auditor having no previous connection with the audit to
ascertain from them the evidence that supports the auditor’s significant con
clusions and judgments. This additional standard requires working papers to
include sufficient documentation of the transactions and records examined
that would enable an experienced auditor to examine the same transactions
and records. Government Auditing Standards also states that auditors should
provide for working paper access to other auditors, to facilitate reviews of audit
quality and reliance by other auditors on the auditor’s work, and should
provide for such access in contractual arrangements for Government Auditing
Standards audits (see paragraphs 3.24 and 3.25 for a discussion of the working
paper access and retention requirements under Circular A-133).

3.21 Audits done in accordance with Government Auditing Standards are
subject to review by other auditors and by oversight officials more frequently
than are audits done in accordance with GAAS. Thus, whereas GAAS cites two
main purposes of working papers (providing the principal support for the audit
report and aiding auditors in the conduct and supervision of the audit),
working papers serve an additional purpose in audits performed in accordance
with Government Auditing Standards. Working papers allow for the review of
audit quality by providing the reviewer written documentation of the evidence
supporting the auditor’s significant conclusions and judgments.

3.22 Government Auditing Standards specifically states that working
papers should contain—
•

The objectives, scope, and methodology, including any sampling crite
ria used.

•

Documentation of the work performed to support significant conclu
sions and judgments, including descriptions of the transactions and
records examined that would enable an experienced auditor to exam
ine the same transactions and records.4

•

Evidence of supervisory reviews of the work performed.

Reporting Requirements
3.23 The additional reporting requirements of Government Auditing Stand
ards—referring to Government Auditing Standards in the auditor’s report, report
ing on compliance with laws and regulations and on internal control over financial
reporting, consideration of privileged and confidential information, and report
distribution—are addressed in paragraphs 10.15 and 10.16.
4 Auditors may meet this requirement by listing voucher numbers, check numbers, or other
means of identifying specific documents they examined. Auditors are not required to include in the
working papers copies of documents they examined nor are they required to list detailed information
from those documents.
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Communication With Audit Committees or Other
Responsible Individuals

3.24 Government Auditing Standards includes an additional reporting
standard that requires the auditor to communicate certain information related
to the conduct and reporting of the audit to the audit committee or to the
individuals with whom they have contracted for the audit. This standard
applies in all situations in which there is an audit committee or the audit is
performed under contract. In other situations, the auditor may still find it
useful to communicate with management or other officials of the auditee,
although it is not required. The auditor should communicate the following
information to the audit committee or representatives of the contractor:
a.

The auditor’s responsibilities in a financial statement audit, includ
ing his or her responsibilities for testing and reporting on internal
control and compliance with laws and regulations

The nature of any additional testing of internal controls and compli
ance required by laws and regulations
c.
The responsibilities and the nature of any additional testing de
scribed in items a and b should be contrasted with other financial
related audits of internal control and compliance (to help responsible
parties understand the limitations of the auditor’s responsibilities
for testing and reporting on internal control and compliance)
3.25 Professional judgment should be used in determining the form and
content of the communication, which may be oral or written. If the communi
cation is oral, the auditor should document the communication in the working
papers. If written, the required communication may be issued as a separate
communication or as part of the auditor’s communication issued to establish
an understanding with the auditee (see paragraphs 3.6 and 3.7).
b.

Other Additional Reporting Requirements

3.26 The other additional reporting requirements of Government Audit

to Government Auditing Standards in the auditor’s
report, reporting on compliance with laws and regulations and on internal
control, consideration of privileged and confidential information, and report
distribution—are addressed in paragraphs 10.15 and 10.16.
ing Standards—referring

Satisfying the Additional Requirements of the Single
Audit Act and Circular A-133 Regarding Working
Papers and Audit Follow-Up
Working Papers
3.27 The Single Audit Act states that upon request by a federal agency or
the Comptroller General, any independent auditor conducting a single audit
should make the auditor’s working papers available to the federal agency or
the Comptroller General (a) as part of a quality review, (b) to resolve audit
findings, or (c) to carry out oversight responsibilities. It also states that access
to the auditor’s working papers shall include the right to obtain copies. The
Single Audit Act intends that federal agencies be judicious in the exercise of
this authority and that the release of the working papers should not compro
mise the confidentiality of proprietary information. The Single Audit Act also
intends that any trade secrets and confidential commercial or financial infor
mation obtained from the working papers be treated as confidential under the
AICPA Technical Practice Aids

§11,320-3.27

31,058

Statements of Position

Freedom of Information Act. Auditors should refer to the guidance in the
AICPA Auditing Interpretation titled Providing Access to or Photocopies of
Working Papers to a Regulator (AICPA, Professional Standards, vol. 1, AU sec.
9339), when a regulator requests access to the auditor’s working papers
pursuant to law, regulation, or audit contract.
3.28 Circular A-133 requires that auditors retain working papers and
reports for a minimum of three years after the date of issuance of the auditor’s
report to the auditee, unless the auditor is notified in writing by the cognizant
agency for audit, oversight agency for audit, or pass-through entity to extend
the retention period. When the auditor is aware that the federal awarding
agency, pass-through entity, or auditee is contesting an audit finding, the
auditor is required to contact the parties contesting the audit finding for
guidance prior to the destruction of the working papers and reports.

Audit Follow-Up
3.29 In addition to the requirements of Government Auditing Standards,
Circular A-133 requires the auditor to follow up on prior audit findings,
perform procedures to assess the reasonableness of the summary schedule of
prior audit findings prepared by the auditee, and report, as a current-year
audit finding, when the auditor concludes that the summary schedule of prior
audit findings materially misrepresents the status of any prior audit finding.
(See paragraphs 6.61 through 6.67 and 10.62 for a further discussion of the
responsibility for audit follow-up under both Circular A-133 and Government
Auditing Standards and how these responsibilities correlate.)

Defining the Entity to Be Audited
3.30 One of the initial tasks during the planning process of a single audit
is determining whether management has properly defined the entity to be
audited. Circular A-133 requires that single audits must cover the entire
operations of the auditee. However, Circular A-133 provides auditees the
option to meet the audit requirements of the circular through a series of audits
that cover an auditee’s departments, agencies, and other organizational units
which expended or otherwise administered federal awards during a fiscal year.
If an auditee elects this option, then separate financial statements and a
schedule of expenditures of federal awards must be prepared for each such
department, agency, or other organizational unit. In these circumstances, an
auditee’s organization-wide financial statements may also include depart
ments, agencies, or other organizational units that have separate audits and
prepare separate financial statements. For example, if a local government has
its school districts audited separately, it would be acceptable for the local
government’s financial statements to include the school districts, even though
the school districts were not included in the local government’s Circular A-133
audit, because a separate Circular A-133 audit was conducted of the school
districts. However, if separate financial statements were not prepared for the
school districts, it would be unacceptable for a separate Circular A-133 audit
to be conducted of the school districts (that is, the local government’s organiza
tion-wide financial statements could not be used as a substitute for separate
financial statements for the school districts). See paragraph 10.34 for a discus
sion of the situation where the implementation regulations of certain federal
agencies define the entity to be audited differently than GAAP.
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Determining the Audit Period
Fiscal Year and Program Period May Differ
3.31 An audit performed in accordance with Circular A-133 should cover
the auditee’s financial transactions (including transactions related to federal
awards) for its fiscal year (or a two-year period, if allowed by Circular A-133),
which is not necessarily the same as the period of the program being funded
(see paragraph 2.5 for further information on biennial audits). Thus, the audit
might include only a part of the transactions of a federal award, because some
transactions may not occur within the period covered by the audit.

Stub Periods
3.32 Stub periods may occur when an auditee converts from a program
specific audit to a single audit or changes audit periods. One example would be
a community college with a September 30 year end that previously had a
program-specific audit and is now converting to a single audit. The prior
program-specific audits were performed based on a June 30 award year. The
first single audit will be for the year ending September 30. This would leave
the community college with an unaudited stub period of June 30 to September
30. Arrangements should be made to meet the audit requirements for federal
expenditures during the stub period. This is usually done either as a separate
audit of the stub period or by including expenditures of the stub period with
the following period’s Circular A-133 audit. The cognizant or oversight agency
for audit or the pass-through entity should be contacted for advice on how stub
periods should be addressed.

Initial-Year Audit Considerations
Preceding Period Audited by Another Auditor
3.33 Whenever an auditor is considering accepting an engagement in
which the federal awards of the preceding period were audited by another
auditor, he or she should refer to the guidance in SAS No. 84, Communications
Between Predecessor and Successor Auditors (AICPA, Professional Standards,
vol. 1, AU sec. 315). It provides guidance on communications between prede
cessor and successor auditors when a change in auditors is in process or has
taken place, and it includes illustrative letters. SAS No. 84 also provides
communications guidance when possible misstatements are discovered in
financial statements reported on by a predecessor auditor.

Factors to Consider Under the Risk-Based Approach
3.34 When the engagement includes the selection of major programs
using the risk-based approach, an auditor accepting, or contemplating accept
ing, an engagement should consider gathering information about the following:
•

Federal awards expended by federal program

•

Prior-period findings and questioned costs (including the corrective
action plan and management decision related to the findings and
summary schedule of prior audit findings)

•

Whether the predecessor auditor used the exception that allows devia
tion from the risk-based approach during the last three years (see
paragraph 7.20)

•

Correspondence from program officials indicating potential problems

•

New programs
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Changes to programs
Amount of funding passed through to subrecipients by individual
federal program
Extent to which computer processing is used to administer federal
programs
Federal programs audited as major programs for the last two years

Timing of the Completion of the Audit and Reporting
Submission Deadlines
3.35 When planning the timing of the audit, auditors should be aware
that Circular A-133 requires that the audit be completed and the data collec
tion form and reporting package (described in paragraphs 2.24,2.25,10.6,10.7,
and 10.71 through 10.73) be submitted to the federal clearinghouse within a
certain time period. The timing requirements are discussed in detail in para
graphs 10.74 through 10.79.
3.36 As noted in paragraph 3.9, Government Auditing Standards contains
guidance on certain areas, including materiality considerations. Paragraphs
4.6.1 and 4.6.2 of Government Auditing Standards state that “auditors’ consid
eration of materiality is a matter of professional judgment and is influenced by
their perception of the needs of a reasonable person who will rely on the
financial statements. Materiality judgments are made in light of surrounding
circumstances and necessarily involve both quantitative and qualitative con
siderations. In an audit of the financial statements of a government entity or
an entity that receives government assistance, auditors may set lower materi
ality levels than in audits in the private sector because of the public account
ability of the auditee, the various legal and regulatory requirements, and the
visibility and sensitivity of government programs, activities, and functions.”

Determining the Major Programs to Be Audited
3.37 As discussed in paragraphs 2.16 through 2.19, Circular A-133 re
quires the auditor to use a risk-based approach to determine which federal
programs are major programs. This determination will affect the scope of the
audit and the compliance requirements to be tested. The determination of
major programs is discussed further in chapter 7.
3.38 Circular A-133 requires the auditor to consider a lower level of
materiality for purposes of reporting audit findings in the schedule of findings
and questioned costs. The auditor should be cautious that this “audit finding”
materiality not be confused with (a) the materiality used for planning and
performing the single audit, (b) giving an opinion on the financial statements,
and (c) giving an opinion on the auditee’s compliance with requirements having
a direct and material effect on each major program (see paragraph 3.37 above).

Preliminary Assessment of Audit Risk
3.39 As required by SAS No. 54, the auditor considers laws and regula
tions that are generally recognized by auditors to have a direct and material
effect on the determination of financial statement amounts. While not explic
itly stated in SAS No. 54, it has generally been interpreted that the phrase
“laws and regulations” implicitly includes provisions of contracts and grant
agreements. (Auditors should note that Government Auditing Standards ex
plicitly states that the auditor should design the audit to provide reasonable
assurance of detecting material misstatements resulting from noncompliance
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with the provisions of contracts or grant agreements that have a direct and
material effect on the determination of financial statements amounts.) Circu
lar A-133 further requires the auditor to determine whether the auditee has
complied with laws, regulations, and the provisions of contracts or grant
agreements that may have a direct and material effect on each of its major
programs. In developing an audit plan, the auditor should assess the risk that
noncompliance may cause the financial statements to contain a material
misstatement or may have a material effect on each major program. Further
more, the auditor should consider risk factors related to the risk of noncompli
ance with those laws, regulations, and provisions of contracts and grant
agreements and to the related control activities designed to prevent or to detect
such noncompliance. As required by SAS No. 82, the auditor should also
specifically assess the risk of material misstatement of the financial state
ments because of error or fraud and should consider that assessment in
designing the audit procedures to be performed (see paragraphs 4.32 through
4.37). Audit risk is discussed in greater detail in paragraphs 6.7 through 6.12.

Audit Materiality Considerations
3.40 SAS No. 47, Audit Risk and Materiality in Conducting an Audit,
provides guidance on the auditor’s consideration of materiality when he or she
plans and performs an audit of financial statements in accordance with GAAS.
Materiality, as it relates to the financial statement audit, is further discussed
in the following related AICPA Audit and Accounting Guides:

•

Not-for-Profit Organizations

•

Audits of State and Local Governmental Units

•

Health Care Organizations

•

Audits of Colleges and Universities5

3.41 In planning the consideration of the internal control and compliance
aspects of the audit, the auditor should obtain from management the principal
compliance requirements at the start of the audit (see paragraph 4.27 for a listing
of possible audit procedures to assess management’s identification of compliance
requirements). The auditee and auditor may also ascertain the principal compli
ance requirements for the largest federal programs by referring to the Compliance
Supplement. For programs not included in the Compliance Supplement, auditors
should refer to part 7 of that document, which provides guidance for auditing
programs not included in the Compliance Supplement. Among other things, part
7 instructs auditors to review the federal award document and referenced laws and
regulations applicable to the program, the CFDA, and other audit guidance (see
paragraph 6.30 for further information).

Materiality Guidance in Government Auditing Standards
3.42 As noted in paragraph 3.9, Government Auditing Standards contains
guidance on certain areas, including materiality considerations. Paragraphs
4.8 and 4.9 of Government Auditing Standards state that “auditors’ considera
tion of materiality is a matter of professional judgment and is influenced by
their perception of the needs of a reasonable person who will rely on the
financial statements. Materiality judgments are made in light of surrounding
5 Auditors should note that although Audits of Colleges and Universities has been superseded by
Not-for-Profit Organizations, it continues to be applicable in a governmental environment (that is,
public institutions).
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circumstances and necessarily involve both quantitative and qualitative con
siderations. In an audit of the financial statements of a government entity or
an entity that receives government assistance, auditors may set lower materi
ality levels than in audits in the private sector because of the public account
ability of the auditee, the various legal and regulatory requirements, and the
visibility and sensitivity of government programs, activities, and functions.”

Materiality Differences Between the Financial Statement Audit
and the Single Audit
3.43 In auditing compliance with requirements governing major pro
grams in accordance with Circular A-133, the auditor’s consideration of mate
riality differs from that in an audit of financial statements in accordance with
GAAS and Government Auditing Standards. In an audit of financial state
ments, materiality is considered in relation to the financial statements being
audited. In designing audit tests and developing an opinion on an auditee’s
compliance with requirements having a direct and material effect on each
major program, however, the auditor considers materiality in relation to each
major program (see paragraphs 6.13 through 6.16 for a further discussion of
materiality considerations).

Materiality for Purposes of Reporting Audit Findings
3.44 Circular A-133 requires the auditor to consider a lower level of
materiality for purposes of reporting audit findings in the schedule of findings
and questioned costs. The auditor should be cautious that this “audit finding”
materiality not be confused with (a) the materiality used for planning and
performing the single audit, (6) giving an opinion on the financial statements,
and (c) giving an opinion on the auditee’s compliance with requirements having
a direct and material effect on each major program (see paragraph 3.43 above).
3.45 Among other findings that must be reported, Circular A-133 requires
the auditor to report material noncompliance with the provisions of laws,
regulations, contracts, or grant agreements related to a major program in the
schedule of findings and questioned costs (other findings that are required to
be reported are described in paragraph 10.63). The auditor’s determination of
whether a noncompliance with the provisions of laws, regulations, contracts,
or grant agreements is material for the purpose of reporting an audit finding
is in relation to a type of compliance requirement (for example, activities
allowed or unallowed, cash management, eligibility, or reporting) for a major
program or an audit objective identified in the Compliance Supplement.

3.46 Another common occurrence, particularly in a governmental envi
ronment, is the separation of a single audit between the principal auditor of
the reporting entity and a secondary auditor of a component unit included in
the financial statements of the reporting entity (see paragraph 3.27). The
principal auditor’s report on the financial statements of the reporting entity
most often refers to the report of the secondary auditor as it relates to the
financial statements of the component unit. The principal auditor may also
need to refer to the programs audited by other auditors in his or her reports on
the schedule of expenditures of federal awards, compliance, and internal
control related to federal awards, as they relate to federal awards administered
by the component unit. In such cases, the auditor should follow the guidance
in SAS No. 1, section 543.
3.47 For example, when the auditor discovers one or more instances of
noncompliance involving the reporting type of compliance requirement for a
particular major program, several materiality determinations must be made
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using professional judgment. First, the auditor must decide whether the noncompliance is material to the reporting type of compliance requirement for the
particular major program. If the auditor determines the noncompliance is
material to the reporting type of compliance requirement, the noncompliance
would be reported as a finding in the schedule of findings and questioned costs.
Second, the auditor must decide whether the discovered noncompliance is
material, either individually or when aggregated with other noncompliance
findings, in relation to the particular major program taken as a whole. If the
auditor determines the noncompliance is material to the major program taken
as a whole, the auditor would express a qualified or adverse opinion on
compliance with respect to the particular major program.

Determining Compliance Requirements
3.48 In planning the consideration of the internal control and compliance
aspects of the audit, the auditor should obtain from management the principal
compliance requirements at the start of the audit (see paragraph 4.27 for a
listing of possible audit procedures to assess management’s identification of
compliance requirements). The auditee and auditor may also ascertain the
principal compliance requirements for the largest federal programs by refer
ring to the Compliance Supplement. For programs not included in the Compli
ance Supplement, auditors should refer to part 7 of that document, which
provides guidance for auditing programs not included in the Compliance
Supplement. Among other things, part 7 instructs auditors to review the
federal award document and referenced laws and regulations applicable to the
program, the CFDA, and previously issued compliance supplements (see para
graph 6.30 for further information).

Developing an Efficient Audit Approach
3.49 Auditors should consider planning and performing a single audit to
achieve maximum audit efficiency. Examples of ways to achieve audit effi
ciency follow.

•

The financial statement audit and the single audit could be planned
at the same time.

•

If the auditee’s system administers more than one major program
using common internal control, the transactions of those programs
could be combined into one population for selecting sample sizes. When
testing transactions selected from the major programs, the auditor
could use the sample to test internal control over financial reporting,
internal control over compliance, and compliance requirements.

•

Since Circular A-133 requires the planning and performance of
internal control work to assess control risk as low (unless weak
nesses are found), the auditor could take advantage of the low assessed
level of control risk when he or she performs the substantive testing
of compliance.

•

Helpful quality control materials (such as planning checklists and
reporting checklists) could be used.

Joint Audits and Reliance on Others
3.50 Circular A-133 encourages auditees, whenever possible, to make
positive efforts to utilize small business, minority-owned firms, and women’s
business enterprises. In keeping with the spirit of this provision, certain auditees
AICPA Technical Practice Aids
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may engage such independent accounting firms on a joint-venture or subcon
tract basis. In these instances it may be necessary to refer to the work of other
auditors. Prior to entering into an agreement to perform a joint audit or to
subcontract with another firm, the auditor should consider SAS No. 1, section
543, Part of Audit Performed by Other Independent Auditors, and Ethics
Interpretation 101-10, The Effect on Independence ofRelationships With Enti
ties Included in the Governmental Financial Statements.
3.51 In some circumstances, each of the auditors participating in the single
audit will jointly sign the audit reports. This is appropriate only when each auditor
or firm has complied with GAAS and Government Auditing Standards and is in a
position that would justify being the only signatory of the report.
3.52 In addition to the quality control requirements set forth in Govern
ment Auditing Standards (see paragraphs 3.12 and 3.13), cognizant agencies
for audit have implemented procedures for evaluating the quality of audits.
These procedures include both desk reviews and on-site reviews (note that the
oversight agencies for audit may also perform these reviews). As a part of the
cognizant agencies’ evaluation of the completed reports of such engagements,
and, as required by Circular A-133, the supporting audit working papers must
be made available upon request of the representative of the federal agency.
Audit working papers are typically reviewed at a location agreed upon by the
cognizant agency for audit and the independent auditor. (See the additional
discussion in paragraphs 3.20 and 3.24 regarding working paper access issues.)
3.53 If part of the single audit is performed by governmental auditors, the
auditors should be satisfied that the government auditors meet the independence
standards in chapter 3 of Government Auditing Standards as well as the CPE and
quality control standards. These standards require that government auditors be
free from organizational, personal, and external impairments to independence and
that they maintain an independent attitude and appearance.
3.54 Another common occurrence, particularly in a governmental envi
ronment, is the separation of a single audit between the principal auditor of
the reporting entity and a secondary auditor of a component unit included in
the financial statements of the reporting entity (see paragraph 3.30). The
principal auditor’s report on the financial statements of the reporting entity
most often refers to the report of the secondary auditor as it relates to the
financial statements of the component unit. The principal auditor may also
need to refer to the programs audited by other auditors in his or her reports on
the schedule of expenditures of federal awards, compliance, and internal
control related to federal awards, as they relate to federal awards administered
by the component unit. In such cases, the auditor should follow the guidance
in SAS No. 1, section 543.

Existence of Internal Audit Function
3.55 Another factor the auditor should consider when planning the single
audit is whether the auditee has an internal audit function and the extent to
which internal auditors are involved in monitoring compliance with specified
requirements. The auditor should consider the guidance in SAS No. 65, The
Auditor’s Consideration of the Internal Audit Function in an Audit ofFinancial
Statements (AICPA, Professional Standards, vol. 1, AU sec. 322), when ad
dressing the competence and objectivity of internal auditors; the nature,
timing, and extent of work to be performed; and other related matters (for
example, in obtaining an understanding of the entity’s internal control over
financial reporting and compliance, assessing audit risk, and performing sub
stantive procedures).
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Communications With the Cognizant Agency for Audit
and Others
3.56 When professional judgment indicates it is appropriate, the auditor may
communicate with the cognizant agency for audit, the oversight agency for audit,
federal awarding agencies, pass-through entities, state auditors, or state awarding
agencies, to aid in planning the audit. The auditor might want to consider docu
menting such communications, as well as any decisions rendered as a result. If a
planning meeting is held, matters such as the following may be discussed:

•

The audit plan

•

The scope of the compliance testing of federal programs

•

The intended use of the Compliance Supplement

•

The identification of federal awards, including those that are consid
ered to be major programs

•

The form and content of the supplemental schedule of expenditures of
federal awards

•

The testing of the monitoring of subrecipients

•

The scope of the review and testing of internal control

•

The testing of compliance requirements

•

The status of prior-year findings and questioned costs

•

Federal agency or pass-through entity management decisions on prior
year findings

•

Compliance requirements and any changes to those requirements

Understanding the Applicable State and Local
Compliance and Reporting Requirements

Impact on Circular A-133 Audit
3.57 Auditors may be engaged to test and report on compliance with state
and local laws and regulations in addition to testing and reporting on the
compliance requirements imposed by Government Auditing Standards and
Circular A-133. For example, there may be state-imposed state award require
ments that provide state funds to political subdivisions or NPOs (in this
example, the state is not a pass-through entity). Even though such nonfederal
awards are not considered part of the total federal awards expended by the
auditee and are not subject to audit in accordance with Circular A-133, audi
tors would still need to consider such laws and regulations under GAAS and
Government Auditing Standards. Therefore, in connection with the financial
statement audit, auditors should obtain an understanding of applicable state
and local compliance and reporting requirements that have a direct and
material effect on the financial statements being audited.

Compliance Audits of State or Local Grants
3.58 When engaged to audit one or more grants subject to state or local
compliance requirements, the auditor should consider performing the follow
ing procedures:
•

Determine whether the state or local government has a compliance
supplement or other audit guide for the program.
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•

Inquire of management about the additional compliance auditing
requirements applicable to the entity.

•

Inquire of the audit divisions of the sponsoring agencies about the
audit requirements applicable to the entity.

•

Obtain any applicable audit guidance from the grantor agency (includ
ing any audit guides, amendments, administrative rulings, and the
like) pertaining to the grant.

•

Read the grant agreements and any amendments, including refer
enced laws and regulations.

•

Review information about governmental audit requirements that is
available from state societies of CPAs or associations of governments.

•

When appropriate, discuss with the grantor agency the scope of the
testing that is expected to be performed.

Compliance Audits Not Involving Governmental Assistance
3.59 Guidance for engagements related to management’s written asser
tion about an entity’s compliance with specified state or local laws, regulations,
rules, or contracts not involving governmental financial assistance is provided
in Statement on Standards for Attestation Engagements (SSAE) No. 3, Com
pliance Attestation (AICPA, Professional Standards, vol. 1, AT sec. 500).

Desk Reviews and On-Site Reviews
3.60 In addition to the quality control requirements set forth in Govern
ment Auditing Standards (see paragraphs 3.12 and 3.13), cognizant agencies
for audit have implemented procedures for evaluating the quality of audits.
These procedures include both desk reviews and on-site reviews (note that the
oversight agencies for audit may also perform these reviews). As a part of the
cognizant agencies’ evaluation of the completed reports of such engagements,
and, as required by Circular A-133, the supporting audit working papers must
be made available upon request of the representative of the federal agency.
Audit working papers are typically reviewed at a location agreed upon by the
cognizant agency for audit and the independent auditor. (See the additional
discussion in paragraphs 3.20 and 3.27 regarding working paper access issues.)

3.61 Whenever a review of the audit report or the working papers dis
closes an inadequacy, the audit firm is contacted for corrective action. Where
major inadequacies are identified and the representative of the cognizant
agency for audit determines that the audit report and the working papers are
substandard, cognizant agencies may take further steps. In those instances in
which the audit was determined to be substandard by the federal agency, the
matter may be submitted to state boards of public accountancy.

Restriction on the Auditor's Preparation of Indirect
Cost Proposals
3.62 Circular A-133 precludes the auditor who prepares the indirect cost
proposal or cost allocation plan from performing the single audit when indirect
costs recovered during the prior year by the auditee exceed $1 million. This
restriction applies to the base year used in the preparation of the indirect
proposal or cost allocation plan and to any subsequent years in which the
resulting indirect cost agreement or cost allocation plan is used to recover costs.
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The implementation date for this provision is for audits of fiscal years begin
ning after June 30,1998. For example, an auditor who prepares an indirect cost
proposal or cost allocation plan that is used as the basis for charging indirect
costs in the fiscal year ending June 30, 1999, is not permitted to perform the
1999 single audit (assuming that the indirect costs recovered during the prior
year exceeded $1 million).

Exit Conference
3.63 Upon completion of fieldwork, the auditor should consider holding a
closing or exit conference with senior officials of the auditee. The exit confer
ence gives the auditor an opportunity to obtain management’s comments on
the accuracy and completeness of his or her facts and conclusions, including
whether or not management concurs with the audit findings. This conference
also serves to provide the auditee with advance information so that it may
initiate corrective action without waiting for a final audit report. In the case of
decentralized operations, as at a university, auditors should consider having
preliminary meetings with deans, department heads, and other operating
personnel who have direct responsibility for financial management systems
and the administration of sponsored projects.
3.64 The auditor should consider documenting the names of the auditors
who conducted the exit conference, the names and positions of the repre
sentatives with whom exit conferences were held and any comments that they
had, and other details of the discussions.

AICPA Technical Practice Aids
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Chapter 4
FINANCIAL STATEMENT AUDIT CONSIDERATIONS
UNDER CIRCULAR A-133
Introduction
4.1 Circular A-133 requires auditees to prepare financial statements that
reflect their financial position, their results of operations or changes in net
assets, and, where appropriate, their cash flows for the fiscal year. The finan
cial statements must be for the same organizational unit and fiscal year that
is chosen to meet the requirements of Circular A-133. However, organizationwide financial statements may also include departments, agencies, and other
organizational units that have separate audits and prepare separate financial
statements (see paragraph 4.5 below). Circular A-133 also requires auditees to
prepare a schedule of expenditures of federal awards for the period covered by
the financial statements. (The schedule of expenditures of federal awards is
discussed in chapter 5.)
4.2 Circular A-133 does not prescribe the basis of accounting that must
be used by auditees to prepare their financial statements. However, auditees
are required to disclose the basis of accounting and significant accounting
policies used in preparing the financial statements. Auditees must be able to
reconcile amounts presented in the financial statements to related amounts in
the schedule of expenditures of federal awards.
4.3 Circular A-133 does, however, require the auditor to report whether
the financial statements are presented fairly in all material respects in con
formity with generally accepted accounting principles (GAAP). This results in
the expression of an opinion or a disclaimer of opinion. (Guidance on reporting
on the financial statements of the auditee appears in chapter 10.) If the auditee
prepares its financial statements in conformity with a comprehensive basis of
accounting other than GAAP,1 the auditor is still required to express or
disclaim an opinion and should follow the reporting guidance in SAS No. 62,
Special Reports.
4.4 The financial statements are also required to be audited in accordance
with Government Auditing Standards (see paragraphs 3.8 through 3.23, 4.17
through 4.19, and 4.41). Circular A-133 does not impose on the financial
statement audit any additional audit requirements beyond Government Audit
ing Standards.

4.5 The audit must cover the entire operations of the auditee, or at the
option of the auditee, the audit may include a series of audits that cover
departments, agencies, and other organizational units that expended or other
wise administered federal awards during the fiscal year, provided that each
audit encompasses the financial statements and schedule of expenditures of
federal awards for each such department, agency, and other organizational
unit (see paragraph 3.30 for a further discussion).
1 A comprehensive basis of accounting other than GAAP is defined in paragraph 4 of SAS No. 62,
Special Reports (AICPA, Professional Standards, vol. 1, AU sec. 623.04).
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4.6 In performing the financial statement audit, the auditor should refer
to the accounting and auditing guidance applicable to specific industries as
found in the following AICPA Audit and Accounting Guides: Not-for-Profit
Organizations, Audits of State and Local Governmental Units, Health Care
Organizations, and Audits of Colleges and Universities.2

4.7 In this chapter, the requirements of GAAS related to the auditor’s
consideration of compliance and internal control over financial reporting in a
financial statement audit are summarized and the additional requirements of
Government Auditing Standards in those areas are discussed.

Consideration of Internal Control Over
Financial Reporting and Communication
4.8 In the following paragraphs the requirements of GAAS and Govern

applicable to the auditor’s consideration of internal
control over financial reporting in a financial statement audit are described.

ment Auditing Standards

Summary of GAAS Requirements
4.9 SAS No. 55, Consideration of Internal Control in a Financial State
ment Audit, as amended by SAS No. 78, Consideration of Internal Control in a
Financial Statement Audit: An Amendment to SAS No. 55 (AICPA, Profes
sional Standards, vol. 1, AU sec. 319), provides guidance on the independent

auditor’s consideration of an auditee’s internal control in an audit of financial
statements in accordance with GAAS, defines internal control, describes the
objectives and components of internal control, and explains how an auditor
should consider internal control in planning and performing an audit.
4.10 When obtaining an understanding of internal control over financial
reporting and assessing control risk for the assertions embodied in the finan
cial statements, the auditor should refer to SAS No. 55, as amended by SAS
No. 78, and to guidance applicable to specific industries as found in the AICPA
Audit and Accounting Guides listed in paragraph 4.6.

Definition of Internal Control
4.11 The definition of internal control in both SAS No. 55, as amended by
SAS No. 78, and Circular A-133 is consistent with the definition and descrip
tion of internal control contained in Internal Control—Integrated Framework,
published by the Committee of Sponsoring Organizations (COSO) of the Tread
way Commission. The definition is as follows:
Internal control means a process, effected by an entity’s board of directors,
management and other personnel, designed to provide reasonable assurance
regarding the achievement of objectives in the following categories:
•

Effectiveness and efficiency of operations;

•

Reliability of financial reporting; and

•

Compliance with applicable laws and regulations.

2 Auditors should note that although Audits of Colleges and Universities has been superseded by
Not-for-Profit Organizations, it continues to be applicable in a governmental environment (that is,
public institutions).
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Control Objectives
4.12 The three categories of control objectives described previously are
what an auditee strives to achieve. These distinct but somewhat overlapping
categories have differing purposes and allow a directed focus to meet the needs
of the auditee and others regarding each separate purpose. In general, controls
that are relevant to an audit of financial statements pertain to the auditee’s
objective of the reliability of financial reporting and involve the preparation of
financial statements for external purposes that are fairly presented in con
formity with GAAP or a comprehensive basis of accounting other than GAAP
(see footnote 1 of this chapter). However, controls pertaining to the operations
and compliance objectives may also be relevant to a financial statement audit
to the extent that they pertain to data the auditor evaluates or uses in applying
auditing procedures to the financial statements. Controls relevant to an audit
of the financial statements are referred to collectively in this SOP as “internal
control over financial reporting” and are encompassed in the reporting on
internal control required by Government Auditing Standards (see paragraphs
10.38 through 10.40). Controls relevant to an audit of compliance with require
ments applicable to major federal programs are referred to collectively in this
SOP as “internal control over compliance” and are encompassed in the report
on internal control required by Circular A-133 (see paragraphs 10.46 through
10.49). In a particular single audit engagement, some controls may be relevant
to both the audit of the financial statements and the audit of compliance. When
this occurs, those controls would be encompassed in both internal control
reports. Section 505 of Circular A-133 provides guidance on reporting findings
involving reportable conditions in internal control in such a circumstance (see
paragraph 10.56).

Components of Internal Control
4.13 The five components of internal control are the control environment,
risk assessment, control activities, information and communication, and moni
toring. SAS No. 55, as amended by SAS No. 78, requires the auditor to obtain
an understanding of each of those components that is sufficient to plan the
audit by performing procedures to understand (a) the design of controls rele
vant to an audit of financial statements, and (b) whether they have been placed
in operation. In all audits of financial statements, including those audited as
part of a single audit, this understanding incorporates knowledge about the
design of controls relevant to compliance with laws and regulations that have
a direct and material effect on the determination of financial statement
amounts, as well as knowledge about whether they have been placed in
operation. After obtaining this understanding, the auditor assesses control risk
for the assertions embodied in the account balance, transaction class, and
disclosure components of the financial statements.

Relationship Between Objectives and Components
4.14 There is a direct relationship between the three categories of control
objectives (what an auditee strives to achieve) and the control components
(what is needed to achieve the objectives). Although an auditee’s internal
control addresses objectives in each of the categories referred to in the defini
tion of internal control in paragraph 4.11, not all of these objectives and related
controls are relevant to an audit of the auditee’s financial statements.

Documentation Requirements
4.15 SAS No. 55, as amended by SAS No. 78, requires the auditor to
document the understanding of the auditee’s internal control components that
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was obtained to plan the audit. In addition, the auditor should document the
basis for his or her conclusions about the assessed level of control risk. The
form and extent of this documentation is influenced by the size and complexity
of the auditee, as well as by the nature of the auditee’s internal control (see
paragraphs 3.20 through 3.22 for a discussion of the additional working paper
and documentation requirements of Government Auditing Standards). Auditors
should refer to
* SAS No. 55, as amended by SAS No. 78, for more detail on the
documentation requirements related to internal control over financial reporting.

Communication Requirements
4.16 The auditor should consult the guidance in SAS No. 60, Communi
cation of Internal Control Related Matters Noted in an Audit (AICPA, Profes
sional Standards, vol. 1, AU sec. 325), for guidance on identifying and
reporting conditions that relate to an entity’s internal control over financial
reporting observed during an audit of financial statements (see also para
graphs 4.19 and 10.26 through 10.30). The auditor should also consult the
guidance in SAS No. 61, Communication With Audit Committees (AICPA,
Professional Standards, vol. 1, AU sec. *380), for required communications to
persons who have responsibility for the oversight of the financial reporting
process (see also paragraph 10.14).

Responsibilities Under Government Auditing Standards
Fieldwork
4.17 Other than the additional documentation requirement discussed in
paragraphs 3.18 and 3.19, Government Auditing Standards does not prescribe
any additional fieldwork standards with respect to the auditor’s consideration
of internal control over financial reporting beyond those required in an audit
conducted in accordance with GAAS. However, paragraphs 4.21 through 4.30
of Government Auditing Standards provide guidance on certain aspects of
internal control over financial reporting that are important to the judgments
auditors make about audit risk and about the evidence needed to support their
opinion on the financial statements. These aspects are summarized as follows:

•

Safeguarding of assets. These are the controls that prevent or timely
detect unauthorized transactions and unauthorized access to assets
resulting in possible losses that are material to the financial state
ments. Therefore, the understanding of safeguarding controls assists
auditors in planning the audit to detect material misappropriations
as well as to assess other risks that the financial statements could be
materially misstated.

•

Controls over compliance with laws and regulations. These are impor
tant to auditors in identifying the types of potential misstatements that
could occur and the factors that could affect the risk ofmaterial misstate
ment. Such information can help provide reasonable assurance that the
financial statements are free of material misstatements resulting from
violations of laws and regulations that have a direct and material effect
on the determination of financial statement amounts.

* In December 1999, the AICPA Auditing Standards Board issued SAS No. 89, Audit Adjust
ments, which, among other matters, amends SAS No. 61 to require the auditor to inform the audit
committee about uncorrected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented that were determined by management to be
immaterial, both individually and in the aggregate, to the financial statements taken as a whole. SAS
No. 89 is effective for audits of financial statements for periods beginning on or after December 15,
1999. Early adoption is permitted.
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4.18 The auditor should consider this guidance as it relates to the consid
eration of the auditee’s internal control over financial reporting in the audit of
the financial statements.

Reporting and Communication
4.19 Reporting on the internal control over financial reporting under
Government Auditing Standards differs from such reporting under SAS No. 60.
Government Auditing Standards requires written reporting on internal control
over financial reporting in all audits. SAS No. 60 requires communication
(either written or oral) only when the auditor has noted reportable conditions.
Government Auditing Standards requires a description of any reportable con
ditions noted, including the identification of those that are individually or
cumulatively material weaknesses. SAS No. 60 permits, but does not require,
the auditor to identify and communicate separately, as material weaknesses,
those reportable conditions that, in the auditor’s judgment, are considered to
be material weaknesses. Finally, Government Auditing Standards requires
communication of the following matters, which are not addressed by SAS No.
60: (a) a description of the scope of the auditor’s testing of internal control and
the results of those tests and (b) deficiencies in internal control that are not
considered reportable conditions (see the discussion in paragraph 10.29). See
paragraphs 3.24 through 3.25 and 10.26 through 10.30 for a more detailed
discussion of the reporting and communication requirements related to inter
nal control over financial reporting.

Compliance Considerations
4.20 The auditor should be aware of the unique characteristics of the
compliance auditing environment. States, local governments, and not-forprofit organizations differ from commercial enterprises in that they may be
subject to diverse compliance requirements. Management is responsible for
ensuring compliance with relevant laws and regulations. That responsibility
encompasses the identification of applicable laws and regulations and the
establishment of internal control designed to provide reasonable assurance
that the auditee complies with those laws and regulations.

4.21 In the following paragraphs, the requirements of GAAS that are
applicable to the auditor’s consideration of compliance in a financial statement
audit are summarized and the additional requirements of Government Audit
ing Standards are discussed.

Summary of GAAS Requirements
General Guidance
4.22 SAS No. 74, Compliance Auditing Considerations in Audits of Gov
ernmental Entities and Recipients of Governmental Financial Assistance, pro
vides general guidance when the auditor is engaged to audit an entity that
receives federal awards, including audits performed under GAAS, Government
Auditing Standards, and Circular A-133. SAS No. 74 describes the auditor’s
responsibility in a GAAS audit for considering laws and regulations and how
they affect the financial statement audit and also discusses the auditor’s
responsibility for compliance auditing related to federal awards in an audit
performed under Circular A-133. The auditor’s responsibility for compliance
auditing related to federal awards is discussed in chapter 6 of this SOP.
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4.23 The auditor is required to design the audit to provide reasonable
assurance that the financial statements are free of material misstatements
resulting from violations of laws and regulations, error, or fraud. SAS No. 54,
Illegal Acts by Clients, describes the auditor’s responsibility in a GAAS audit
for considering laws and regulations and how they affect the financial state
ment audit. SAS No. 82, Consideration of Fraud in a Financial Statement
Audit, and SAS No. 47, Audit Risk and Materiality in Conducting an Audit, as
amended by SAS No. 82, describe the auditor’s responsibility in a GAAS audit
for the consideration of fraud and errors. The requirements of SAS Nos. 54,82,
and 47 are described in paragraphs 4.24 through 4.38.
SAS No. 54 Requirements

4.24 SAS No. 54 requires the auditor to design the audit to provide
reasonable assurance that the financial statements are free of material mis
statements resulting from violations of laws and regulations that have a direct
and material effect on the determination of financial statement amounts. This
involves identifying laws and regulations that may have a direct and material
effect on the determination of financial statement amounts, and then assessing
the risk that noncompliance with these laws and regulations may cause the
financial statements to contain a material misstatement. The auditor consid
ers such laws or regulations from the perspective of their known relation to
audit objectives derived from financial statement assertions rather than from
the perspective of legality per se.
4.25 Although it has not been explicitly stated in SAS No. 54, the phrase
“laws and regulations” has generally been interpreted to implicitly include the
provisions of contract and grant agreements (see paragraph 3.17). Laws,
regulations, and provisions of contracts and grant agreements are referred to
in this SOP as “compliance requirements.” Violations of laws, regulations, and
provisions of contracts and grant agreements are referred to in this SOP as
“instances of noncompliance.”
4.26 In considering whether the financial statements may be materially
misstated because of instances of noncompliance, the auditor should—

•

Assess whether management has identified compliance requirements
that have a direct and material effect on the determination of amounts
in the financial statements.

•

Obtain an understanding of the possible effects of these compliance
requirements on the determination of financial statement amounts.

•

Assess the risk that a material misstatement of the financial state
ments has occurred because of instances of noncompliance.

•

Design and conduct the audit to provide reasonable assurance of
detecting such material noncompliance.

4.27 The auditor may consider performing the following procedures in
assessing management’s identification of these compliance requirements and
in obtaining an understanding of their possible effects on the determination of
financial statement amounts:
a.

Consider knowledge about these compliance requirements that has
been obtained from prior years’ audits.

b.

Discuss these compliance requirements with the auditee’s chief
financial officer, legal counsel, or grant administrators.
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c.

Obtain written representation from management regarding the com
pleteness of management’s identification of compliance require
ments (see paragraph 4.40).

d.

Review the relevant portions of any directly related agreements, such
as those related to grants and loans.

e.

Identify sources of revenue, review any related agreements (for
example, loan agreements or grant agreements) and inquire about
the applicability of any overall governmental regulations to the
accounting for the revenue.

f.

Obtain publications pertaining to compliance requirements. These
publications often address federal tax and other reporting require
ments, such as the Department of the Treasury and the Internal
Revenue Service requirements pertaining to information returns and
regulations concerning the calculation of arbitrage rebates and refunds.

g.

Obtain copies of, and review pertinent sections of, the state constitu
tion, laws, and regulations concerning the auditee. The sections of
these documents pertaining to financial reporting, debt, taxation,
budget, and appropriation and procurement matters may be espe
cially relevant.

h.

Review the minutes of meetings of the governing body of the auditee
for the enactment of laws and regulations or information about
contracts and grant agreements that have a direct and material effect
on the determination of financial statement amounts.

i.

Inquire of the office of the federal, state, or local auditor or other
appropriate audit oversight organization about the compliance re
quirements applicable to entities within their jurisdiction, including
statutes and uniform reporting requirements.

j.

Review information about applicable federal and state program
compliance requirements, such as the information included in the
Compliance Supplement, the CFDA, and state and local policies and
procedures.

k.

Review the guidance contained in the applicable AICPA Audit and
Accounting Guides referred to in paragraph 4.6 and review the
materials available from other professional organizations, such as
state societies of CPAs or industry associations.

l.

Inquire of the audit, finance, or program administrators from which
grants are received about the restrictions, limitations, terms, and con
ditions under which such grants were provided. These administrators
can usually be helpful in identifying compliance requirements, which
they may identify separately or publish in an audit guide.

4.28 In obtaining an understanding of the possible effects on financial
statements of compliance requirements that are generally recognized by audi
tors to have a direct and material effect on the determination of financial
statement amounts, the auditor may consider—

•

The materiality of the effect on financial statement amounts.

•

The level of management or employee involvement in the compliance
assurance process.

•

The opportunity for concealment of instances of noncompliance.

§11,320-4.28
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4.29 As part of assessing the risk of material misstatement, the auditor
should assess the risk that instances of noncompliance may cause Such a
material misstatement. Based on that assessment, the auditor should design
the audit to provide reasonable assurance of detecting instances of noncompli
ance that are material to the financial statements. Therefore, the auditor
should design the audit to provide reasonable assurance that the financial
statements are free of material misstatements resulting from instances of
noncompliance that have a direct and material effect on the determination of
financial statement amounts (see paragraph 6.53 for a discussion of the impact
on the financial statements of actual and projected errors noted in a single
audit, and see paragraph 10.42 for a discussion of situations that could occur
when the auditor reports on the results of compliance testing).

4.30 Auditees may be affected by many other laws and regulations,
including those related to occupational safety and health, environmental pro
tection, equal employment, food and drug, and price fixing. These laws and
regulations generally concern an auditee’s operations more than financial
reporting and accounting. Their effect on an auditee’s financial statements is
indirect and normally takes the form of the disclosure of a contingent liability
that follows from the allegation or determination of illegality. The auditor
would not ordinarily have sufficient basis to recognize possible violations of
these laws and regulations. Even when violations of such laws and regulations
can have consequences that are material to the financial statements, the
auditor may not become aware of the existence of the illegal act unless he or
she is informed by the auditee, or unless there is evidence of an investigation
or enforcement proceeding in the records, documents, or other information
normally inspected in an audit of financial statements.
4.31 If specific information comes to the auditor’s attention that provides
evidence concerning the existence of possible instances of noncompliance that
could have a material indirect effect on the financial statements, the auditor
should apply audit procedures specifically directed to ascertaining whether an
instance of noncompliance occurred. However, because of the characteristics of
such noncompliance, an audit made in accordance with GAAS provides no
assurance that indirect-effect instances of noncompliance will be detected or
that any contingent liabilities that may result will be disclosed.

SAS No. 82 Requirements

4.32 SAS No. 1, section 110, Responsibilities and Functions of the Inde
pendent Auditor (AICPA, Professional Standards, vol. 1, AU sec. 110), states
that the auditor also has a responsibility to plan and perform the audit to
obtain reasonable assurance about whether the financial statements are
free of material misstatement, whether caused by error or fraud. SAS No.
82 provides guidance to auditors in fulfilling that responsibility, as it relates to
fraud, in an audit of financial statements conducted in accordance with GAAS.

4.33 Although fraud is a broad legal concept, the auditor’s interest spe
cifically relates to fraudulent acts that cause a material misstatement of
financial statements. The primary factor that distinguishes fraud from error is
3 In addition, for compliance with laws and regulations that have an indirect effect on the
determination of financial statement amounts, SAS No. 54 notes that, where applicable, the auditor
should also inquire of management concerning (a) the client’s policies relative to the prevention of
illegal acts and (b) the use of directives issued by the client, as well as periodic representations
obtained by the client, from management at appropriate levels of authority, concerning compliance
with laws and regulations.
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whether the underlying action that results in the misstatement of financial
statements is intentional or unintentional. Two types of misstatements are
relevant to the auditor’s consideration of fraud in a financial statement audit:
misstatements arising from fraudulent financial reporting and misstatements
arising from the misappropriation of assets. These two types of misstatements,
as well as the characteristics of fraud, are discussed further in paragraphs 3
through 10 of SAS No. 82 (AICPA, Professional Standards, vol. 1, AU sec.
316.03 through 316.10).
4.34 The risk of material misstatement of the financial statements due to
fraud is part of audit risk. Therefore, the auditor should specifically assess the
risk of material misstatement of the financial statements due to fraud and
should consider that assessment in designing the audit procedures to be
performed. In making this assessment, the auditor should consider fraud risk
factors that relate to both misstatements arising from fraudulent financial
reporting and misstatements arising from the misappropriation of assets in
each of the following categories:
Misstatements Arising From Fraudulent Financial Reporting

•

Management’s characteristics and influence over the control
environment

•

Industry conditions

•

Operating characteristics and financial stability

Misstatements Arising From the Misappropriation ofAssets

•

Susceptibility of assets to misappropriation

•

Controls

The auditor should exercise professional judgment when considering (a) risk
factors individually or in combination and (b) whether there are specific
controls that mitigate the risk. Risk factors are discussed in greater detail in
paragraphs 16 through 25 of SAS No. 82 (AICPA, Professional Standards, vol.
1, AU secs. 316.16 through 316.25).
4.35 As noted previously, an auditor’s interest specifically relates to
fraudulent acts that cause a material misstatement in the financial state
ments. When the auditor is identifying risk factors and other conditions in an
audit of financial statements performed in conjunction with a single audit, the
auditor’s responsibilities under SAS No. 82 are expanded to include (in addi
tion to the risk factors normally associated with financial statements) the
consideration of risk factors associated with the receipt of federal awards that
could present a material Misstatement of the financial statements. Auditors
may wish to refer to the AICPA practice aid titled Considering Fraud in a
Financial Statement Audit: Practiced Guidance for Applying SAS No. 82, which
includes specific nonauthoritative guidance on applying the concepts of SAS No.
82 to several industries, including government, health care, and not-for-profit
organizations. Among other things, it identifies example risk factors for those
industries, including risk factors that relate to recipients of federal awards.
4.36 In planning the audit, the auditor should document in the working
papers evidence of the performance of the assessment of the risk of material
misstatement due to fraud. Where risk factors are identified as being present,
the documentation should include (a) those risk factors identified and (6) the
auditor’s response to those risk factors, individually or in combination. In
addition, if, during the performance of the audit, fraud risk factors or other
§11,320-4.34

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

Audits of Governments and NPOs Receiving Federal Awards

31,076-1

conditions are identified that cause the auditor to believe that an additional
response is required, these risk factors or other conditions, as well as any further
response that the auditor concluded was appropriate, should also be documented.

4.37 SAS No. 82 also contains requirements on the auditor’s response to
the results of the assessment of risk, the evaluation of audit test results, and
communications about fraud to management, the audit committee, and others.
Auditors should refer to SAS No. 82 for a description of the specific require
ments in those areas (see also paragraphs 10.18 through 10.20).

SAS No. 47 Requirements
4.38 SAS No. 47, as amended by SAS No. 82, provides guidance to
auditors in fulfilling the responsibility described in paragraph 4.32, as it
relates to errors, in an audit of financial statements conducted in accordance
with GAAS. Errors are described as unintentional misstatements, or as omis
sions of amounts or disclosures, in financial statements. Errors may involve (a)
mistakes in gathering or processing data from which financial statements are
prepared, (b) unreasonable accounting estimates arising from oversight or the
misinterpretation of facts, and (c) mistakes in the application of accounting
principles relating to amounts, classification, the manner of presentation, or
disclosure. When the auditor is considering his or her responsibility to obtain
reasonable assurance that the financial statements are free of material mis
statement, there is no important distinction between error and fraud. There is
a distinction, however, in the auditor’s response to detected misstatements. An
isolated, immaterial error in processing accounting data or in applying ac
counting principles is generally not significant to the audit. In contrast, when
fraud is detected, the auditor should consider its implications for the integrity
of management or employees and its possible effect on other aspects of the
audit. Auditors should refer to SAS No. 47 for more detailed guidance.

Working Paper Documentation
4.39 The auditor should document the procedures performed to evaluate
compliance with laws and regulations that have a direct and material effect on
the determination of financial statement amounts in accordance with SAS No.
41, Working Papers. (See paragraphs 3.20 through 3.22 of this SOP for a
discussion of the Government Auditing Standards requirements related to
working papers.) The fraud risk factors identified and the auditor’s response
to those risk factors should be documented in accordance with SAS No. 82 (see
paragraph 4.36). The auditor’s understanding of internal control over financial
reporting as it pertains to compliance with such laws and regulations, as well
as the related assessment of control risk, should be documented in accordance
with SAS No. 55, as amended by SAS No. 78 (see paragraph 4.15).

Written Representations From Management
4.40 SAS No. 85, Management Representations* requires the auditor to
obtain written representations from management as part of an audit conducted
In December 1999, the AICPA Auditing Standards Board issued SAS No. 89, Audit Adjust
ments, which, among other matters, amends SAS No. 85 to require that the management repre
sentation letter include an acknowledgment by management that the effects of any uncorrected
financial statement misstatements aggregated by the auditor during the current engagement and
pertaining to the latest period presented are immaterial, both individually and in the aggregate, to
the financial statement taken as a whole. It also requires that a summary of the uncorrected
misstatements be included in or attached to the representation letter. This amendment is effective for
audits of financial statements for periods beginning on or after December 15, 1999, with early
adoption permitted.
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in accordance with GAAS. It also includes an illustrative management repre
sentation letter and an appendix containing additional representations that
may be appropriate to be included in a management representation letter in
certain circumstances. With respect to compliance requirements affecting the
financial statement audit, auditors should consider obtaining additional repre
sentations from management acknowledging that management (see paragraphs
6.68 and 6.69 for a discussion of additional management representations in a
single audit)—

a.

Is responsible for compliance with the laws, regulations, and provi
sions of contracts and grant agreements applicable to the auditee.

b.

Is responsible for establishing and maintaining effective internal
control over financial reporting.

c.

Has identified and disclosed to the auditor all laws, regulations, and
provisions of contracts and grant agreements that have a direct and
material effect on the determination of financial statement amounts.

d.

Has identified and disclosed to the auditor violations (or possible
violations) of laws, regulations, and provisions of contracts and grant
agreements whose effects should be considered for disclosure in the
financial statements or as a basis for recording a loss contingency.

Additional Responsibilities Under Government

Auditing Standards

4.41 Government Auditing Standards prescribes as part of the financial
statement audit additional fieldwork and reporting requirements beyond those
in GAAS that are related to compliance. The additional fieldwork responsibili
ties are related to audit communication, audit follow-up on known material
findings and recommendations from previous audits, as well as to working
paper access and documentation. (See paragraphs 3.16 through 3.22 of this
SOP for a further discussion of the additional fieldwork requirements of
Government Auditing Standards.) With regard to reporting, Government
Auditing Standards requires, among other things, that the auditor report on
the scope of his or her testing of compliance and present the results of those
tests. See paragraphs 10.15 and 10.16 for a more detailed discussion of the
Government Auditing Standards reporting requirements related to compliance.

Reasonable Assurance
4.42 SAS No. 1, section 230, “Due Professional Care in the Performance
of Work” (AICPA, Professional Standards, vol. 1, AU sec. 230), states that since
the auditor’s opinion on the financial statements is based on the concept of
obtaining reasonable assurance, the auditor is not an insurer and his or her
audit report does not constitute a guarantee. Therefore, the subsequent discov
ery that a material misstatement, whether from error or fraud, exists in the
financial statements does not, in and of itself, evidence (a) failure to obtain
reasonable assurance, (6) inadequate planning, performance, or judgment, (c)
the absence of due professional care, or (d) a failure to comply with GAAS.

§11,320-4.41
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Chapter 5
SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS

Overview of Schedule Requirements
5.1 Circular A-133 requires the auditor to determine whether the sched
ule of expenditures of federal awards is presented fairly in all material respects
in relation to the auditee’s financial statements taken as a whole. This sched
ule, prepared by the auditee, reports the total expenditures for each federal
program (see paragraph 1.18 for the Circular A-133 definition of federal
programs). In this chapter the identification of federal awards, the general
presentation requirements governing the schedule, pass-through awards, non
cash awards, and endowment funds are described. The auditor’s reporting on
the schedule is discussed in paragraphs 10.36 and 10.37.

Identification of Federal Awards
Federal Agency and Pass-Through Entity Requirements
5.2 Circular A-133 requires federal agencies and pass-through entities to
identify the federal awards made by informing each recipient or subrecipient
of the CFDA title and number, the award’s name and number, the award year,
and whether the award is for R&D. When some of this information is not
available, the federal agency or pass-through entity is required to provide the
information necessary to describe the federal award clearly.

Auditee Requirements
5.3 Circular A-133 also requires the auditee to identify in its accounts all
federal awards received and expended, as well as the federal programs under
which they were received. Federal program and award identification includes,
as applicable, the CFDA title and number, the award number and year, the
name of the federal granting agency, and the name of the pass-through entity.

Auditor Assessment of Auditee Identification of
Federal Programs
5.4 In assessing the appropriateness and completeness of the auditee’s
identification of federal programs in the schedule, the auditor should consider,
among other matters, evidence obtained from audit procedures performed to
evaluate the completeness and classification of recorded revenues and expen
ditures. This may include sending confirmations to granting federal agencies
or pass-through entities in an audit of a subrecipient. When the auditee is
unable to identify federally funded expenditures separately, the auditor should
consider whether a reportable condition exists. If it does, a finding should be
reported in the schedule of findings and questioned costs (see chapter 10 for a
further discussion of reporting findings and the schedule of findings and
questioned costs).
AICPA Technical Practice Aids
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General Presentation Requirements
Basis of Accounting
5.5 Circular A-133 does not prescribe the basis of accounting that must
be used by the auditee to prepare the schedule of expenditures of federal
awards. Some auditees may choose to prepare the schedule on a basis of
accounting that is different from that in the financial statements. In any case,
the auditee is required to disclose the basis of accounting and the significant
accounting policies used in preparing the schedule. The auditee must also be
able to reconcile amounts presented in the financial statements to related
amounts in the schedule of expenditures of federal awards.

Required Schedule Contents
5.6 Circular A-133 requires the auditee to prepare a schedule of expendi
tures of federal awards for the period covered by the auditee’s financial
statements. At a minimum, the schedule should—

•

List individual federal programs by federal agency. For federal pro
grams included in a cluster of programs (see paragraphs 1.18, 1.19,
and 2.18), list individual federal programs within a cluster of pro
grams. For R&D, the total federal awards expended must be shown
either by individual award or by federal agency and major subdivision
within the federal agency. For example, the National Institutes of
Health is a major subdivision in the Department of Health and Human
Services (the federal agency).

•

Include, for federal awards received as a subrecipient, the name of the
pass-through entity and the identifying number assigned by the passthrough entity.

•

Provide the total federal awards expended for each individual federal
program and the CFDA number or other identifying number when the
CFDA information is not available.

•

Include notes that describe the significant accounting policies used in
preparing the schedule.

•

Identify, to the extent practical, the total amount provided to subre
cipients by pass-through entities from each federal program (see
chapter 9 for a further discussion of the audit considerations of federal
pass-through awards).

•

Include, in either the schedule or a note to the schedule, the value of
federal awards expended in the form of noncash assistance, the
amount of insurance in effect during the year, and loans or loan
guarantees outstanding at year end (see paragraph 5.13).

Example schedules of expenditures of federal awards appear in appendix C.

Providing Additional Information
5.7 Although not required, the auditee may choose to provide other infor
mation (in addition to the foregoing requirements) that is requested by federal
awarding agencies and pass-through entities to make the schedule easier to
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use. For example, when a federal program has multiple award years, the
auditee may choose to list the amount of federal awards expended for each
award year separately, if so requested by a federal agency.

Schedule Not in Agreement With Other Federal
Award Reporting
5.8 Auditors should note that the information included in the schedule
may not fully agree with other federal award reports that the auditee submits
directly to federal granting agencies because, among other reasons, the award
reports (a) may be prepared for a different fiscal period and (6) may include
cumulative (from prior years) data rather than data for the current year only.

Inclusion of Nonfederal Awards
5.9 Circular A-133 does not require nonfederal awards (for example, state
awards) to be presented in the schedule. However, to meet state or other
requirements, auditees may decide to include such awards in the schedule. If
such nonfederal data are presented, they should be segregated and clearly
designated as nonfederal. The title of the schedule should also be modified to
indicate that nonfederal awards are included.

CFDA Number Not Available
5.10 The auditee may be unable to obtain the CFDA number, which is
sometimes the case for new federal programs and R&D programs. In addition,
cost-type contracts will normally not have a CFDA number. When the CFDA
number is not available, the auditee should indicate that fact and should
include in the schedule the program’s name and, if available, other identifying
number.

Pass-Through Awards
Treatment of Pass-Through Awards
5.11 Circular A-133 defines a subrecipient as an entity that expends
federal awards that are received from a pass-through entity to carry out a
federal program. State or local government redistributions of federal awards
to subrecipients, known as “pass-through awards,” should be treated by the
subrecipient as though they were received directly from the federal govern
ment. Accordingly, pass-through awards should be included in the scope of the
single audit on the same basis as that of federal awards that are received
directly. The audit considerations of federal pass-through awards are dis
cussed further in chapter 9. As noted in paragraph 5.6, in addition to the other
general presentation requirements, Circular A-133 requires the schedule to
include the name of the pass-through entity and the identifying number assigned
by the pass-through entity for federal awards received as a subrecipient.

Commingled Assistance
5.12 The individual sources (that is, federal, state, and local) of federal
awards may not be separately identifiable because of commingled assistance
AICPA Technical Practice Aids
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from different levels of government. If the commingled portion cannot be
separated to specifically identify the individual funding sources, the total
amount should be included in the schedule, with a footnote describing the
commingled nature of the funds.

Noncash Awards
Treatment of Noncash Awards
5.13 Most federal awards are in the form of cash awards. However, there
are a number of federal programs that do not involve cash transactions. These
programs may include food stamps, commodities, loan guarantees, loans,
surplus property, interest rate subsidies, or insurance. Circular A-133 requires
the value of federal awards expended in the form of noncash assistance (such
as loan guarantees, loans, insurance programs, surplus property, food stamps
issued, or commodities distributed) to be reported either on the face of the
schedule or disclosed in the notes to the schedule. The OMB states in Circular
A-133 that although it is not required, it is preferable to present this informa
tion in the schedule rather than in the notes to the schedule. See paragraphs
2.13 and 2.14 for a discussion on determining when awards, including noncash
awards, are considered to be expended.

Determining the Value of the Noncash Awards Expended
5.14 Table 5.1 shows the bases generally used to determine the value of
noncash awards expended (see section 205 of Circular A-133 for additional
details).

Loan and Loan Guarantee Continuing Compliance Requirements
5.15 As noted previously, in determining the value of total noncash
awards expended for loans and loan guarantees, the balances of loans from
previous years must be included if the federal government imposes continu
ing compliance requirements. Circular A-133 does not specifically define
the term continuing compliance requirements. Therefore, it is a matter of
judgment as to whether continuing compliance requirements are signifi
cant enough to require inclusion of prior-year loan or loan guarantee bal
ances. For example, if in a prior year an auditee expended the proceeds of
a federal loan to construct a building, and the current-year activity consists
only of loan repayments and a requirement by the federal lender for the
auditee to submit a report that only details loan payment information, it
may not be necessary to include the prior year’s loan balance in determining
the total amount of loans expended. However, if the federal lender requires
the auditee to ensure on an ongoing basis that a certain percentage of the
building is rented to low-income residents, it would likely be necessary to
include the prior year’s loan balance in determining the total amount of
loans expended. The auditor should consider contacting the federal agency
Office of Inspector General for assistance in determining whether continu
ing compliance requirements are significant enough to require inclusion of
the balances of prior loans or loan guarantees.

§11,320-5.13
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Table 5.1
Determining the Value of Noncash Awards Expended
Types of Noncash
Awards

Basis Used to Determine the Value of
Noncash Awards Expended

Loans and loan
guarantees*

Value of new loans made or received during the fiscal year
plus the balance of loans from previous years for which the
federal government imposes continuing compliance
requirements (see paragraph 5.15), plus any interest
subsidy, cash, or administrative cost allowance received.

Loans and loan
guarantees (loans) at
institutions of higher
education*

When loans are made to students but the institution of
higher education does not make the loans, only the value of
loans made during the year are considered federal awards
expended. The balance of loans for previous years is not
included because the lender accounts for the prior balances.

Insurance

Fair market value of insurance contract at the time of
receipt, or the assessed value provided by the federal agency.

Food stamps

Fair market value of food stamps at the time of receipt, or
the assessed value provided by the federal agency.
Fair market value of commodities at the time of receipt, or
the assessed value provided by the federal agency.
Fair market value of donated property or donated surplus
property at the time of receipt, or the assessed value
provided by the federal agency.

Commodities
Donated property or
donated surplus
property
Free rent

Fair market value of free rent at the time of receipt, or the
assessed value provided by the federal agency. Free rent is
not considered an award expended unless it is received as
part of an award to carry out a federal program.

The proceeds of loans that were received and expended in prior years are not
considered federal awards expended when the laws, regulations, and the provisions of
contracts or grant agreements pertaining to such loans impose no continuing compliance
requirements other than to repay the loans.

Endowment Funds
5.16 Circular A-133 states that the cumulative balance of federal awards
for endowment funds which are federally restricted are considered awards
expended in each year in which the funds are still restricted.
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Chapter 6
COMPLIANCE AUDITING APPLICABLE
TO MAJOR PROGRAMS
6.1 In this chapter the auditor’s consideration of compliance require
ments applicable to major programs in a single audit under Circular A-133 is
discussed (as noted in paragraph 11.5, much of the guidance in this chapter
would also be applicable to a program-specific audit when a program-specific
audit guide is not available). The consideration of internal control over compli
ance for major programs is discussed in chapter 8. The related reporting
requirements are discussed in chapter 10. The auditor’s consideration of the
auditee’s compliance with laws, regulations, and the provisions of contracts or
grant agreements in a financial statement audit is discussed in chapter 4.

Single Audit Compliance Objectives
6.2 In addition to a financial statement audit in accordance with GAAS
and Government Auditing Standards, Circular A-133 requires the auditor to
determine whether the auditee has complied with laws, regulations, and the
provisions of contracts or grant agreements that may have a direct and
material effect on each of its major programs (these are hereinafter referred to
as “compliance requirements”). A single audit results in the auditor expressing
an opinion on the auditee’s compliance with these compliance requirements for
each of its major programs. To express such an opinion, the auditor accumu
lates sufficient evidence by planning and performing tests of transactions and
such other auditing procedures as are necessary in support of the entity’s
compliance with applicable compliance requirements, thereby limiting audit
risk to an appropriately low level.

Responsibilities of Auditee
6.3 The auditee is responsible (a) for complying with the compliance
requirements related to each of its federal programs and (6) for establishing
and maintaining effective internal control over compliance for federal pro
grams that provides reasonable assurance that the auditee is managing federal
awards in compliance with laws, regulations, and the provisions of contracts or
grant agreements that could have a material effect on each of its federal
programs. The auditor should obtain management’s written representations
regarding its compliance and internal control responsibilities as discussed in
paragraphs 6.68 and 6.69.
6.4 The form and extent of the documentation of management’s compli
ance will vary depending on the nature of the compliance requirements and the
size and complexity of the entity. The auditee may have documentation in the
form of accounting or statistical data, case files, entity policy manuals, account
ing manuals, narrative memoranda, procedural write-ups, flowcharts, com
pleted questionnaires, or internal auditors’ reports.

Use of Professional Judgment
6.5 The planning, conduct, and evaluation of the results of compliance
testing in a single audit require the auditor to exercise professional judgment.
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The following factors may be considered by the auditor in applying his or her
professional judgment:

•

The assessment of inherent risk, control risk, and fraud risk

•

The assessment of materiality

•

The evidence obtained from other auditing procedures

•

The amount of expenditures for the program

•

The diversity or homogeneity of expenditures for the program

•

The length of time that the program has operated, or changes in its
conditions

•

The current and prior auditing experience with the program, particu
larly findings in previous audits and other evaluations (that is, inspec
tions, program reviews, or system reviews required by the federal
acquisition regulations)

•

The extent to which the program is carried out through subrecipients,
as well as the related monitoring activities

•

The extent to which the program contracts for goods or services

•

The level to which the program is already subject to program reviews
or other forms of independent oversight

•

The expectation of noncompliance or compliance with the applicable
compliance requirements

•

The extent to which computer processing is used to administer the
program, as well as the complexity of the processing

•

Whether the program has been identified as being high-risk by the
OMB in the Compliance Supplement

Audit Risk Considerations
6.6 To express an opinion on compliance, the auditor accumulates suffi
cient evidence in support of compliance, thereby limiting audit risk to an
appropriately low level. The auditor’s consideration of audit risk and material
ity when he or she plans and performs a single audit is similar to the consid
eration in a financial statement audit in accordance with SAS No. 47, Audit
Risk and Materiality in Conducting an Audit, as amended by SAS No. 82,
Consideration of Fraud in a Financial Statement Audit. Audit risk and mate
riality, among other matters, need to be considered together in determining the
nature, timing, and extent of auditing procedures and in evaluating the results
of those procedures.
Components of Audit Risk

6.7 Audit risk is the risk that the auditor may unknowingly fail to
appropriately modify his or her opinion on compliance. It is composed of
inherent risk, control risk, fraud risk, and detection risk. For the purposes of a
single audit, these components are defined as follows:
•

Inherent risk—the risk that material noncompliance with a major
program’s compliance requirements could occur, assuming there is no
related internal control
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•

Control risk—the risk that material noncompliance that could occur
in a major program will not be prevented or detected on a timely basis
by the entity’s internal control

•

Fraud risk—the risk that intentional material noncompliance with a
major program’s compliance requirements could occur

•

Detection risk—the risk that the auditor’s procedures will lead him or
her to conclude that noncompliance that could be material to a major
program does not exist when, in fact, such noncompliance does exist

In paragraphs 6.8 through 6.12, each of these components of audit risk is
discussed and an explanation of how the components of audit risk interrelate
in providing a basis for the auditor’s opinion on compliance is given.

Inherent Risk
6.8 In assessing inherent risk, the auditor should consider factors that
are relevant to compliance engagements. Such factors include the following
(the factors listed in paragraph 6.5 should also be considered):
•

The complexity of the compliance requirements

•

The length of time the entity has been subject to the compliance
requirements

•

Prior experience with the entity’s compliance

•

The potential impact of noncompliance, both qualitatively and quan
titatively

6.9 The auditor’s assessment of inherent risk over major programs may
be performed in part when the auditor is determining major programs using
the risk-based approach (see paragraph 7.36). The nature of some programs
may indicate higher inherent risk. Programs with higher inherent risk may be
of a higher risk for the purpose of determining major programs. Circular A-133
provides the following examples for program characteristics with potentially
higher inherent risks:

•

Complex programs and the extent to which a program contracts for
goods and services have the potential for higher risk. For example,
federal programs that disburse funds through third-party contracts or
have eligibility criteria may be of higher risk. Federal programs
primarily involving staff payroll costs may have a high risk for timeand-effort reporting but may otherwise be at low risk.

•

The phase of a federal program’s life cycle at the federal agency may
indicate risk. For example, a new program with new or interim
regulations may have a higher risk than an established program with
time-tested regulations. In addition, significant changes in federal
programs, laws, or regulations or in the provisions of contracts or grant
agreements may increase risk.

•

The phase of a program’s life cycle at the auditee may indicate risk.
For example, during the first and last years in which an auditee
participates in a program, the risk may be higher because of the
start-up or closeout of the program’s activities and staff.

•

Type B programs with larger federal awards expended would be of
higher risk than would programs with substantially smaller federal
awards expended.
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Control Risk
6.10 Circular A-133 requires the auditor to plan the testing of internal
control over compliance for major programs, to support a low assessed level of
control risk for the assertions relevant to the compliance requirements for each
major program. The circular does not, however, actually require the achieve
ment of a low assessed level of control risk. The assessment of control risk
contributes to the auditor’s evaluation of the risk that material noncompliance
exists in a major program. The process of assessing control risk (together with
assessing inherent risk and fraud risk) provides evidential matter about the
risk that such noncompliance may exist. The auditor uses this evidential
matter as part of the reasonable basis for his or her opinion on compliance. The
auditor’s consideration of internal control over compliance for major programs,
including the assessment of control risk, is discussed in chapter 8.

Fraud Risk
6.11 SAS No. 82 provides guidance to the auditor on his or her responsi
bility to plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement due to
fraud (see paragraphs 4.32 through 4.37). Because SAS No. 82 only applies to
an audit of financial statements, its requirements do not apply to an audit of
an auditee’s compliance with specified requirements applicable to its major
programs. However, as part of assessing audit risk in a single or program-spe
cific audit, the auditor should specifically assess the risk of material noncom
pliance with a major program’s compliance requirements occurring due to
fraud. The auditor should consider that assessment in designing the audit
procedures to be performed. Auditors may wish to refer to the AICPA practice
aid titled, Considering Fraud in a Financial Statement Audit: Practical Guid
ance for Applying SAS No. 82, which identifies example risk factors that relate
to recipients of federal awards. When the auditor has assessed fraud risk and
has deemed that a further response is necessary, the guidance in paragraphs
26 through 32 of SAS No. 82 (AICPA, Professional Standards, vol. 1, AU sec.
316.26-.32) may be helpful.

Detection Risk
6.12 In determining an acceptable level of detection risk, the auditor
considers his or her assessments of inherent risk, control risk, and fraud risk,
and the extent to which he or she seeks to restrict the audit risk related to the
major program. As assessed inherent risk, control risk, or fraud risk decreases,
the acceptable level of detection risk increases. Accordingly, the auditor may
alter the nature, timing, and extent of the compliance tests performed based
on the assessments of inherent risk, control risk, and fraud risk. Circular A-133
states that compliance testing must include tests of transactions and such
other auditing procedures necessary to provide the auditor with sufficient
evidence to support an opinion on compfiance. Such compliance testing serves
to limit detection risk.

Materiality Considerations
6.13 In a compliance audit, the auditor’s consideration of materiality
differs from that in an audit of financial statements (see paragraphs 3.40
through 3.47). Materiality is affected by (a) the nature of the compliance
requirements, which may or may not be quantifiable in monetary terms, (b) the
AICPA Technical Practice Aids
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nature and frequency of noncompliance identified with an appropriate consid
eration of sampling risk, and (c) qualitative considerations, such as the needs
and expectations of federal agencies and pass-through entities. Qualitative
factors that indicate that an identified instance of noncompliance may be
immaterial include (a) a low risk of public or political sensitivity, (6) a single
exception that has a low risk of being pervasive, or (c) an indication, based on
the auditor’s judgment and experience, that the affected federal agency or
pass-through entity would normally not need to resolve the finding or take
follow-up action.

Materiality Judgments About Compliance Applied to Each Major
Program Taken as a Whole
6.14 In designing audit tests and developing an opinion on the auditee’s
compliance with compliance requirements, the auditor should apply the con
cept of materiality to each major program taken as a whole, rather than to all
major programs combined.

6.15 For purposes of evaluating the results of compliance testing, a mate
rial instance of noncompliance is defined as a failure to follow requirements, or
a violation of prohibitions, established by law, regulation, contract, or grant
that results in an aggregation of noncompliance (that is, the auditor’s best
estimate of the overall noncompliance) that is material to the affected federal
program. It should be noted that several instances of noncompliance that may
not be individually material should be assessed to determine if, in the aggre
gate, they could have a material effect. Because the auditor expresses an
opinion on each major program and not on all the major programs combined,
reaching a conclusion about whether the instances of noncompliance (either
individually or in the aggregate) are material to a major program requires
consideration of the type and nature of the noncompliance, as well as the actual
and projected effect on each major program in which the noncompliance was
noted. Instances of noncompliance that are material to one major program may
not be material to a major program of a different size or nature. In addition,
the level of materiality relative to a particular major program can change from
one audit to the next.

Effect of Material Noncompliance on the Financial Statements
6.16 If the tests of compliance reveal material noncompliance at the major
program level, the auditor should consider its effect on the financial state
ments. The auditor should also consider the cumulative effect of all instances
of noncompliance on the financial statements. (See also paragraphs 6.53 and
10.42.)

Performing a Compliance Audit
6.17 The auditor should exercise (a) due care in planning and performing
the audit and in evaluating the results of his or her audit procedures, and (b)
the proper degree of professional skepticism to achieve reasonable assurance
that material noncompliance will be detected.
6.18 In performing compliance tests, the auditor should—
a.

Identify the auditee’s major programs to be tested and reported on
for compliance (paragraph 6.19 and chapter 7).

b.

Identify the applicable compliance requirements (paragraphs 6.20
through 6.30).
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c.

Plan the engagement (paragraphs 6.31 through 6.34 and chapter 3).

d.

Consider relevant portions of the entity’s internal control over com
pliance for major programs (paragraph 6.35 and chapter 8).
Obtain sufficient evidence, which involves testing compliance with
applicable compliance requirements (paragraphs 6.36 through 6.47).

e.
f.

Consider subsequent events (paragraphs 6.48 through 6.50).

g.

Form an opinion about whether the auditee complied with the
applicable compliance requirements (paragraphs 6.51 through 6.60).

h.

Perform follow-up procedures on previously identified findings
(paragraph 6.61 through 6.67).

Identifying Major Programs to Be Tested
6.19 Circular A-133 requires the auditor to determine the major pro
grams to be tested in a single audit using a risk-based approach. The applica
tion of the risk-based approach to determine major programs is discussed in
chapter 7.

Identifying Applicable Compliance Requirements
6.20 The auditor must determine the applicable compliance requirements
to be tested and reported on in a single audit (that is, those laws, regulations,
and provisions of contracts or grant agreements that may have a direct and
material effect on each major federal program). The auditor should use profes
sional judgment in making this determination.

Compliance Supplement
6.21 The Compliance Supplement is based on the requirements of the
Single Audit Act and Circular A-133, which provide for the issuance of a
compliance supplement to assist auditors in performing the required audits
(see paragraphs 1.27 through 1.29, 2.34, and 2.35 for additional discussion of
the Compliance Supplement and for instructions on how to obtain a copy). The
Compliance Supplement identifies the fourteen types of compliance require
ments applicable to most federal programs. It also includes the compliance
requirements specific to certain of the largest federal programs. Part 7 of the
Compliance Supplement provides guidance to assist the auditor in identifying
the compliance requirements for federal programs not included in the Compli
ance Supplement (see also paragraph 6.30).
Fourteen Types of Compliance Requirements

6.22 Part 3 of the Compliance Supplement lists and describes the fourteen
types of compliance requirements and the related audit objectives that the
auditor should consider in every audit conducted under Circular A-133, with
the exception of program-specific audits performed in accordance with a fed
eral agency’s program specific audit guide (see paragraph 11.4). Suggested
audit procedures are also provided to assist the auditor in planning and
performing tests of the auditee’s compliance with the requirements of federal
programs. The auditor’s judgment will be necessary to determine whether the
suggested audit procedures are sufficient to achieve the stated audit objectives
and whether additional or alternative audit procedures are needed (see para
graph 6.44). The fourteen types of compliance requirements are as follows:
• A—activities allowed or unallowed
•

B—allowable costs/cost principles
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•

C—cash management

•

D—Davis-Bacon Act

•

E—eligibility

•

F—equipment and real property management

•

G—matching, level of effort, earmarking

•

H—period of availability of federal funds

•

I—procurement and suspension and debarment

•

J—program income

•

K—real property acquisition and relocation assistance

•

L—reporting

•

M—subrecipient monitoring

•

N—special tests and provisions

The auditor should consider the applicability of these compliance requirements
to the auditee’s major programs. Part 2 of the Compliance Supplement provides
a matrix that is useful to the auditor for this purpose by identifying whether
particular compliance requirements apply to the federal programs included in
the Compliance Supplement. In making a determination not to test a compli
ance requirement identified as applicable to a particular program, the auditor
must conclude either that the requirement does not apply to the particular
auditee or that noncompliance with the requirements could not have a material
effect on a major program.

Keeping Abreast of Changes in Compliance Requirements
6 .23 Circular A-133 states that an audit of the compliance requirements
related to federal programs contained in the Compliance Supplement will meet
the requirements of the circular. However, it also states that when there have
been changes to the compliance requirements and the changes are not reflected
in the Compliance Supplement, the auditor must determine the current com
pliance requirements and modify the audit procedures accordingly.
6 .24 Although Circular A-133 provides that federal agencies are respon
sible to inform the OMB annually of any updates needed to the Compliance
Supplement, the auditor should recognize that laws and regulations change
periodically and that delays will occur between such changes and revisions to
the Compliance Supplement. Accordingly, the auditor should perform reason
able procedures to ensure that compliance requirements are current. Besides
describing the compliance requirements, the Compliance Supplement includes
references to the Code of Federal Regulations and other sources of information
about the requirements. The auditor may refer to those other sources of
information to identify significant changes to the requirements or perform
other procedures, including the following:
•

Discussions with appropriate individuals within the auditee organiza
tion (that is, the chief financial officer, internal auditors, legal counsel,
the compliance officer, or grant or contract administrators)

•

A review of contracts or grant agreements, new guidance material
issued by the granting agency or pass-through entity (for example,
handbooks and operating procedures), and correspondence from the
granting agency or pass-through entity
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An inquiry of granting agency personnel (appendix III of the Compli
ance Supplement includes a listing of federal agency contacts, includ
ing addresses, phone numbers, and E-mail or Web page addresses that
could be useful if the auditor decides to make such an inquiry)

Considering Additional Provisions of Contracts or Grant Agreements

6.25 The Compliance Supplement states that in addition to the compli
ance requirements identified in the supplement, auditors need to consider
whether there are any provisions of contracts or grant agreements that are
unique to a particular entity (for example, the grant agreement may specify the
matching percentage, or an entity may have agreed to additional requirements
that are not required by law or regulation, perhaps as part of a resolution of
prior audit findings).
6.26 Therefore, in using the Compliance Supplement to identify applica
ble compliance requirements, the auditor needs to consider—
a.

b.
c.

The applicability to the federal program of the fourteen types of
compliance requirements identified in part 3 of the Compliance
Supplement.
Additional compliance requirements specific to the federal program
as identified in part 4 of the Compliance Supplement.
Any provisions of contracts or grants that are unique to the particular
entity.

Compliance Requirements Specific to Certain Federal Programs
6.27 Part 4 of the Compliance Supplement discusses program objectives,
program procedures, and compliance requirements that are specific to each
federal program included. With the exception of special tests and provisions,
the auditor should refer to part 3 of the Compliance Supplement for the audit
objectives and suggested audit procedures that pertain to the compliance
requirements associated with each program. Since special tests and provisions
are unique to each program, the audit objectives and suggested audit proce
dures for each program are included in part 4.

Compliance Requirements Specific to a Cluster of Programs
6.28 As noted in paragraph 2.18, a cluster of programs is a grouping of
closely related programs that have similar compliance requirements (for exam
ple, SFA, R&D, and other clusters). Part 5 of the Compliance Supplement
identifies those programs that are considered to be clusters of programs. It also
provides compliance requirements, audit objectives, and suggested audit pro
cedures for the clusters.
Relationship of the Compliance Supplement to Federal Program
Audit Guides

6.29 The Compliance Supplement states that for single audits, the sup
plement replaces federal agency audit guides and other audit requirement
documents for individual federal programs.1 Accordingly, for a federal program
1 Auditors should note that two federal agencies, the Department of Housing and Urban Devel
opment and the Department of Education have issued interim supplements to address the require
ments of certain agency programs. Those supplements provide guidance similar to that provided in
part 4 of the Compliance Supplement. A description of the supplements and the authoritative status
of each are discussed in part 1 of the Compliance Supplement. Auditors should refer to the Compli
ance Supplement to determine whether to use the interim supplements or the Compliance Supple
ment for the federal programs included in the supplements. As of the date of this SOP, the OMB has
indicated that the federal programs included in the Department of Education interim supplement
will be included in the next revision of the Compliance Supplement.
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included in the Compliance Supplement and having a separate federal pro
gram audit guide or other federal program audit requirement documents, the
auditor needs to consider only those compliance requirements in the Compli
ance Supplement when performing a single audit (versus a program-specific
audit).

Federal Programs Not Included in the Compliance Supplement
6.30 The Compliance Supplement does not include all federal programs
from which an auditee may receive federal awards. Circular A-133 states that
for those federal programs not covered in the Compliance Supplement, the
auditor should use the fourteen types of compliance requirements (see para
graph 6.22) contained in the supplement as guidance for identifying the types
of compliance requirements to test, and should determine the requirements
governing the federal program by reviewing the provisions of contracts and
grant agreements and the laws and regulations referred to in such contracts
and grant agreements. The auditor should follow the guidance in part 7 of the
Compliance Supplement for identifying the applicable compliance require
ments to test and report on in a single audit. That guidance outlines the
following steps to determine which compliance requirements to test:
a.

Identify the applicable compliance requirements for the federal pro
gram.

b.

Determine which of the compliance requirements identified in step
a could have a direct and material effect on the major program.

c.

Determine which of the compliance requirements identified in step
b are susceptible to testing by the auditor.

d.

Determine which of the fourteen types of compliance requirements
would the compliance requirements identified in step c fall into.

e.

For special tests and provisions, determine the applicable audit
objectives and audit procedures.

Part 7 of the Compliance Supplement provides more detailed guidance on the
steps to perform to identify applicable compliance requirements.

Planning the Engagement
General Considerations
6.31 Planning a compliance audit involves developing an overall strategy
for the expected conduct and scope of the engagement. To develop such a
strategy, auditors need to have sufficient knowledge to enable them to under
stand adequately the events, transactions, and practices that, in their judg
ment, have a significant effect on compliance. Proper planning and supervision
contribute to the effectiveness of audit procedures. Proper planning directly
influences the selection of appropriate procedures and the timeliness of their
application, and proper supervision helps ensure that planned procedures are
appropriately applied.

6.32 Factors to be considered by the auditor in planning a compliance
audit include (a) the anticipated level of audit risk related to the compliance
requirements on which the auditor will report (see paragraphs 6.6 through
6.12), (b) preliminary judgments about materiality levels for audit purposes
(see paragraphs 6.13 through 6.16), and (c) conditions that may require exten
sion or modification of audit procedures.
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6.33 The nature, tuning, and extent of planning will vary with the nature
and complexity of the compliance requirements and the auditor’s prior experience
with the auditee. As part of the planning process, the auditor should consider the
nature, timing, and extent of the work to be performed to accomplish the objectives
of the compliance audit. Nevertheless, as the compliance audit progresses,
changed conditions may make it necessary to modify planned procedures. For
discussion of additional planning considerations, see chapter 3.

Multiple Components
6.34 In a compliance audit in which the auditee has operations in several
components (for example, locations or branches), the auditor may determine
that it is not necessary to test compliance with requirements at every compo
nent. In making such a determination and in selecting the components to be
tested, the auditor should consider such factors as the following: (a) the degree
to which the specified compliance requirements apply at the component level,
(6) judgments about materiality, (c) the degree of centralization of the records,
(d) the effectiveness of controls, particularly those that affect management’s
direct control over the exercise of authority delegated to others, as well as its
ability to supervise activities at various locations effectively, (e) the nature and
extent of operations conducted at the various components, and (f) the similarity
of operations and controls over compliance for different components. See
paragraph 8.13 for a discussion of internal control considerations for multiple
components.

Consideration of Internal Control Over Compliance for
Major Programs
6.35 The auditor should obtain an understanding of relevant portions of
internal control over compliance sufficient to plan the audit and to assess
control risk for compliance with specified requirements. In planning the audit,
the auditor should use this knowledge to identify types of potential noncompli
ance, to consider factors that affect the risk of material noncompliance, and to
design appropriate tests of compliance. Circular A-133 specifically requires the
auditor to perform procedures to obtain an understanding of internal control
over compliance for federal programs sufficient to plan the audit to support a
low assessed level of control risk for major programs. Circular A-133 also
requires the auditor to perform testing of controls as planned. In some in
stances, the auditor may be able to perform compliance testing for major
programs concurrently with tests of controls (see paragraph 3.49). Any report
able conditions in internal control over compliance for major programs that are
noted are required to be reported as an audit finding (see paragraph 10.63).
Control risk is discussed further in paragraph 6.10, and the auditor’s consid
eration of internal control over compliance for major programs (including the
final control risk assessment and the performance of tests of controls) is
discussed in more detail in chapter 8.

Performing Compliance Testing
6.36 Circular A-133 requires that compliance testing include tests of
transactions and such other auditing procedures as are necessary to provide
the auditor with sufficient evidence to support an opinion on compliance for
each major program. Such compliance testing may be performed (a) concur
rently with tests of controls, (b) as substantive testing, or (c) as a combination
AICPA Technical Practice Aids

§11,320-6.36

31,092

Statements of Position

of the two. In performing compliance testing, the auditor attempts to obtain
reasonable assurance that the auditee complied, in all material respects, with
the compliance requirements. This includes designing the compliance audit to
detect both intentional and unintentional noncompliance. Absolute assurance
is not attainable because of factors such as the need for judgment, the use of
sampling, and the inherent limitations of internal control over compliance and
because much of the evidence available to the auditor is persuasive rather than
conclusive in nature. Furthermore, procedures that are effective for detecting
unintentional noncompliance may be ineffective for detecting noncompliance
that is intentional and is concealed through a collusion between the client’s
personnel and third parties or among the management or employees of the
client. Therefore, the subsequent discovery that material noncompliance exists
does not, in and of itself, evidence inadequate planning, performance, or
judgment on the part of the auditor.
6.37 In determining the nature, timing, and extent of tests to perform, the
auditor’s professional judgment regarding the appropriate level of detection
risk should be used. In applying his or her judgment, the auditor should be
aware that small sample sizes for tests of details with a low dollar value and
from a large population generally do not, by themselves, provide sufficient
evidence. In determining the nature, timing, and extent of the testing of an
auditee’s compliance with compliance requirements, the auditor should con
sider audit risk and materiality related to each major program. The auditor
plans compliance tests to reduce detection risk to an acceptable level. The
evidence provided by these tests, along with evidence regarding inherent risk
and control risk, provides the basis for expressing an opinion on whether the
auditee complied, in all material respects, with the compliance requirements
for each major program.
6.38 In determining the nature of his or her tests of compliance with
requirements governing major programs, the auditor should consider the
nature of those requirements. For example, to test compliance with require
ments applicable to the allowability of expenditures using program funds,
audit procedures should be designed to provide the auditor with sufficient
evidential matter to evaluate how management expended the funds.

Sufficient Evidence
6.39 The auditor should apply procedures to provide reasonable assur
ance of detecting material noncompliance. The selection and application of
procedures that will accumulate evidence that is sufficient in the circum
stances to provide a reasonable basis for expressing an opinion on compliance
require the careful exercise of professional judgment. A broad array of avail
able procedures may be applied in a compliance audit. In establishing a proper
combination of procedures to restrict audit risk appropriately, the auditor
should consider the following presumptions, bearing in mind that they are not
mutually exclusive and may be subject to important exceptions:

a.

Evidence obtained from independent sources outside an entity pro
vides greater assurance of an entity’s compliance than evidence
secured solely from within the entity.

b.

Information obtained from the auditor’s direct personal knowledge
(such as through physical examination, observation, computation,
operating tests, or inspection) is more persuasive than information
obtained indirectly.
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The more effective the internal control, the greater the assurance it
provides about the entity’s compliance.

6.40 Thus, in the hierarchy of available audit procedures, those that
involve search and verification (for example, inspection, confirmation, or obser
vation)—particularly when independent sources outside the entity are used—
are generally more effective in reducing audit risk than are those involving
internal inquiries and comparisons of internal information (for example, ana
lytical procedures and discussions with the individuals responsible for compli
ance).

6.41 In a compliance audit, the auditor’s objective is to accumulate suffi
cient evidence to limit audit risk to a level that is, in the auditor’s professional
judgment, appropriately low for the high level of assurance being provided. An
auditor should select from all available procedures (that is, procedures that
assess inherent, control, and fraud risk and restrict detection risk)—any
combination that can limit audit risk to such an appropriately low level.
6.42 For regulatory requirements, the auditor’s procedures may include
reviewing reports of significant examinations and related communications
between regulatory agencies and the entity and, when appropriate, making
inquiries of the regulatory agencies, including inquiries about examinations in
progress.

Audit Objectives
6.43 As noted in paragraph 6.22, the Compliance Supplement contains
the audit objectives for each type of compliance requirement that the auditor
should consider in planning and performing tests of compliance requirements.
The audit objectives are useful in understanding the specific objectives to be
satisfied when the auditor performs audit tests and determines whether the
noncompliance that is identified is material.

Suggested Audit Procedures
6.44 The Compliance Supplement contains suggested audit procedures
for testing federal programs for compliance. These suggested audit procedures
represent procedures that may be used by the auditor in developing an audit
program. The suggested audit procedures may also be useful in testing the
same types of compliance requirements for programs that are not included in
the Compliance Supplement. These suggested audit procedures represent a
tool available to the auditor; however, the auditor is neither required to follow
these audit procedures nor restricted to using only these procedures. The
auditor should use professional judgment in determining the appropriate audit
procedures to be performed to allow him or her to obtain sufficient evidence to
form an opinion on the auditee’s compliance with the compliance requirements
that could have a direct and material effect on each major program.

Audit Sampling
6.45 The auditor generally uses audit sampling to obtain evidential mat
ter. There are two approaches to audit sampling: nonstatistical and statistical.
Circular A-133 does not require any particular sampling approach in a single
audit. The factors to be considered in planning, designing, and evaluating audit
samples (including planning a particular sample for a test of controls) are
discussed in SAS No. 39, Audit Sampling (AICPA, Professional Standards, vol.
1, AU sec. 350). When planning to test a particular sample of transactions,
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the auditor should consider the specific audit objective to be achieved and
should determine that the audit procedure, or combination of procedures, to be
applied will achieve that objective. The size of a sample necessary to provide
sufficient evidential matter depends on both the objectives and the efficiency
of the sample. Auditors should note that SAS No. 74, Compliance Auditing
Considerations in Audits of Governmental Entities and Recipients of Govern
mental Financial Assistance, and Circular A-133 require the auditor to deter
mine both the known questioned costs and likely questioned costs associated
with audit findings. The determination of likely questioned costs may require
the projection of sample results to determine whether a finding is required to
be reported in the schedule of findings and questioned costs. Circular A-133
does not require the auditor to report an exact amount or a statistical projec
tion of likely questioned costs, but rather to include an audit finding when the
auditor’s estimate of likely questioned costs is greater than $10,000. See
paragraph 6.59 for a further discussion of likely questioned costs.
6.46 The AICPA Auditing Practice Release Audit Sampling provides
guidance to help auditors apply audit sampling in accordance with SAS No. 39.
In the Auditing Practice Release, sampling in compliance tests of internal
controls and in substantive tests of details, as well as dual-purpose testing is
discussed.

Using Separate Samples for Each Major Program
6.47 Although the auditor must obtain sufficient evidence to support an
opinion on compliance for each major federal program, separate samples for
each major program are not required. Experience has shown, however, that it
is preferable to select separate samples from each major program because the
separate sample provides clear evidence of the tests performed, the results of
those tests, and the conclusions reached. If the auditor chooses to select audit
samples from the entire universe of major program transactions, the working
papers should be presented in such a fashion that they clearly indicate that the
results of such samples, together with other audit evidence, are sufficient to
support the opinion on each major program’s compliance. As noted in para
graph 6.37, the auditor should be aware that a sample of a few items with a
low dollar value and from a large population, generally does not, by itself,
provide sufficient evidence.

Consideration of Subsequent Events
6.48 The auditor’s consideration of subsequent events in a compliance
audit is similar to the auditor’s consideration of subsequent events in a
financial statement audit, as outlined in SAS No. 1, section 560, Subsequent
Events (AICPA, Professional Standards, vol. 1, AU sec. 560). The auditor
should consider information about events relating to the applicable compliance
requirements that comes to his or her attention after the end of the audit period
and prior to the issuance of his or her report.
6.49 Two types of subsequent events require consideration by manage
ment and evaluation by the auditor. The first type consists of events that
provide additional information about the entity’s compliance during the audit
period. For the period from the end of the audit period to the date of the
auditor’s report, the auditor should perform procedures to identify such events.
These procedures should include, but may not be limited to, inquiries about
and consideration of the following information:

•

Relevant internal auditors’ reports issued during the subsequent
period
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•

Other auditors’ reports identifying noncompliance that were issued
during the subsequent period

•

Regulatory agencies’ reports on the entity’s noncompliance that were
issued during the subsequent period

•

Information about the entity’s noncompliance, obtained through other
professional engagements for that entity

6.50 The second type of subsequent events consists of noncompliance that
occurs subsequent to the audit period but before the date of the auditor’s
report. The auditor has no responsibility to detect such noncompliance. How
ever, should such noncompliance come to the auditor’s attention, it may be of
such a nature and significance that the auditor should consider whether the
matter is adequately disclosed in the notes to the schedule of expenditures of
federal awards.

Evaluation and Reporting of Noncompliance
Instances of Noncompliance (Findings)
6.51 The auditor’s tests of compliance with compliance requirements may
disclose instances of noncompliance. Circular A-133 refers to these instances
of noncompliance as “findings.” Such findings may be of a monetary nature and
involve questioned costs or may be nonmonetary and not result in questioned
costs. Both Government Auditing Standards and Circular A-133 specify how
certain findings should be reported. The auditor’s opinion on compliance and
his or her responsibilities for reporting findings are discussed in greater detail
in chapter 10.

Compliance Opinion
6.52 Circular A-133 requires the auditor to report on compliance, which
includes an opinion or disclaimer of opinion (on each major program) on
whether the auditee complied with the applicable compliance requirements,
and to prepare a schedule of findings and questioned costs (see paragraphs
10.41 through 10.46 and 10.55 through 10.67 for a further discussion). In
evaluating whether the auditee complied with the compliance requirements in
all material respects, the auditor should consider (a) the nature and frequency
of the noncompliance identified, and (b) whether such noncompliance is mate
rial relative to the nature of the compliance requirements. Assessing material
ity at the appropriate level is critical to the proper evaluation of findings.
Materiality as it relates to giving an opinion on the auditee’s compfiance is
discussed in paragraphs 6.13 through 6.16. The auditor’s evaluation of the effect
of questioned costs on the compliance opinion is discussed in paragraph 6.55.

Financial Statement Impact
6.53 The auditor also has the responsibility of assessing the impact of the
actual and projected error noted in the single audit against the materiality
level established for the basic financial statements (see paragraph 6.16). The
auditor should consider the effect of (a) any contingent liability that may arise
from the noncompfiance in accordance with Financial Accounting Standards
Board (FASB) Statement of Financial Accounting Standards No. 5, Accounting
for Contingencies, and (b) for nongovernmental entities, any uncertainty re
garding the resolution of instances of noncompliance in accordance with SOP
94-6, Disclosure of Certain Significant Risks and Uncertainties.
AICPA Technical Practice Aids

§11,320-6.53

31,096

Statements of Position

Questioned Costs
6.54 Questioned costs are defined by Circular A-133 to include costs that
are questioned by the auditor because of an audit finding (a) that resulted from
a violation or possible violation of a provision of a law, regulation contract,
grant, cooperative agreement, or other agreement or document governing the
use of federal funds, including funds used to match federal funds, (b) for which
the costs, at the time of the audit, are not supported by adequate documenta
tion, or (c) for which the costs incurred appear unreasonable and do not reflect
the actions a prudent person would take in the circumstances.
Evaluating the Effect of Questioned Costs on the Compliance Opinion

6.55 In evaluating the effect of questioned costs on the opinion on compli
ance, the auditor considers the best estimate of the total costs questioned for
each major program (likely questioned costs), not just the questioned costs
specifically identified (known questioned costs). There may be instances in
which the known questioned costs are not considered material but the likely
questioned costs are considered material. In this situation, the auditor should
consider the noncompliance to be material or may expand the scope of the audit
and apply additional audit procedures to further establish the likely ques
tioned costs. For example, if an auditor’s sample results in known questioned
costs related to three sample items out of thirty selected, the three errors may
not be considered material. However, the auditor’s projection of those errors to
the entire population may suggest that there are likely questioned costs that
are material. In this example, the auditor should consider the noncompliance
to be material and should report a finding or expand the scope of the audit and
apply additional audit procedures.
Federal Agency Consideration of Findings and Questioned Costs

6.56 The auditor’s designation of a cost as questioned does not necessarily
mean that a federal grantor agency will disallow the cost. In most instances,
the auditor is unable to determine whether a federal awarding agency or
pass-through entity will ultimately disallow a questioned cost, because the
agency or entity has considerable discretion in these matters.
6.57 Circular A-133 defines a management decision as the evaluation by
the federal awarding agency or pass-through entity of the audit findings and
corrective action plan (see paragraphs 2.26 and 10.68 through 10.70 for a
further discussion of the corrective action plan) and the issuance of a written
decision as to what corrective action is necessary. Circular A-133 allows a
federal awarding agency or pass-through entity receiving an auditor’s report
indicating findings and questioned costs six months after receipt of the audit
report to issue such a decision. The nature of the questioned costs, as well as
the amounts involved, are considered by the awarding agency or pass-through
entity in issuing a management decision and deciding whether to disallow
them. In addition, most federal awarding agencies have established appeal and
adjudication procedures for questioned costs. Because of the discretion allowed
in resolving these matters, all questioned costs are subject to uncertainty
regarding their resolution.

Reporting the Findings

6.58 Circular A-133 requires the auditor to consider a different level of
materiality for the purposes of reporting audit findings (see paragraphs 3.44
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through 3.47 for a further discussion). Circular A-133 requires the auditor, in
addition to providing an opinion on compliance, to include the following items,
among other things, in the schedule of findings and questioned costs (see
paragraph 10.56 for a complete listing of the items that are required to be
included):
•

Material noncompliance with the provisions of laws, regulations, con
tracts, or grant agreements related to a major program. The auditor’s
determination ofwhether a noncompliance with the provisions of laws,
regulations, contracts, or grant agreements is material for purpose of
reporting an audit finding is in relation to a type of compliance
requirement for a major program or an audit objective identified in the
Compliance Supplement.

•

Known questioned costs that are greater than $10,000 for a type of
compliance requirement for a major program (see paragraph 6.22 for
a listing of the fourteen types of compliance requirements). Known
questioned costs are those specifically identified by the auditor.

•

Known questioned costs when likely questioned costs are greater than
$10,000 for a type of compliance requirement.

•

Known questioned costs that are greater than $10,000 for a federal
program that is not audited as a major program (see paragraph 10.63
for a further discussion).

The reporting of findings is discussed in greater detail in paragraphs 10.63 and
10.64.
Reporting the Likely Questioned Costs

6.59 As noted before, in evaluating the effect of questioned costs on the
opinion on compliance, the auditor considers both known questioned costs and
the best estimate of the total costs questioned (likely questioned costs) for each
major program. Known and likely questioned costs also need to be considered
when audit findings are reported. In addition to reporting known questioned
costs greater than $10,000 in the schedule of findings and questioned costs, the
auditor is also required to report known questioned costs when likely ques
tioned costs are greater than $10,000. For example, if the auditor specifically
identifies $7,000 in questioned costs but, based on his or her evaluation of the
effect of questioned costs on the opinion on compliance, the auditor estimates
that the total questioned costs are in the $50,000-$60,000 range, the auditor
would report a finding that indicates the known questioned costs of $7,000. See
paragraph 10.63 for a further discussion.
Findings That Cannot Be Quantified

6.60 The auditor may discover instances of noncompliance that cannot be
quantified. The auditor’s responsibility for reporting such findings can best be
described through an example. Assume that the auditor encounters a passthrough entity that consistently fails to provide its subrecipients with federal
award information. Circular A-133 requires the auditor to consider all findings
in relation to a type of compliance requirement (in the example provided,
subrecipient monitoring is the relevant type of compliance requirement) or an
audit objective identified in the Compliance Supplement. The pertinent audit
objective included in the Compliance Supplement and relating to the exam
ple provided here is for the auditor to “determine whether the pass-through
entity identifies federal award information and compliance requirements to the
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subrecipient.” Because the pass-through entity failed to provide federal award
information to its subrecipients, this noncompliance would be material in
relation to the audit objective and, therefore, should be reported as an audit
finding. In addition, the auditor should also consider whether reportable
conditions exist and require reporting with respect to subrecipient monitoring.

Performing Follow-Up Procedures
Auditee Responsibilities for Audit Follow-Up and for the Summary
Schedule or Prior Audit Findings
6.61 Circular A-133 states that the auditee is responsible for follow-up
and corrective action on all audit findings. The follow-up required by Circular
A-133 is facilitated by the requirement that the auditee prepare a summary
schedule of prior audit findings (see paragraphs 2.21 and 10.68). This schedule
reports the status of all audit findings included in the prior audit’s schedule of
findings and questioned costs relative to federal awards. It also includes audit
findings reported in the prior audit’s summary schedule of prior audit findings
that were not identified as either (1) fully corrected, (2) no longer valid, or (3)
not warranting further actions. Circular A-133 states that a valid reason for
considering an audit finding as not warranting further action is that all of the
following have occurred:
•

Two years have passed since the audit report in which the finding
occurred was submitted to the federal clearinghouse.

•

The federal agency or pass-through entity is not currently following
up with the auditee on the audit finding.

•

A management decision was not issued.

6.62 Circular A-133 also states the following with regard to the auditee’s
schedule of prior audit findings:

•

When audit findings were fully corrected, the summary schedule need
only list the audit findings and state that corrective action was taken.

•

When audit findings were not fully corrected or were only partially
corrected, the summary schedule must describe the planned corrective
action as well as any partial corrective action taken.

•

When the corrective action taken is significantly different from the
corrective action previously reported in a corrective action plan or in
the federal agency’s or pass-through entity’s management decision,
the summary schedule must provide an explanation.

•

When the auditee believes the audit findings are no longer valid or do
not warrant further actions, the reasons for this position must be
described in the summary schedule (see paragraph 6.61).

Auditor Responsibilities for Follow-Up on Previously Reported Findings
6.63 Circular A-133 requires the auditor to follow up on prior audit
findings, perform procedures to assess the reasonableness of the schedule of
prior audit findings prepared by the auditee, and report, as a current-year
audit finding, when the auditor concludes that the summary schedule of prior
audit findings materially misrepresents the status of any prior audit finding.
The auditor should also perform audit follow-up procedures regardless of
whether a prior audit finding relates to a major program in the current year.
The auditor’s reporting responsibilities are further discussed in chapter 10.
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Auditor Follow-Up Procedures
6.64 To follow up on previous audit findings, the auditor should obtain the
auditee’s summary schedule of prior audit findings and should review its
contents with appropriate members of management. Although in many cases
the procedures performed in the current audit will provide a basis for the
auditor to assess the schedule, the auditor may find it necessary to perform
procedures directed specifically at the status of prior audit findings. In these
cases, the following procedures are to be considered:
•

Inquiry of auditee management and program personnel

•

Review of management decisions issued by federal awarding agencies
or pass-through entities to the auditee (see paragraph 6.57)

•

Observation of an activity that has been redesigned to address a
prior-year finding

•

Testing of similar current-year transactions

Audit Follow-Up for Findings Reported, as Required by Government
Auditing Standards

6.65 As noted in paragraph 3.16, Government Auditing Standards estab
lishes an additional fieldwork standard, which requires the auditor to follow
up on known material findings and recommendations from previous audits
that could affect the financial statement audit to determine whether the
auditee has taken timely and appropriate corrective actions. The auditee’s
schedule of prior audit findings is only required to include the status of
prior-year findings relative to federal awards. However, there may be certain
financial statement audit findings required to be reported under Government
Auditing Standards that are included in the summary schedule of prior audit
findings (because they also relate to federal awards). Also, although not
required, some auditees may decide to include the status of other financial
statement audit findings (that is, those that are not related to federal awards)
in the schedule. For those financial statement audit findings included in the
summary schedule of prior audit findings, the auditor’s assessment of the
reasonableness of the schedule (described in paragraphs 6.63 and 6.64) would
meet the audit follow-up requirements of Government Auditing Standards. For
financial statement audit findings that are not included in the schedule, the
auditor should follow up on the findings to determine their status. See para
graph 10.62 for a discussion of the auditor’s responsibility to report the status
of uncorrected material findings and recommendations from prior audits that
affect the financial statement audit.

Corrective Action Plan
6.66 Circular A-133 also requires that upon completion of the audit, the
auditee prepare a corrective action plan that identifies the contact person respon
sible for corrective action, indicates the corrective action planned, the anticipated
completion date or, if the auditee does not agree with the finding, an explanation
and specific reasons why the auditee disagrees. The auditor may find the auditee’s
corrective action plan useful in performing audit follow-up (in addition to the
auditee’s summary schedule of prior audit findings) because it may provide a
preliminary indication of the corrective steps planned by the auditee.

Disputes or Unresolved Findings
6.67 There may be times when, as part of the follow-up on prior findings,
the auditor determines that (a) a previous finding is the subject of a dispute
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between the auditee and the federal awarding agency or pass-through entity
or (6) the federal awarding agency or pass-through entity has not addressed
the finding by issuing a management decision. In these situations, if the
finding relates to a current-year major program, the auditor should report
similar transactions of the current year as findings and questioned costs until
either the dispute is resolved or the initial finding no longer warrants further
action under Circular A-133 as described in paragraph 6.61. However, if the
auditor no longer believes that there is noncompliance because of additional
evidence obtained in the current year, similar transactions need not be re
ported as findings.

Management Representations Related to
Federal Awards
6.68 As part of an audit under Circular A-133, the auditor should obtain
written representations from management about matters related to federal
awards. Therefore, in addition to the management representations obtained in
connection with an audit of the financial statements as discussed in paragraph
4.40, the auditor should obtain written representations from management
concerning the identification and completeness of federal award programs,
representations concerning compliance with compliance requirements, and
identification of known instances of noncompliance.

Suggested Representations
6.69 The auditor should consider obtaining the following written repre
sentations in a single audit:2
•

Management is responsible for complying, and has complied, with the
requirements of Circular A-133.

•

Management has prepared the schedule of expenditures of federal
awards in accordance with Circular A-133 and has included expendi
tures made during the period being audited for all awards provided by
federal agencies in the form of grants, federal cost-reimbursement
contracts, loans, loan guarantees, property (including donated surplus
property), cooperative agreements, interest subsidies, insurance, food
commodities, direct appropriations, and other assistance.

•

Management is responsible for complying with the requirements of
laws, regulations, and the provisions of contracts and grant agree
ments related to each of its federal programs.

•

Management is responsible for establishing and maintaining effective
internal control over compliance for federal programs that provides
reasonable assurance that the auditee is managing federal awards in
compliance with laws, regulations, and the provisions of contracts or
grant agreements that could have a material effect on its federal
programs.

•

Management has identified and disclosed to the auditor the require
ments of laws, regulations and the provisions of contracts and grant
agreements that are considered to have a direct and material effect on
each federal program.

2 These representations may be added to a representation letter obtained in connection with an
audit of the financial statements instead of a separate letter.
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•

Management has made available all contracts and grant agreements
(including amendments, if any) and any other correspondence that
have taken place with federal agencies or pass-through entities and
are related to federal programs.

•

Management has complied, in all material respects, with the compli
ance requirements in connection with federal awards except as dis
closed to the auditor.

•

Management has identified and disclosed to the auditor all amounts
questioned and any known noncompliance with the requirements of
federal awards, including the results of other audits or program
reviews.

•

Management’s interpretations of any compliance requirements that
have varying interpretations have been provided.

•

Management has made available all documentation related to the
compliance requirements, including information related to federal
program financial reports and claims for advances and reimburse
ments.

•

Federal program financial reports and claims for advances and reim
bursements are supported by the books and records from which the
basic financial statements have been prepared, and are prepared on a
basis consistent with that presented in the schedule of expenditures
of federal awards.

•

The copies of federal program financial reports provided to the auditor
are true copies of the reports submitted, or electronically transmitted,
to the federal agency or pass-through entity, as applicable.

•

If applicable, management has monitored subrecipients to determine
that they have expended pass-through assistance in accordance with
applicable laws and regulations and has met the requirements of
Circular A-133.

•

If applicable, management has issued management decisions on a
timely basis after their receipt of subrecipients’ auditor’s reports that
identified noncompliance with laws, regulations, or the provisions of
contracts or grant agreements, and has ensured that subrecipients
have taken the appropriate and timely corrective action on findings.

•

If applicable, management has considered the results of subrecipient
audits and has made any necessary adjustments to their own books
and records.

•

Management is responsible for and has accurately prepared the sum
mary schedule of prior audit findings to include all findings required
to be included by Circular A-133.

•

Management has provided the auditor with all information on the
status of the follow-up on prior audit findings by federal awarding
agencies and pass-through entities, including all management deci
sions.

•

Management has accurately completed the appropriate sections of the
data collection form.

•

If applicable, management has disclosed all contracts or other agree
ments with the service organizations.
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•

If applicable, management has disclosed to the auditor all communi
cations from the service organization relating to noncompliance at the
service organization.

•

Management has disclosed any known noncompliance occurring sub
sequent to the period for which compliance is audited.

•

Management has disclosed whether any changes in internal control
over compliance or other factors that might significantly affect inter
nal control, including any corrective action taken by management with
regard to reportable conditions (including material weaknesses), have
occurred subsequent to the date as of which compliance is audited.

Refusal to Furnish Written Representation
6.70 Management’s refusal to furnish all written representations that the
auditor considers necessary in the circumstances constitutes a limitation on
the scope of the audit sufficient to require a qualified opinion or disclaimer of
opinion on the auditee’s compliance with major program requirements. The
auditor should also consider the effects of management’s refusal on his or her
ability to rely on other management representations.

State and Local Government Compliance
Auditing Considerations
6.71 An auditor may also be engaged to test and report on compliance
with state and local laws and regulations in addition to the testing and
reporting requirements imposed by Government Auditing Standards and Cir
cular A-133. Although such auditing is outside the scope of this SOP, such a
requirement may specify compliance tests, similar to those in a single audit.
When this is the case, auditors should consult state or local government
officials or other sources concerning the nature and scope of the required
testing. However, state or local government funds should be distinguished
from pass-through federal funds. When a single audit is conducted, passthrough federal funds are considered part of the federal awards received. See
paragraphs 3.57 through 3.61 for a brief discussion of state and local compli
ance requirements.
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Chapter 7

DETERMINATION OF MAJOR PROGRAMS
7.1 As noted in paragraph 2.22, Circular A-133 requires the auditee to
identify in its accounts all federal awards received and expended and the
federal programs under which they were received. The auditee is also required
to prepare a schedule of expenditures of federal awards for the period covered
by its financial statements (see chapter 5 for a further discussion of the
requirements related to this schedule). However, Circular A-133 places the
responsibility for identifying major programs on the auditor, and it provides
the criteria to be used in applying a risk-based approach to determining major
programs. The risk-based approach is designed to focus the single audit on
higher-risk programs. See paragraph 7.20 for a description of when the auditor
can deviate from the use of risk criteria.

7.2 The auditor’s determination of the programs to be audited is based on
an evaluation of the risk of noncompliance occurring that could be material to
an individual major federal program. In evaluating such risk, the auditor
considers, among other things, the current and prior audit experience with the
auditee, the oversight exercised by federal agencies and pass-through entities,
and the inherent risk of the federal programs. The auditor should use profes
sional judgment and the guidance in sections 520, 525, and 530 of Circular
A-133 in the risk assessment process. In addition, the auditor should consider
the need to discuss the nature of federal programs with the management of the
auditee and of the federal or state agency that provided the funds to the
auditee.

Applying the Risk-Based Approach
7.3 The guidance on the risk-based approach is organized here as pro
vided in Circular A-133 and consists of the following steps (see table 7.1 for a
flowchart illustration of applying the risk-based approach for determining
major programs):

•

Step 1—determination of type A and type B programs (paragraphs 7.4
through 7.9)

•

Step 2—identification of low-risk type A programs (paragraphs 7.10
through 7.13)

•

Step 3—identification of high-risk type B programs (paragraphs 7.14
through 7.16)

•

Step 4—determination of programs to be audited as major (para
graphs 7.17 through 7.20)
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Exhibit 7.1

Flowchart Illustration of Applying the Risk-Based Approach for
Determining Major Programs
Obtain auditee's schedule
of expenditures of federal awards
Identifying each program/clustera

No

Program/duster Is
typeB

Do program/duster
expenditures meet dollar
threshold for assessment
(step 3)?d

No

Do program/duster
expenditures meet dollar
threshold for Type A?
______ (step1)b______

Yes

Program/duster is
type A

Goto

Yes

Perform risk assessment (step 2)c

Perform risk assessment (step 3)e

Is type B considered a
high-risk program?

Yes

Apply option 1 or 2f
(step 4)

No

Goto

A

Select as major
program? (step 4)

Mo

Goto

A

Yes

Yes

No

Major programs under
risk-based approach

Is sum of expenditures
at least 50% of total federal
awards expended (or 25% if
low-risk auditee)?o

No

Is type A
considered
a low-risk
program?

Add additional programs
applying the percentage-ofcoverage rule until required
percentage is achievedh

Goto

A

A

Yes
Perform tests of controls and audit
compliance on major programs

End
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a.

See paragraph 1.18 for the definition of federal programs, including
clusters.

b.

See paragraphs 7.4 through 7.9 for a detailed discussion of step 1.

c.

See paragraphs 7.10 through 7.13 for a detailed discussion of step 2.

d.

See paragraphs 7.14 through 7.16 for a detailed discussion of step 3.

e.

Before performing the risk assessment, the auditor should consider
whether option 1 or option 2 will be selected under step 4 because it will
affect whether risk assessments need to be performed on all type B
programs or only some type B programs. See paragraph 7.15.

f.

The number of type B high-risk programs identified as major programs
is either—
• Option 1: one-half of the number of type B high-risk programs, unless
this number exceeds the number of low-risk type A programs identified
in step 2. In this case, the auditor would be required to audit as major
the same number of high-risk type B programs as low-risk type A pro
grams. Under this option, the auditor is expected to perform risk assess
ments on all type B programs that exceed the threshold for type B.

• Option 2: one high-risk program for each low-risk type A program.
This option does not require the auditor to perform risk assessments
on all type B programs. See paragraphs 7.17 through 7.20 for a de
tailed discussion of step 4, including option 1 and option 2.
g.

There may be instances when the auditee includes certain noncash
assistance (such as loan guarantees or loans) in the notes to the schedule
of expenditures of federal awards (see paragraph 5.13). The auditor
should be sure to include such noncash assistance as part oftotal federal
awards expended when performing this calculation.

h.

The additional programs/clusters selected (marked “A” on the flow
chart) to meet the percentage-of-coverage rule are audited as major
programs in addition to type A and type B programs identified in steps
1 through 4. See paragraph 7.24 for a further discussion of the percentage-of-coverage rule.

Step 1—Determination of Type A and Type B Programs
7.4 To determine which federal programs are to be audited as major (see
step 4), the auditor must first identify federal programs as being either type A
or type B as defined in Circular A-133. In general, type A programs are larger
federal programs and type B programs are smaller federal programs. The
auditor should obtain the schedule of expenditures of federal awards from the
auditee to assist in the identification of type A and type B programs. The
schedule of expenditures of federal awards, prepared by the auditee, includes
all cash and noncash awards either on the face of the schedule or in the notes
to the schedule. Auditors should note that for purposes of determining major
programs, a cluster of programs should be considered as one program (see
paragraphs 1.18, 1.19, 2.18, 5.6, and 8.30 for a further discussion of a cluster
of programs).
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Type A Program Criteria

7.5 The larger federal programs are labeled as type A. The criteria that
Circular A-133 establishes for identifying Type A programs are presented in
table 7.1.
Table 7.1

Criteria for Identifying Type A Programs
A Type A Program Is Any Program
With Federal Awards Expended
That Exceed the Larger of—

When Total Federal Awards
Expended Are—

More than or equal to $300,000 and less $300,000 or 3% (0.03) of federal awards
than or equal to, $100 million
expended
More than $100 million and less than or $3 million or 0.3% (0.003) of federal awards
equal to $10 billion
expended

More than $10 billion

$30 million or 0.15% (0.0015) of federal
awards expended

Includes both cash and noncash awards.

Type B Program Criteria

7.6 Federal programs that do not meet the type A criteria are considered
type B programs.
Effect of Large Loans and Loan Guarantees on Identification of
Type A Programs

7.7 The various types of noncash awards, including loans and loan guar
antees, and how they are valued are discussed in chapter 5. Circular A-133
states that when the auditor applies the dollar criteria shown in table 7.1 to
identify type A programs, the inclusion of large loans and loan guarantees
should not result in the exclusion of other federal programs as type A pro
grams. Auditors should note that this requirement relates only to loans and
loan guarantees and not to any other large noncash awards. When a federal
program providing loans or loan guarantees significantly affects the number or
size of type A programs, the auditor should consider the loan or loan guarantee
program a type A program and exclude its values in determining other type A
programs. The auditor should use professional judgment in determining
whether type A programs would be significantly affected in this situation.
7.8 The example in table 7.2 demonstrates this concept by showing the
identification of type A programs as well as the effect of loans and loan
guarantees on that identification process.
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Table 7.2

Identification of Type A Programs and the Effect
of Loans and Loan Guarantees
Program/Federal Grantor

Federal Awards
Expended ($000)

Cash program A—U.S. Department of Labor
Cash program B—U.S. Department of Health and Human Services
Cash program C-1—U.S. Department of Education
Cash program C-2—U.S. Department of Education
Cash program D—U.S. Department of Housing and Urban
Development (a pass-through grant from a local government)

$ 1,335
3,000
175
280

Subtotal—cash federal awards expended
Commodities program E—U.S. Department of Agriculture (a passthrough grant from a state)

$ 5,100

Subtotal—cash and commodities federal awards expended
Loan program F—U.S. Department of Housing and Urban
Development
Loan guarantee program G—U.S. Department of Agriculture

$ 7,100

Total federal awards expended

310

2,000

33,500*
57,000*
$97,600

In accordance with Circular A-133, loans and loan guarantees include new loans
made during the year, plus prior-year loans for which the federal government imposes
continuing compliance requirements, plus any interest subsidy, cash, or administrative
cost allowance received. See paragraphs 5.14 and 5.15 for additional information.

7.9 In table 7.2 the auditee has $97,600,000 in total federal awards
expended. Therefore, an application of the criteria in table 7.1 would
indicate that type A programs would be those that expended federal awards
equal to or greater than $2,928,000 (3 percent of $97,600,000), or programs
B, F, and G. However, when large loan and loan guarantee programs F and
G are excluded from the base amount of the total federal awards expended
in the calculation, the type A programs would be those programs that
expended federal awards equal to or greater than $300,000 (the larger of
$213,000 [3 percent of $7,100,000], or $300,000). Therefore, under the
second calculation programs A, B, D, E, F, and G would be type A programs.
If the auditor, in his or her professional judgment, concludes that the
difference in the number or size of type A programs is significantly affected
by the inclusion of the loans and loan guarantees (which in this example
would be likely due to the significant increase in type A programs), the
auditor would identify programs A, B, D, E, F, and G as type A programs.
The auditor should consider contacting the cognizant or oversight agency
for audit if the auditor is unsure about whether to exclude loan or loan
guarantees when determining type A programs.

Step 2—Identification of Low-Risk Type A Programs
7.10 After completing step 1, the auditor should perform a risk assess
ment of each type A program to identify those that are low-risk. Circular A-133
includes certain conditions that, when met, indicate that a type A program may
be low-risk.

General Conditions for Low-Risk Type A Programs
7.11 Type A programs may generally be considered low-risk if both of the
following conditions are met: (a) the program has been audited as a major program
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in at least one of the two most recent audit periods (in the most recent audit
period in the case of a biennial audit), and (b) in the most recent audit period,
the program had no audit findings (see paragraph 10.63 for a description of
audit findings).

Auditor Judgment in Determination of Low-Risk Type A Programs
7.12 Circular A-133 permits the auditor to conclude, based on profes
sional judgment, that a type A program is low-risk even though (a) in the prior
audit period it may have had known or likely questioned costs greater than
$10,000 for a type of compliance requirement, (b) known fraud has been
identified, or (c) the summary schedule of prior audit findings materially
misrepresents the status of a prior audit finding. For example, consider a
situation in which the funds expended under a federal program in the prior
year totaled $10 million, there were known questioned costs of $11,000 that
related to one isolated instance, and there were no additional likely questioned
costs. In this example, the auditor, based on professional judgment, could
decide that the program is low-risk in the current year. In making the final
determination of whether a type A program is low-risk, the auditor should also
consider the risk criteria in paragraphs 7.26 through 7.36, the results of audit
follow-up, and whether any changes in the personnel or systems affecting a
type A program have significantly increased its risk. Based on all of this
information, the auditor would apply professional judgment in determining
whether a type A program is low-risk.

Type A Program Not Considered Low-Risk at Request of Federal
Awarding Agency
7.13 A federal awarding agency may request that a type A program for
certain recipients not be considered low-risk so that it would be audited as a
major program. For example, it may be necessary for a large type A program
to be audited as major each year for particular recipients, to allow the federal
agency to comply with the Government Management Reform Act of 1994. In
this instance, Circular A-133 requires the federal awarding agency to obtain
approval from the OMB. Furthermore, the federal awarding agency must
notify the recipient and, if known, the auditor at least 180 days prior to the end
of the fiscal year end to be audited. (See also paragraph 7.35 for a discussion of
the federal agency or pass-through entity option to identify federal programs
as higher risk in the Compliance Supplement.)

Step 3—Identification of High-Risk Type B Programs
7.14 After completing steps 1 and 2, the auditor should identify type B
programs that are high-risk, using professional judgment and the risk
criteria discussed in paragraphs 7.26 through 7.36. Except for known re
portable conditions in internal control or instances of noncompliance, a
single risk criteria would, in general, seldom cause a type B program to be
considered high-risk.

7.15 Before beginning step 3, the auditor should—

a.

Consider whether there are low-risk type A programs. When there
are no type A programs identified as low-risk (either because there
are no type A programs or because none of the type A programs are
low-risk), the auditor is not required to perform step 3. Instead, the
auditor would audit as major enough type B programs to meet the
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percentage-of-coverage rule (see paragraph 7.24). When there are
type A programs, but none are low-risk, the auditor would audit as
major all type A programs plus any additional type B programs
needed to meet the percentage-of-coverage rule. In either case, any
programs requested to be audited by a federal agency or passthrough entity must be audited as a major program and would be
included in determining whether the percentage-of-coverage rule has
been met (see paragraph 7.21).

b.

Consider whether option 1 or option 2 will be used in step 4 (see
paragraphs 7.18 through 7.19 for a detailed description of each option).
The auditor’s decision of which option to choose will likely be based
on audit efficiency and will affect how many type B programs are
subject to risk assessment. The auditor should consider the following
discussion before deciding whether to use option 1 or option 2.
•

Under option 1, the auditor is required to perform a risk assess
ment on all type B programs (excluding small type B programs
as discussed in paragraph 7.16). In comparison with option 2,
option 1 will likely require the auditor to perform more type B
program risk assessments, but may also result in the auditor
having to audit fewer major programs. For example, assume that
an auditee has four low-risk type A programs and ten type B
programs that exceed the amount specified in table 7.3. Also
assume that the auditor chooses option 1. In this scenario, the
auditor would be required to perform a risk assessment on all
type B programs. If the auditor finds that only four type B
programs are high-risk, the auditor would only be required to
audit two of the four high-risk type B programs as major (onehalf of the number of high-risk type B programs).

•

Under option 2, the auditor is only required to identify high-risk
type B programs up to the number of low-risk type A programs.
In comparison with option 1, option 2 will likely require the
auditor to perform fewer type B risk assessments, but may also
result in the auditor having to audit more major programs. For
example, assume that an auditee has four low-risk type A
programs and ten type B programs that exceed the amount
specified in table 7.3. Assume also that the first four type B
programs subject to risk assessment are determined by the
auditor to be high-risk. In this scenario, the auditor may choose
option 2, identify the four high-risk type B programs as major,
and not perform risk assessments on the remaining six type B
programs. Using the same example but assuming that the
auditee only has one low-risk type A program (instead of four),
the auditor would be required to audit one type B program as
major under either option 1 or 2. In this scenario, option 2 would
likely be the most efficient choice for the auditor since the
auditor would only need to perform type B program risk assess
ments until one high-risk type B program was identified (under
option 1 the auditor would be required to perform a risk assess
ment on all type B programs.

Criteria for Performing Risk Assessments on Type B Programs
7.16 An auditor is not expected to perform risk assessments on relatively
small federal programs. Therefore, Circular A-133 only requires the auditor to
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perform risk assessments on type B programs that exceed the larger of the
criteria shown in table 7.3.

Table 7.3

Criteria for Performing Risk Assessments on Type B Programs
When Total Federal Awards
Expended Are—

More than or equal to $300,000 and less
than or equal to $100 million
More than $100 million

Perform Risk Assessment for Type B
Programs That Exceed the Larger of—
$100,000 or 0.3% (0.003) of federal awards
expended
$300,000 or 0.03% (0.0003) of federal
awards expended

Includes both cash and noncash awards.

Step 4—Determination of Programs to Be Audited as Major
Criteria for Major Programs
7.17 After completing steps 1 through 3, the auditor identifies the major
programs. At a minimum, Circular A-133 requires the auditor to audit all of
the following as major programs:
•

All type A programs, except those identified as low-risk under step 2
(see paragraphs 7.10 through 7.13)

•

High-risk type B programs as identified under either of the two options
described in paragraph 7.18

•

Programs to be audited as major based on a federal agency request (in
lieu of the federal agency conducting or arranging for additional
audits; see paragraph 7.21 for further information)

•

Additional programs, if any, that are necessary to meet the percentage-of-coverage rule described in paragraph 7.24

Two Options Available for Identifying High-Risk Type B Programs
7.18 Section 520(e)(2) of Circular A-133 provides two options for identify
ing high-risk type B programs:
•

Option 1. Under option 1, the auditor is expected to perform risk
assessments of all type B programs that exceed the amount specified
in table 7.3, and to audit at least one-half of the high-risk type B
programs as major, unless this number exceeds the number of low-risk
type A programs identified in step 2 (that is, the cap). In this case, the
auditor would be required to audit as major the same number of
high-risk type B programs as the cap. For example, consider an auditee
that has ten low-risk type A programs, and fifty type B programs above
the amount specified in table 7.3. Under this option, the auditor would
be required to perform risk assessments of the fifty type B programs.
Assume that based on that assessment, the auditor determines that
there are twenty-five high-risk type B programs. One-half of the
twenty-five high-risk type B programs is 12.5, which rounds up to
thirteen programs. Under this option, the auditor would audit
thirteen of the high-risk type B programs as major; however, since
the cap in this example is ten (that is, the number of low-risk type
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A programs), the auditor is only required to audit ten high-risk type
B programs as major.
•

Option 2. Under option 2, the auditor is only required to audit as
major one high-risk type B program for each type A program identified
as low-risk in step 2. Under this option the auditor would not be required
to perform risk assessments for any type B program when there are
no low-risk type A programs (that is, the cap is zero). Continuing with
the previous example, under option 2 the auditor would perform risk
assessments of type B programs until ten high-risk programs are
identified (that is, ten is the number of low-risk type A programs). The
auditor would then audit as major the ten type B programs identified
as high-risk. Depending on the order in which risk assessments on type
B programs are performed, the auditor might only need to perform risk
assessments of ten type B programs determined to be high-risk, or the
auditor may need to perform risk assessments on additional Type B
programs until ten high-risk programs are identified.

7.19 The auditor may choose option 1 or option 2. There is no requirement to
justify the reasons for selecting either option. The results under options 1 and 2
may vary significantly, depending on the number of low-risk type A programs and
high-risk type B programs (see paragraph 7.15). Circular A-133 encourages the
auditor to use an approach that provides an opportunity for different high-risk
type B programs to be audited as major over a period of time.
Deviation From Use of Risk Criteria

7.20 For first-year audits, Circular A-133 allows auditors to deviate from
the above-described risk assessment process. A first-year audit is defined as
the first year an entity is audited under the June 30,1997, revision to Circular
A-133 or as the first year of a change in auditors. This exception allows the
auditor to elect to determine major programs as all type A programs plus any
type B programs as are necessary to meet the percentage-of-coverage rule
described in paragraph 7.24. Under this option, the auditor is not required to
perform steps 2,3, and 4. However, to ensure that a frequent change of auditors
would not preclude the audit of high-risk type B programs, this election for
first-year audits may not be used more than once every three years. Auditors
should consider whether this exception is an option during the planning phase
of the single audit (see also paragraphs 3.33 and 3.34 for a discussion of
initial-year audit considerations).

Other Considerations Regarding the
Risk-Based Approach
Federal Agency Requests for Additional Major Programs

7.21 A federal agency may request an auditee to have a particular federal
program audited as a major program in Heu of the federal agency conducting or
arranging for additional audits. To allow for planning, such requests should be
made at least 180 days prior to the end of the fiscal year to be audited. The
auditee, after consultation with its auditor, should promptly respond to such a
request by informing the federal agency whether the program would otherwise be
audited as a major program using the risk-based approach and, if it would not,
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informing the agency of the estimated incremental cost. The federal agency
must then promptly confirm to the auditee whether it wants the program
audited as a major program. If the program is to be audited as a major
program based on the federal agency’s request, and the federal agency agrees
to pay the full incremental costs, then the auditee must have the program
audited as a major program. This approach may also be used by pass-through
entities for a subrecipient.

Documentation of Risk Assessment in the Working Papers
7.22 Circular A-133 requires the auditor to document in the working
papers the risk assessment process used in determining major programs. It is
therefore necessary for the auditor to document adequately, as required by
GAAS and Government Auditing Standards, the determination of major pro
grams (see the discussion of working paper requirements in paragraphs 3.20
through 3.22 and 3.27 through 3.28).

Auditor Judgment in the Risk Assessment Process
7.23 Circular A-133 states that when the determination of major pro
grams is performed and documented by the auditor in accordance with the
circular, the auditor’s judgment in applying the risk-based approach to deter
mine major programs is presumed correct. Challenges by federal agencies and
pass-through entities should only be made for clearly improper use of the
guidance in Circular A-133. It should be noted, however, that federal agencies
and pass-through entities may provide the auditor with guidance about the
risk of a particular federal program, which the auditor should consider when
determining major programs.

Percentage-of-Coverage Rule
7.24 Circular A-133 requires the auditor to audit, as major programs,
federal programs with federal awards expended that, in the aggregate, encom
pass at least 50 percent of the total federal awards expended. However, if the
auditee meets the criteria for a low-risk auditee (see paragraph 7.25), the
auditor is only required to audit as major programs federal programs with
federal awards expended that, in the aggregate, encompass at least 25 percent
of the total federal awards expended. To comply with this requirement, the
auditor should compute the total federal awards expended for the major
programs, determined under step 4, as a percentage of the total federal awards
expended. If the total does not equal 50 percent (or 25 percent in the case of a
low-risk auditee) of the total federal awards expended, the auditor should
select additional programs (either type A or type B) to equal 50 percent (or 25
percent in the case of a low-risk auditee) and test them as major programs. The
selection of additional programs to meet the percentage of coverage is based on
the auditor’s professional judgment. When selecting additional programs to
meet the percentage-of-coverage rule, the auditor may select programs without
regard to risk assessment. If loans or loan guarantees are major programs,
these programs may be used for purposes of meeting the percentage-of-cover
age rule. Furthermore, when a federal agency or pass-through entity requests and
pays for a program to be audited as major (see paragraph 7.21), that program may
also be used for purposes of meeting the percentage-of-coverage rule.

Low-Risk Auditee Criteria
7.25 Circular A-133 establishes certain conditions for determining
whether an auditee is low-risk. An auditee that meets all of the following con
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ditions for each of the preceding two years (or in the case of biennial audits, the
preceding two audit periods) qualifies as a low-risk auditee and is eligible for
the reduced audit coverage discussed in paragraph 7.24:
a.

Single audits were performed on an annual basis in accordance with
Circular A-133. An auditee that has biennial audits does not qualify
as a low-risk auditee, unless agreed to in advance by the cognizant
or oversight agency for audit.

b.

The auditor’s opinions on the financial statements and the schedule
of expenditures of federal awards were unqualified. However, the
cognizant or oversight agency for audit may judge that an opinion
qualification does not affect the management of federal awards and
may provide a waiver.

c.

There were no deficiencies in internal control over financial reporting
that were identified as material weaknesses under the requirements
of Government Auditing Standards. However, the cognizant or over
sight agency for audit may judge that any identified material weak
nesses do not affect the management of federal awards and may
provide a waiver.

d.

None of the federal programs had audit findings from any of the
following in either of the preceding two years (or in the case of
biennial audits, the preceding two audit periods) in which they were
classified as type A programs:

•

Material weaknesses in the internal control over compliance

•

Noncompliance with the provisions of laws, regulations, con
tracts, or grant agreements that have a material effect on the
type A program

•

Known or likely questioned costs that exceed 5 percent of the total
federal awards expended for a type A program during the year

Criteria for Federal Program Risk
7.26 The auditor’s risk assessment should be based on an overall evalu
ation of the risk of noncompliance occurring which could be material to the
federal program being evaluated. Circular A-133 indicates that the auditor
should use professional judgment and consider certain criteria to identify risk
in federal programs. As a part of the risk assessment, the auditor may also wish
to discuss a particular federal program with auditee management and with the
federal agency or pass-through entity. The criteria for federal program risk that
are identified in Circular A-133 are discussed in the following sections.

Current and Prior Audit Experience
7.27 The auditor should consider his or her prior experience with the
auditee and the results of audits performed in the past. The following specific
factors that should be considered:
•

Weaknesses in the internal control over compliance for federal pro
grams (paragraph 7.28)

•

Federal programs administered under multiple internal control struc
tures (paragraph 7.29)
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•

A weak system for monitoring subrecipients when significant parts of
federal programs are passed through to subrecipients (paragraph
7.30)

•

The extent to which computer processing is used (paragraph 7.31)

•

Prior audit findings (paragraph 7.32)

•

Federal programs not recently audited as major (paragraph 7.33)

Weaknesses in Internal Control Over Federal Programs
7.28 In assessing program risk, the auditor should consider internal
control over compliance for federal programs (see chapter 8 for detailed guid
ance on internal control over compliance for federal programs). Weak internal
control over compliance for federal programs is an indication of higher risk.
Consideration should also be given to the control environment over federal
programs and to such factors as the expectation of management’s adherence to
applicable laws and regulations and the provisions of contracts and grant
agreements. The auditor may also consider the competence and experience of
the personnel who administer federal programs. In instances in which the staff
are new or do not have experience with a program, consideration should be
given to assessing the program at a higher level of risk.

Federal Programs Administered Under Multiple Internal
Control Structures
7.29 Federal programs administered by multiple internal control struc
tures may have a higher risk. This often occurs when multiple operating units
are involved in the administration of federal programs. An example of this
would be a university that has several campuses administering a federal
program. When assessing risk, the auditor should consider whether any inter
nal control weaknesses are isolated in a single operating unit (that is, one
college campus) or are pervasive throughout the entity. If the identified weak
nesses are isolated, and absent other weaknesses, the auditor could still
potentially reach the conclusion that the program is low-risk. The final deter
mination would be based on the auditor’s judgment.

Weak System for Monitoring Subrecipients
7.30 Consideration should be given to the extent that federal programs
are passed through to subrecipients. If the auditee passes a significant portion
of a federal program to subrecipients and the auditor has identified that the
auditee has a weak system for monitoring subrecipients, the auditor should
consider assigning a higher risk to the program. Alternatively, if the auditee
passes a significant portion of programs to subrecipients and the auditee has
an effective system in place to monitor the subrecipients, the auditor should
consider assigning a lower level of risk to the program.

Extent to Which Computer Processing Is Used
7.31 When assessing risk, the auditor should consider the extent to which
computer processing is used to administer federal programs, as well as the
complexity of that processing. A complex system does not always indicate higher
risk. On the other hand, a newly installed system that has not been tested in the
past, or a recently modified system, may indicate higher risk. Auditors should refer
to SAS No. 31, Evidential Matter, as amended by SAS No. 80, Amendment to
SAS No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec.
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326), for guidance when significant auditee information is transmitted, proc
essed, maintained, or accessed electronically.

Prior Audit Findings
7.32 As a part of the risk assessment, the auditor should consider prior
audit findings. These findings may be the result of previous single audits by
independent auditors or of compliance or financial audits performed by inter
nal auditors or government auditors in conjunction with the federal awarding
agency’s monitoring activities. The auditor should consider assessing a higher
risk for programs for which prior audit findings have a significant impact on a
federal program or for which no corrective action has been implemented since
the findings were identified.

Federal Programs Not Recently Audited as Major
7.33 Federal programs that have not recently been audited as major
programs may be of higher risk than federal programs recently audited as
major. For example, many type B programs may never have been audited as
major programs in the past. A higher level of risk would likely be assessed on
such programs than on those programs that have been consistently audited as
major programs without audit findings.

Oversight Exercised by Federal Agencies and
Pass-Through Entities
7.34 The oversight exercised by federal agencies or pass-through entities
could indicate risk. An important factor in assessing risk is the results of recent
audits performed by federal agencies or pass-through entities. For example,
recent monitoring or other reviews that were performed by an oversight entity
and that disclosed no audit findings may indicate lower risk, whereas monitor
ing that disclosed significant findings could indicate higher risk. However, the
auditor should understand the scope of the review that was performed. Re
views performed by federal agencies or pass-through entities vary widely as to
coverage and intensity.
7.35 Circular A-133 states that federal agencies, with the concurrence of
the OMB, may identify federal programs that are high-risk. This identification
will be provided by the OMB in the Compliance Supplement. For example, the
U.S. Department of Health and Human Services has identified the Medicaid
Assistance Program as a program of higher risk in the Compliance Supple
ment. Although such an identification by a federal agency does not preclude an
auditor from determining that a program is low-risk (for example, because
prior audits have shown strong internal control and compliance), the auditor
should consider it as part of the risk assessment process.

Inherent Risk of the Federal Programs
7.36 As part of the risk assessment, the auditor needs to consider the
inherent risk of federal programs. Inherent risk is the risk that material
noncompliance with requirements applicable to a major program could occur,
assuming there is no related internal control. Programs with higher inherent
risk may be of a higher risk for the purpose of determining major programs.
Circular A-133 provides examples of program characteristics with potentially
higher inherent risks; these are discussed in paragraphs 6.8 and 6.9.
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Chapter 8

CONSIDERATION OF INTERNAL CONTROL OVER
COMPLIANCE FOR MAJOR PROGRAMS
8.1 Circular A-133 establishes requirements for additional audit proce
dures and reporting relative to the auditor’s consideration of internal control
over compliance for major programs. These requirements are beyond those of
a financial statement audit conducted in accordance with GAAS and Govern
ment Auditing Standards. The auditor’s consideration of internal control over
financial reporting is discussed in chapter 4. In this chapter, the additional
considerations of internal control over compliance for major programs are
discussed. The reporting on internal control over compliance for major pro
grams is discussed in paragraph 8.3 and chapter 10.

Summary of Circular A-133 Requirements Related
to Internal Control Over Compliance for
Federal Programs
Auditee Responsibilities
8.2 Circular A-133 requires the auditee to maintain internal control over
compliance for federal programs that provides reasonable assurance that the
auditee is managing federal awards in compliance with laws, regulations, and
the provisions of contracts or grant agreements that could have a material
effect on each of its federal programs.

Auditor Responsibilities
8.3 In addition to the requirements of GAAS and Government Auditing
Standards, Circular A-133 requires the auditor to—
•

Perform procedures to obtain an understanding of internal control
over compliance for federal programs that is sufficient to plan the audit
to support a low assessed level of control risk for major programs.

•

Plan the testing of internal control over compliance for major programs
to support a low assessed level of control risk for the assertions
relevant to the compliance requirements for each major program.

•

Perform testing of the internal control over compliance as planned.

•

Report on internal control over compliance describing the scope of the
testing of internal control and the results of the tests and, where
applicable, referring to the separate schedule of findings and ques
tioned costs. This schedule includes, where applicable, a statement
that reportable conditions in internal control over compliance for
major programs were disclosed by the audit and whether any such
conditions were material weaknesses.
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Auditor Responsibility for Internal Control Over Compliance for
Programs That Are Not Major
8.4 The auditor has no responsibility under Circular A-133 to obtain an
understanding of internal control over compliance for programs that are not
considered major, or to plan or perform any related testing of internal control
over compliance for those programs except for any procedures the auditor may
choose to perform as part of the risk assessment process in determining major
programs (see chapter 7). However, the auditor should note that a program
that is not considered major could still be material to the financial statements.
In this situation, in copjunction with the financial statement audit, the auditor
may need to obtain an understanding of the internal control over financial
reporting that is relative to the program. The auditor’s consideration of inter
nal control over financial reporting is discussed in chapter 4.

Circular A-133 Definition of Internal Control Over
Federal Programs
8.5 Circular A-133 defines internal control over federal programs as
follows.
Internal control pertaining to the compliance requirements for federal pro
grams (Internal control over federal programs) means a process—effected by an
entity’s management and other personnel—designed to provide reasonable
assurance regarding the achievement of the following objectives for federal
programs:
1.

Transactions are properly recorded and accounted for to:

a. Permit the preparation of reliable financial statements and federal
reports;

b. Maintain accountability over assets; and
c. Demonstrate compliance with laws, regulations, and other compli
ance requirements;

2.

Transactions are executed in compliance with:
a. Laws, regulations and the provisions of contracts or grant agree
ments that could have a direct and material effect on a federal pro
gram; and
b. Any other laws and regulations that are identified in the compliance
supplement; and

3.

Funds, property, and other assets are safeguarded against loss from
unauthorized use or disposition.

Control Objectives
8.6 SAS No. 55, Consideration of Internal Control in a Financial State
ment Audit, as amended by SAS No. 78, Consideration of Internal Control in a
Financial Statement Audit: An Amendment to SAS No. 55, states that there are
three categories of internal control: effectiveness and efficiency of operations,
reliability of financial reporting, and compliance with applicable laws and
regulations. These distinct but somewhat overlapping categories have differing
purposes and allow a directed focus to meet the needs of the auditee and others
AICPA Technical Practice Aids
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regarding each separate purpose. For purposes of this SOP, controls relevant
to the audit of the financial statements are referred to as “internal control over
financial reporting” and are encompassed in the report on internal control over
financial reporting that is required by Government Auditing Standards (see
paragraphs 10.38 through 10.40). Controls relevant to an audit of compliance
with requirements applicable to major federal programs are referred to collec
tively in this SOP “as internal control over compliance” and are encompassed
in the report on internal control over compliance required by Circular A-133
(see paragraphs 10.46 through 10.49). See paragraphs 4.11 and 4.12 for a more
detailed discussion.

Auditors Consideration of Internal Control Over
Compliance for Each Major Program
8.7 The auditor’s consideration of internal control over compliance for
each major program is similar to the consideration of internal control over
financial reporting in a financial statement audit as described in SAS No. 55,
as amended by SAS No. 78. In his or her consideration of internal control over
compliance, the auditor—

•

Obtains an understanding of internal control over compliance for
federal programs that is sufficient to plan the audit, by performing
procedures to understand (a) the design of controls relevant to the
compliance requirements for each major program and (b) whether they
have been placed in operation (note that although Circular A-133
requires the auditor to perform procedures to obtain an understanding
of internal control over compliance for federal programs that is suffi
cient to plan the audit to support a low assessed level of control risk
for major programs, it does not actually require the achievement of a
low assessed level of control risk).

•

Assesses control risk for the assertions relevant to the compliance
requirements for each major program. The auditor uses the knowledge
provided by the understanding of internal control over compliance and
the assessed level of control risk to determine the nature, timing, and
extent of substantive tests for assertions relevant to the compliance
requirements for each major program. Compliance auditing is dis
cussed in chapter 6.

8.8 An understanding of the internal control over compliance and an
assessment of control risk may be performed concurrently in an audit. Simi
larly, based on the assessed level of control risk that the auditor expects to
support and on audit efficiency considerations, the auditor often plans to
perform some tests of controls concurrently with obtaining an understanding
of controls.

Obtaining an Understanding of Internal Control Over
Compliance for Major Programs
Understanding Compliance Assertions and Identifying
Relevant Controls
8.9 As noted in paragraph 8.3, the auditor is required to perform proce
dures to obtain an understanding of internal control over compliance for fed
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eral programs that is sufficient to plan the audit to support a low assessed level
of control risk for major programs. The determination of major programs is
discussed in chapter 7. The auditor needs to understand the assertions rele
vant to the compliance requirements for each major program. Those assertions
will determine the types of controls the auditor needs to consider in a single
audit. In identifying controls relevant to specific assertions, the auditor should
consider that the controls can have either a pervasive effect on many assertions
or a specific effect on an individual assertion depending on the nature of the
particular internal control component involved. An entity generally also has
controls relating to objectives that are not relevant to specific assertions and
that therefore need not be considered in a Circular A-133 audit.
8.10 In obtaining an understanding of controls, the auditor should con
sider the guidance in paragraphs 41 through 43 of SAS No. 55, as amended by
SAS No. 78 (AICPA,Professional Standards, vol. 1, AU sec. 319.41-43). This
includes performing procedures to provide sufficient knowledge of both the
design of the relevant controls pertaining to each of the five internal control
components (that is, control environment, risk assessment, control activities,
information and communication, and monitoring) and whether they have been
placed in operation. The auditor ordinarily obtains this knowledge through
previous experience with the entity and through such procedures as inquiries
of appropriate management, supervisory, and staff personnel; an inspection of
the entity’s documents and records; and his or her observation of the entity’s
activities and operations. The nature and extent of the procedures performed
generally vary from entity to entity and are influenced by the size and complex
ity of the entity, the auditor’s previous experience with the entity, the nature
of the particular control, and the nature of the entity’s documentation of
specific controls.
8.11 Entities may use the same controls for more than one federal pro
gram and for similar transactions (for example, cash disbursements). Accord
ingly, those controls will often provide assurance regarding the achievement of
the compliance objectives related to some or all federal program transactions
and assets.

OMB Compliance Supplement Internal Control Guidance
8.12 When determining the assertions relevant to the compliance re
quirements for each major program of the entity, the auditor should consider
referring to the discussion on internal control found in part 6 of the Compliance
Supplement. The Compliance Supplement provides a general discussion of the
control objectives, components, and activities that are likely to apply to the
fourteen types of compliance requirements (see the discussion of the types of
compliance requirements in paragraph 6.22). This guidance is not a checklist
of required internal control characteristics; it is intended, instead, to assist the
auditor in planning and performing the single audit. However, the auditee is
responsible for designing and implementing internal control that is sufficient
to provide reasonable assurance that the auditee is managing federal awards
in compliance with laws, regulations, and the provisions of contracts or grant
agreements that could have a material effect on each of its federal programs.
Control activities beyond those discussed in the Compliance Supplement may
need to be designed and implemented by the auditee to meet this responsibil
ity. Similarly, the auditor is responsible for evaluating internal control over
compliance, to plan the audit to support a low assessed level of control risk for
each major program. The auditor may need to perform tests of internal control
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over compliance that are related to control objectives and activities in addition
to those discussed in the Compliance Supplement.

Multiple-Component Considerations
8.13 Federal programs are often administered by several organizational
components within an auditee. Each component may maintain separate inter
nal control over compliance that is relevant to the programs, or parts of the
programs, that the component administers. In these situations, the auditor
should perform procedures to obtain an understanding of the internal control
over compliance that is separately maintained by organizational components
and that is relevant to each material part of a major program, and should plan
and perform testing of those controls as discussed in this chapter (see also
paragraphs 6.34 and 7.29 for other multiple-component considerations).

Subrecipient Considerations
8.14 Many entities that are pass-through entities for federal awards
make subcontract or subgrant awards and disburse their own funds, as well as
federal funds, to subrecipients. The auditor of the pass-through entity has
certain considerations related to the entity’s internal control over the monitor
ing of subrecipients. See paragraph 9.23 for a discussion of the audit considera
tions of federal pass-through awards.

Planning and Performing Testing of Internal Control
Over Compliance for Major Programs
Assessing Control Risk
8.15 After obtaining an understanding of internal control over compliance
for major programs, the auditor makes a preliminary assessment of control
risk for the assertions relevant to the compliance requirements for each major
program (see also the related discussion in paragraphs 6.7 through 6.12).
Control risk is the risk that material noncompliance that could occur in a major
program will not be prevented or detected on a timely basis by the auditee’s
internal control over compliance. The assessment of control risk is the process
of evaluating the effectiveness of an entity’s internal control over compliance
in preventing or detecting material noncompliance with the compliance re
quirements for each major program. In assessing control risk, the auditor
should consider the guidance in paragraphs 45 through 57 of SAS No. 55, as
amended by SAS No. 78 (AICPA, Professional Standards, vol. 1, AU secs.
319.45-.57). The auditor should consider the preliminary assessment of control
risk when he or she designs the nature and extent of tests of compliance. The
Circular A-133 requirement to plan the testing of internal control over compli
ance to support a low assessed level of control risk is discussed in paragraphs
8.16 through 8.19. The auditor’s responsibilities when the internal control over
compliance is ineffective in preventing or detecting noncompliance are dis
cussed in paragraphs 8.20 through 8.22.

Planning the Testing of Internal Control Over Compliance for
Major Programs to Support a Low Assessed Level of Control Risk
8.16 Circular A-133 requires the auditor to plan the testing of internal
control over compliance for major programs to support a low assessed level of
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control risk for the assertions relevant to the compliance requirements for each
major program. Professional standards do not define or quantify a low assessed
level of control risk. A low assessed level of control risk can only be understood
in relative terms when it is compared with maximum or moderate levels.
Therefore, the auditor exercises professional judgment to determine the proce
dures necessary to obtain a low level of control risk. The auditor should
consider the purpose of the requirement to plan the tests of controls to achieve
a low assessed level of control risk (that is, federal agencies want to know if
conditions indicate that auditees have not implemented adequate internal
control over compliance for federal programs to ensure compliance with appli
cable laws and regulations).
8.17 Assessing control risk at below the maximum level involves (a)
identifying specific controls relevant to specific assertions that are likely to
prevent or detect material misstatements in those assertions and (b) perform
ing tests of controls to evaluate the effectiveness of such controls.

8.18 When the auditor assesses control risk at below the maximum level,
the auditor should obtain sufficient evidential matter to support that assessed
level of control risk. The type of evidential matter, its source, its timeliness,
and the existence of other evidential matter related to the conclusions to which
it leads all bear on the degree of assurance the evidential matter provides. In
obtaining evidential matter, the auditor should consider the guidance in para
graphs 64 through 78 of SAS No. 55, as amended by SAS No. 78 (AICPA,
Professional Standards, vol. 1, AU secs. 319.64-.78).
8.19 Paragraph 4.32 of Government Auditing Standards provides the
following additional guidance related to the assessment of control risk:
•

The lower the auditors’ assessment of control risk, the more evidence
they need to support that assessment.

•

Auditors may have to use a combination of different kinds of tests of
controls to get sufficient evidence of a control’s effectiveness.

•

Inquiries alone generally will not support an assessment that control
risk is below the maximum.

•

Observations provide evidence about a control’s effectiveness only at
the time observed; they do not provide evidence about its effectiveness
during the rest of the period under audit.

•

Auditors can use evidence from tests of controls done in prior audits
(or at an interim date), but they have to obtain evidence about the
nature and extent of significant changes in policies, procedures, and
personnel since they last performed those tests.

Existence of Ineffective Internal Control in Preventing or
Detecting Noncompliance
8.20 When internal control over compliance for some or all of the compli
ance requirements for a major program are likely to be ineffective in prevent
ing or detecting noncompliance, the auditor is not required to plan and perform
tests of internal control over compliance as described in paragraphs 8.3, 8.16,
and 8.23. If the internal control over compliance is deemed likely to be ineffec
tive, Circular A-133 requires the auditor to assess control risk at the maximum
and consider whether any additional compliance tests are required because of
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ineffective internal control. The auditor is also required to report a reportable
condition (including whether such condition is a material weakness) as part of
the audit findings (see paragraphs 10.46, 10.56, and 10.63 for a discussion of
how reportable conditions should be reported).
8.21 The assessment of the effectiveness of internal control over compli
ance in preventing or detecting noncompliance is determined in relation to
each individual type of compliance requirement for each major program or to
an audit objective identified in the Compliance Supplement. For example,
controls over requirements for eligibility may be ineffective because of a lack
of segregation of duties. In this case, the auditor would be required to—

•

Report the lack of segregation of incompatible duties as it relates to
eligibility as a reportable condition (note that the reportable condition
could be a material weakness).

•

Assess the control risk related to requirements for eligibility at the
maximum.

•

Consider the lack of effective control when designing the nature,
timing, and extent of procedures designed to test compliance with
requirements for eligibility of the major program. In most cases, the
extent of testing would need to be expanded.

8.22 In planning the tests of controls, the auditor will need to consider the
results of tests performed in prior years. If the results of the prior year tests of
controls prevented a low level of control risk assessment, the auditor may
consider expanded testing in the next audit period. That consideration should
include the testing of any changes in internal control over compliance that were
intended to eliminate deficiencies noted in the previous year. If, however, the
auditee has made no changes to its internal control over compliance, the
auditor may determine that controls are not likely to be effective and may
choose not to plan and perform tests of controls. In this situation, a reportable
condition should be reported (see paragraph 8.20).

Performing Tests to Evaluate the Effectiveness of Controls

8.23 As noted in paragraph 8.3, Circular A-133 requires the auditor to
perform testing of internal control over compliance as planned (see paragraphs
8.20 through 8.22 for an exception related to ineffective internal control over
compliance). Tests of controls should include the types of procedures described
in paragraphs 34 and 35 of SAS No. 55, as amended by SAS No. 78 (AICPA
Professional Standards, vol. 1, AU sec. 319.52 and 319.53). Tests of controls,
which are directed toward either the effectiveness of the design or the opera
tion of a control, may include such steps as (a) inquiries of appropriate
personnel, including grant and contract managers; (b) the inspection of docu
ments and reports; (c) the observation of the application of the specific controls;
and (d) the reperformance of the application of the controls by the auditor. The
auditor should perform such procedures (unless control is likely to be ineffec
tive) regardless of whether he or she would otherwise choose to obtain evidence
to support an assessment of control risk below the maximum level.
Evaluating the Results of Tests of Controls
8.24 If, when evaluating the results of tests of controls, the auditor is not
able to support a low assessed level of control risk for major programs, the au
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ditor is not required to expand his or her testing of internal control over
compliance. The auditor may choose not to perform further tests. In this
situation, the auditor would assess control risk at other than low, design tests
of compliance accordingly, and consider the need to report an audit finding (see
paragraph 10.63). In general, a reportable condition or a material weakness
will need to be reported. Similarly, the auditor may decide to expand the
testing of internal control over compliance, but that decision would be based on
whether the auditor considered expanded internal control testing to be more
efficient than additional tests of compliance. The auditor should consider
whether, based on the testing performed, control risk can be assessed at below
the maximum to reduce substantive tests of compliance. If it cannot, the
auditor should assess control risk at the maximum level.

Reportable Conditions and Material Weaknesses Related to
Federal Programs
8.25 For purposes of reporting on internal control over compliance for
federal programs, the definitions of a reportable condition and a material
weakness, which are similar to those in SAS No. 60, Communication of
Internal Control Related Matters Noted in an Audit, are as follows:

•

A reportable condition is a matter coming to the auditor’s attention
relating to significant deficiencies in the design or operation of the
internal control over compliance that, in the auditor’s judgment, could
adversely affect an entity’s ability to administer a major federal
program in accordance with the applicable requirements of laws,
regulations, contracts, and grants.

•

A material weakness in internal control over compliance is a reportable
condition in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level the risk
that noncompliance with the applicable requirements of laws, regula
tions, contracts, and grants that would be material in relation to a
major federal program being audited may occur and not be detected
within a timely period by employees in the normal course of perform
ing their assigned functions.

8.26 In performing a single audit, the auditor should be aware that
reportable conditions and material weaknesses are to be considered as they
relate to a type of compliance requirement for each major program or to an
audit objective identified in the Compliance Supplement. Furthermore, certain
conditions may be reportable conditions for a major program and not be
considered reportable conditions as they relate to the assertions of manage
ment in the financial statements.

Documentation Requirements
8.27 The auditor should document his or her understanding of the
auditee’s internal control components that was obtained to plan the audit, and
should document the basis for his or her conclusions about the assessed level
of control risk related to the internal control over compliance for major pro
grams. If the auditor has not performed tests of controls relevant to certain
requirements or programs, as discussed in paragraphs 8.20 through 8.22, then
the rationale for omitting such tests should be documented.
8.28 As noted in paragraphs 3.20 through 3.22, Government Auditing
Standards includes an additional standard that requires working papers to
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contain sufficient information to enable an experienced auditor having no
previous connection with the audit to ascertain from them the evidence that
supports the auditor’s significant conclusions and judgments.
8.29 The form and extent of this documentation is influenced by the size
and complexity of the auditee, as well as the nature of the auditee’s internal
control over compliance. For example, the documentation of the understanding
of internal control over compliance of a large, complex entity may include
flowcharts, questionnaires, or decision tables. For a small entity, however, the
documentation may be less extensive. In general, the more complex the inter
nal control over compliance and the more extensive the procedures performed,
the more extensive the auditor’s documentation.

Program Cluster Considerations
8.30 An entity may have separate controls related to individual federal
programs that are treated as one program “cluster” under a Circular A-133
audit (for example, SFA and R&D—see paragraphs 1.18, 1.19, 2.18, 5.6, and
7.4 for a discussion of program clusters). In this case, when evaluating whether
an identified deficiency is a reportable condition, the auditor should consider
the significance of the deficiency in relation to the overall major program
(program cluster). Following are some examples:

•

Significant deficiencies in specific controls over the time cards of
college work-study students would likely be considered a reportable
condition when college work-study program expenditures are signifi
cant in relation to SFA programs.

•

Significant deficiencies in controls over a single campus or department
of a university where a significant amount of research was adminis
tered would likely be a reportable condition when considered in rela
tion to the total expenditures of R&D programs.

•

A deficiency in an SFA or R&D program that was clearly insignificant
to SFA or R&D, respectively, as a whole would not necessarily be
considered a reportable condition.
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Chapter 9

AUDIT CONSIDERATIONS OF FEDERAL
PASS-THROUGH AWARDS
Introduction
9.1 Many nonfederal entities receiving federal awards make passthrough payments of federal awards to other entities that are considered
subrecipients. The amount of those payments may be material to the passthrough entity’s financial statements, individual major programs, or both. The
auditor’s consideration of pass-through federal awards in an audit of both
pass-through entities and subrecipients of federal awards under Circular
A-133 is discussed in this chapter. The auditee’s and auditor’s responsibilities
with respect to activities carried out by vendors is also discussed in this
chapter. An auditee with multiple federal funding agreements may be a
pass-through entity in regard to some awards, a subrecipient in regard to other
awards, and a vendor with respect to other agreements.

Definitions
9.2 Circular A-133 includes the following definitions that are relevant to
pass-through awards:
•

Federal award—federal financial assistance and federal cost-reim
bursement contracts that nonfederal entities receive directly from
federal awarding agencies or indirectly from pass-through entities. It
does not include procurement contracts, under grants or contracts,
used to buy goods or services from vendors.

•

Nonfederal entity—a state, local government, or non-profit organiza
tion (NPO).

•

Recipient—a nonfederal entity that expends federal awards received
directly from a federal awarding agency to carry out a federal program.

•

Pass-through entity—a nonfederal entity that provides a federal
award to a subrecipient to carry out a federal program.

•

Subrecipient—a nonfederal entity that expends federal awards re
ceived from a pass-through entity to carry out a federal program but
does not include an individual who is a beneficiary of such a program.
A subrecipient may also be a recipient of other federal awards directly
from a federal awarding agency.

•

Vendor—a dealer, distributor, merchant, or other seller providing
goods or services that are required for the conduct of a federal program.
These goods or services may be for an organization’s own use or for the
use of beneficiaries of the federal program.
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Applicability of Circular A-133
9.3 Circular A-133 applies to both recipients expending federal awards
received directly from federal awarding agencies and subrecipients expending
federal awards received from a pass-through entity. Accordingly, both recipi
ents and subrecipients that expend $300,000 or more in federal awards are
required to have a single or program-specific audit in accordance with Circular
A-133 (see chapter 11 for a detailed discussion of program-specific audits).
9.4 The determination of when a federal award is expended is based on
when the activity related to the award occurs. With respect to federal awards
passed through to subrecipients, the activity that requires the pass-through
entity to comply with laws, regulations, and the provisions of contracts or grant
agreements is the disbursement of funds to subrecipients. The activity that
requires subrecipients to comply with laws, regulations, and the provisions of
contracts or grant agreements is the expenditure of the pass-through award.

9.5 Payments received by a vendor for goods or services provided in
connection with a federal program are not considered federal awards. Further
more, Medicaid payments to a subrecipient for providing patient care services
to Medicaid-eligible individuals are not considered federal awards expended
under Circular A-133 unless a state requires the funds to be treated as federal
awards expended because reimbursement is on a cost-reimbursement basis.
9.6 If a pass-through entity provides federal awards to subrecipients, the
pass-through entity must monitor the subrecipients’ activities to provide reason
able assurance that the subrecipients administer federal awards in compliance
with federal requirements. As part of the compliance audit, the auditor of the
pass-through entity must test and report on subrecipient monitoring (which is one
of the fourteen types of compliance requirements in the Compliance Supplement—
see paragraph 6.22) when federal awards passed through to subrecipients are
material to a major program (see paragraphs 9.24 through 9.35). If the federal
awards provided are immaterial or relate to a program that is not considered
major, the auditor of the pass-through entity has no additional compliance audit
ing responsibilities related to the funds passed through to subrecipients.
9.7 Most of this chapter focuses on compliance auditing considerations for
auditors of pass-through entities. However, paragraphs 9.43 through 9.47
provide additional considerations for auditors of subrecipients.

Pass-Through Entities, Subrecipients, and Vendors
Subrecipient Status Versus Vendor Status
9.8 The responsibilities for compliance with federal program require
ments and the applicable compliance requirements to be tested by the auditor
are significantly different for pass-through entities, subrecipients, and ven
dors. Guidance on distinguishing between a subrecipient and a vendor is
provided in section 210 of Circular A-133 and is summarized in paragraphs 9.9
through 9.11.

Characteristics Indicative of a Federal Award Received by
a Subrecipient
9.9 According to Circular A-133, characteristics indicative of a federal award
received by a subrecipient are when the entity (see paragraph 9.12 for examples
of the relationship between pass-through entities and subrecipients)—
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•

Determines who is eligible to receive what federal financial assistance.

•

Has its performance measured against whether the objectives of the
federal program are met.

•

Has responsibility for programmatic decision making.

•

Has responsibility for adherence to applicable federal program com
pliance requirements.

•

Uses the federal funds to carry out a program of the entity as compared
to providing goods or services for a program of the pass-through entity.

Characteristics Indicative of a Payment for Goods or Services Received
by a Vendor
9.10 According to Circular A-133, the characteristics indicative of a pay
ment for goods or services received by a vendor are when the entity (see
paragraph 9.13 for examples of the relationship between recipients and ven
dors)—

•

Provides the goods and services within normal business operations.

•

Provides similar goods or services to many different purchasers.

•

Operates in a competitive environment.

•

Provides goods or services that are ancillary to the operation of the
federal program.

•

Is not subject to the compliance requirements of the federal program.

Use of Judgment in Determining Subrecipient or Vendor Status
9.11 Circular A-133 states that there may be unusual circumstances or
exceptions to the listed characteristics in paragraphs 9.9 and 9.10. In making
the determination of whether a subrecipient or vendor relationship exists, the
substance of the relationship is more important than the form of the agree
ment. It is not expected that all of the characteristics will be present, and
judgment should be used in determining whether an entity is a subrecipient or
vendor. In some cases, it may be difficult to determine whether the relationship
with the entity is that of a subrecipient or of a vendor. The federal cognizant
agency for audit, the oversight agency for audit, or the federal awarding agency
may be of assistance in making these determinations.

Description of Relationships
Pass-Through Entity and Subrecipient
9.12 Following are examples of a typical relationship between a passthrough entity and a subrecipient:
•

A state department of education (pass-through entity) receives a
federal award and is responsible for administering and disbursing the
federal award to local school districts (subrecipients) according to a
formula or some other basis.

•

A regional planning commission (pass-through entity) receives a fed
eral award for the feeding of elderly and low-income individuals, and
the award is disbursed to NPOs (subrecipients) to support their
feeding programs.
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•

A hospital (subrecipient) receives a federal award from a university
(pass-through entity) to conduct research.

•

A theater group (subrecipient) receives a federal award from a state
arts commission (pass-through entity) to support a summer arts
series.

Recipient and Vendor
9.13 Following are examples of a typical relationship between a recipient
and a vendor:
•

A local government (recipient) receives a federal award to provide
mental health services in a designated area. Some of the funds are
paid to a contractor (vendor) to repair a leaking roof.

•

A county (recipient) receives a federal award to operate a Head Start
program and pays a NPO (vendor) to provide temporary clerical
services.

•

An NPO (recipient) receives a federal award to run a preschool and
pays a medical doctor (vendor) to perform health screening on a
per-student basis.

•

An NPO (recipient) receives a federal award to operate a child care
center and pays a not-for-profit clinic (vendor) to perform physical
exams.

Entity is Both a Subrecipient and a Pass-Through Entity
9.14 There are instances in which an entity can be both a subrecipient
and a pass-through entity as shown in the following examples:

•

A local government receives a pass-through federal award from a state
government agency (the local government is a subrecipient) and fur
ther passes through a portion of the federal award to an NPO (the local
government is also a pass-through entity) to administer a federal
program.

•

A not-for-profit area agency receives a pass-through federal award
from a state (the not-for-profit area agency is a subrecipient) and
further passes through a portion of the federal award to a for-profit
health care provider (the not-for-profit area agency is also a passthrough entity). See paragraph 9.40 for a discussion of a pass-through
entity’s responsibilities when the subrecipient is a for-profit entity.

Vendor Compliance Considerations
Auditee's Responsibilities
9.15 Circular A-133 states that in most cases, the auditee’s compliance
responsibility for a vendor is only to ensure that the procurement, receipt, and
payment for goods and services comply with laws, regulations, and the provi
sions of contracts or grant agreements. A program’s compliance requirements
normally do not pass through to vendors. However, the auditee is responsible
for ensuring compliance for vendor transactions that are structured such that
the vendor is responsible for program compliance or the vendor’s records must
be reviewed to determine compliance.
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Auditor's Responsibilities
9.16 When vendors are responsible for program compliance, the auditor
should determine whether vendor transactions are in compliance with laws,
regulations, and the provisions of contracts or grant agreements if such trans
actions are material to a major program of the auditee. In such a case, the
auditor would normally evaluate a vendor’s compliance by reviewing the
auditee’s records and the results of the auditee’s procedures for ensuring
compliance by the vendor. When the auditor cannot obtain sufficient assurance
from reviewing the auditee’s records and procedures, the auditor should con
sider the need to report a reportable condition. The auditor will also ordinarily
need to perform additional procedures to determine compliance. These proce
dures may include testing the vendor’s records or obtaining reports on compli
ance procedures performed by the vendor’s independent auditor.

9.17 Prior to performing a single or program-specific audit, it is important
for the auditor to understand the nature of the auditee’s vendor relationships,
whether the vendors are responsible for program compliance, the auditee’s
procedures for ensuring vendor compliance, and whether it will be necessary
for the auditor to test vendor records. The auditor should consider including
such information in the communication used to establish an understanding
with the auditee (see paragraphs 3.6 and 3.7). If subsequent to undertaking a
single or program-specific audit the auditor becomes aware of a significant
vendor relationship that will require the auditor to perform additional proce
dures on vendor records, the auditor should inform the auditee that the
requirements of Circular A-133 will not be met unless additional procedures
are performed. If the auditee or vendor precludes the auditor from performing
such additional procedures, the auditor should qualify his or her opinion or
disclaim an opinion because of a scope limitation (see paragraphs 10.43
through 10.45 for a further discussion of scope limitations).

Single Audit Considerations of Pass-Through Entities
9.18 The following matters are relevant to planning and conducting a
single audit of a pass-through entity:

•

Pass-through entity responsibilities (see paragraph 9.19)

•

Audit planning considerations (see paragraphs 9.20 through 9.22)

•

Consideration of internal control over compliance (see paragraph 9.23)

•

Subrecipient monitoring (see paragraphs 9.24 through 9.35)

•

Reporting considerations (see paragraphs 9.36 through 9.39)

•

For-profit subrecipients (see paragraph 9.40)

•

Non-U.S.-based entities (see paragraph 9.41)

•

A state’s designation of a cluster of programs (see paragraph 9.42)

Pass-Through Entity Responsibilities
9.19 A pass-through entity is responsible for ensuring that subrecipients
expend awards in accordance with applicable laws, regulations, and provisions
of contracts or grants. Circular A-133 requires a pass-through entity to perform
the following for the federal awards it provides to subrecipients:
AICPA Technical Practice Aids
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•

Identify the federal awards made by informing each subrecipient of
the CFDA title and number, the award’s name and number, the award
year, whether the award is for R&D, and the name of the federal
agency. When some of this information is not available, the passthrough entity should provide the best information available to de
scribe the federal award.

•

Advise subrecipients of the requirements imposed on them by federal
laws, regulations, and the provisions of contracts or grant agreements,
as well as any supplemental requirements imposed by the passthrough entity.

•

Monitor the activities of subrecipients as necessary to ensure that
federal awards are used for authorized purposes in compliance with
laws, regulations, and the provisions of contracts or grant agreements
and that performance goals are achieved.

•

Ensure that subrecipients expending $300,000 or more in federal
awards during the subrecipient’s fiscal year have met the audit re
quirements of Circular A-133 for that fiscal year.

•

Issue management decisions on audit findings within six months after
receipt of subrecipients’ audit reports, and ensure that subrecipients
take appropriate and timely corrective action.

•

Consider whether subrecipient audits necessitate the adjustment of
the pass-through entity’s own records.

•

Require subrecipients to permit the pass-through entity and auditors
to have access to the records and financial statements as necessary for
the pass-through entity to comply with Circular A-133.

•

Keep subrecipients’ report submissions (or other written notification
when the subrecipient is not required to submit a reporting package)
on the file for three years from the date of receipt (see paragraphs 9.47,
10.76, and 10.78).

Audit Planning Considerations
Impact of Pass-Through Federal Awards on the Determination of
Major Programs
9.20 As noted in paragraph 9.4, the determination of when a federal
award is expended is based on when the activity related to the award occurs.
With respect to federal awards provided by a pass-through entity to subrecipi
ents, the federal awards are deemed to be expended by the pass-through entity
when the funds are disbursed to subrecipients, regardless of when subrecipi
ents expend the federal funds. Accordingly, the amount of federal funds dis
bursed to subrecipients should be included in the total expenditures of federal
awards of the pass-through entity and in the determination of the passthrough entity’s major programs (see chapter 7 for a more detailed discussion
of the determination of major programs).

Pass-Through Entity Request for a Program to Be Audited as a
Major Program
9.21 When a subrecipient expends $300,000 or more of federal awards,
Circular A-133 permits the pass-through entity to request that the program be
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audited as a major program in lieu of the pass-through entity conducting or
arranging for additional audits. If the pass-through entity makes such a
request, it is required to pay the full incremental cost for such an audit (see
paragraph 2.19 for additional information).

Materiality
9.22 The auditor of the pass-through entity should compare the amount
of federal funds passed through to subrecipients with the total expenditures for
each individual major program or cluster to determine if the amount is mate
rial. The auditor’s consideration of materiality is a matter of professional
judgment and is influenced by the auditor’s perception of the needs of a
reasonable person who will rely upon the auditor’s work. When the amount of
federal funds passed through to subrecipients is material in relation to the
major program being audited, the greater the need for the auditor to test the
subrecipient-monitoring requirements. It should be noted that some federal
programs are designed in such a manner that subrecipient expenditures are
intended to be material to the pass-through entity’s award. For example, the
Community Services Block Grant requires a state to subgrant at least 90
percent of the state’s award.

Consideration of Internal Control Over Compliance
9.23 As part of performing procedures to obtain an understanding of
internal control over compliance for federal programs that is sufficient to plan
the audit of the pass-through entity to support a low assessed level of control
risk for major programs, the auditor should consider the pass-through entity’s
internal control over compliance used to monitor subrecipients (see chapter 8
for an additional discussion of considerations concerning internal control over
compliance). Tests of internal control over compliance used to monitor subre
cipients may include inquiry, observation and inspection of documentation, or
a reperformance by the auditor of some or all of the monitoring procedures
identified in paragraph 9.28. The nature and extent of the tests performed will
vary depending on the auditor’s assessment of inherent risk, understanding of
the internal control over compliance, materiality, and professional judgment.
Auditors should consider referring to part 6 of the Compliance Supplement,
which describes (among other things) certain characteristics of internal control
over compliance that, when present and operating effectively, may ensure
compliance with program requirements for subrecipient monitoring. The re
sults of the auditor’s testing of internal control over compliance assist in
determining the nature, timing, and extent of subrecipient monitoring compli
ance testing.

Subrecipient Monitoring
9.24 The Single Audit Act requires the pass-through entity to monitor
subrecipients’ use of federal awards through site visits, limited scope audits, or
other means. Since the pass-through entity is held accountable for federal
awards administered by their subrecipients, the pass-through entity needs to
establish an appropriate subrecipient-monitoring process and to decide what,
if any, additional monitoring procedures may be necessary to ensure the
subrecipients’ compliance. Arrangements for subrecipient monitoring should
be made by the pass-through entity in its agreements with subrecipients.

9.25 Auditors must consider subrecipient monitoring in a compliance
audit of an entity that disburses to subrecipients federal awards that are mater
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ial to a major program (see the discussion of materiality in paragraph 9.22).
The auditor should consider whether the pass-through entity monitors subre
cipients and has established internal control over compliance that provides
reasonable assurance that subrecipients are managing federal awards in com
pliance with laws, regulations, and the provisions of contracts or grant agree
ments that could have a material effect on each of the pass-through entity’s
major programs.

Compliance Supplement Guidance
9.26 One of the fourteen types of compliance requirements included in the
Compliance Supplement is subrecipient monitoring. The Compliance Supple
ment identifies several audit objectives for subrecipient monitoring. According
to the Compliance Supplement, in a single audit of a pass-through entity, the
auditor should determine whether the pass-through entity—

•

Identified the federal award’s information and compliance require
ments to the subrecipient.

•

Monitored the subrecipient’s activities to provide reasonable assur
ance that the subrecipient administered federal awards in compliance
with federal requirements.

•

Ensured that the required audits were performed, and required ap
propriate corrective action concerning monitoring and audit findings.

•

Evaluated the impact of subrecipient activities on the pass-through
entity.

9.27 The Compliance Supplement also identifies the suggested audit
procedures for testing the compliance audit objectives for pass-through
entities (see paragraph 6.44 for a further discussion of suggested audit
procedures). The auditor may consider coordinating the subrecipient-re
lated tests performed as part of activities allowed or unallowed (tests that
subrecipient agreements were for allowable activities), cash management
(tests of cash reports submitted by subrecipients), eligibility (tests that
subawards were made only to eligible subrecipients), and procurement
(tests of suspension and debarment certifications) with the tests of subre
cipient monitoring.

Pass-Through Entity Monitoring Procedures
9.28 The monitoring procedures used by the pass-through entity may
include on-site visits, reviews of documentation supporting requests for reim
bursement, and limited-scope audits. Section 230(b)(2) of Circular A-133 de
fines limited-scope audits as agreed-upon procedures engagements that are
conducted in accordance with either GAAS or the AICPA attestation stand
ards, and that are paid for and arranged by a pass-through entity and only
address one or more of the following types of compliance requirements: activi
ties allowed or unallowed; allowable costs/cost principles; eligibility; matching,
level of effort, earmarking; and reporting. Following are other monitoring
procedures that a pass-through entity may perform:

•

Reviewing grant applications submitted by subrecipients to determine
that—
— Applications are filed and approved in a timely manner
— Each application contains the condition that the subrecipient
comply with the federal requirements set by the federal agency
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Establishing internal control over compliance to provide reasonable
assurance that—
— Funds are disbursed to subrecipients only on an as-needed basis
— Funds are disbursed to subrecipients only on the basis of ap
proved, properly completed reports submitted on a timely basis
— Refunds that are due from subrecipients are billed and collected
in a timely manner
— Subrecipients and other entities and individuals receiving federal
funds meet eligibility requirements
Reviewing financial and technical reports received from subrecipients
on a timely basis and investigating unusual items
Reviewing subrecipient audit reports, to evaluate them for complete
ness and for compliance with applicable laws and regulations
Evaluating audit findings; issuing appropriate management deci
sions, if necessary; and determining if an acceptable plan for corrective
action has been prepared and implemented
Reviewing previously detected deficiencies and determining that cor
rective action was taken

Monitoring When the Subrecipient Has a Single or
Program-Specific Audit

9.29 As noted in paragraph 9.3, subrecipients that expend $300,000 or
more in federal awards are required to have a single or program-specific audit
in accordance with Circular A-133. If subrecipients have a single or program
specific audit, the pass-through entity’s receipt and review of the results of that
audit and its action on related findings may be sufficient to meet the subrecipi
ent-monitoring requirements of Circular A-133. However, it is more likely that
the receipt and review of such audit results should be merely one tool that
should be used by the pass-through entity as part of a comprehensive subre
cipient-monitoring process. Pass-through entities should be aware that a sin
gle audit is likely to provide varying degrees of assurance concerning a
particular program. For example, a pass-through award may not have been
tested as a major program as part of a subrecipient’s audit. For this reason, the
pass-through entity should consider the testing and results of the single audit
of the subrecipient to determine what effect those results should have on other
monitoring procedures employed by the pass-through entity.
9.30 In many cases, the pass-through entity will not have received all the
subrecipient audit reports covering the time period being audited at the
pass-through entity in time to incorporate the results into its own audit. The
reports for the pass-through entity and the subrecipient are not required to be
issued simultaneously, but the pass-through entity is required to have internal
control over compliance in place, to determine that subrecipient audit reports
have been received and that corrective action is taken after the receipt of the
subrecipient’s audit. If the subrecipient’s audit report is current, it need not
cover the same period as the pass-through entity’s audit. If the pass-through
entity has an effective system for monitoring subrecipients, its auditor should
be able to rely on the subrecipient’s audit cycle, even if it is not coterminous
with the pass-through recipient’s fiscal year.
Considering Risk Factors When Developing Monitoring Procedures

9.31 The preamble to Circular A-133 states that the OMB expects passthrough entities to consider various risk factors (such as the relative size and
AICPA Technical Practice Aids

§11,320-9.31

31,134

Statements of Position

complexity of the federal awards administered by subrecipients, the entity’s
prior experience with each subrecipient, and the cost-effectiveness of various
monitoring procedures) in developing subrecipient-monitoring procedures. For
example, if a pass-through entity provides a large percentage of the only
federal award it expends to ten subrecipients that each expend less than
$300,000 in federal awards annually, the pass-through entity should carefully
consider the most cost-effective method of monitoring these federal awards.
Perhaps the majority of this federal award is provided to two subrecipients.
The pass-through entity might consider conducting site visits at these two
subrecipients and simply reviewing the documentation supporting requests for
reimbursement from the other eight subrecipients. Conversely, if a small
percentage of a federal award is provided to subrecipients that each expend
less than $300,000 in federal awards, the risk to the pass-through entity is
most likely low and, therefore, the monitoring procedures could be minimal.

Unallowable Audit Costs
9.32 For subrecipients that expend less than $300,000 in federal awards
annually, the cost of any audits or attestation engagements (other than the
limited-scope audits paid for and arranged by a pass-through entity as de
scribed in paragraph 9.28), are not allowable costs and, therefore, cannot be
charged to any federal award. Accordingly, Circular A-133 would prohibit the
cost of a financial statement audit conducted in accordance with GAAS or
Government Auditing Standards from being charged (by either a pass-through
entity or subrecipient) to federal awards for a subrecipient that expends less
than $300,000 in federal awards annually. The allowability of audit costs is
discussed in greater detail in paragraph 2.12.

When the Subrecipient Monitoring System Is Not Sufficient
9.33 The auditor may determine that the pass-through entity’s subrecipi
ent-monitoring system is not sufficient to ensure subrecipient’s compliance
with laws, regulations, and the provisions of grants and contracts. In this
situation, the auditor should report a reportable condition (and possibly a
material weakness) and consider whether the insufficient monitoring system
represents an instance of noncompliance that should be reported as a compli
ance finding. The effect of the noncompliance on the opinion on compliance for
major programs is primarily a function of the pervasiveness of the lack of
monitoring and the materiality of subrecipient funding to a program. For
example, if the pass-through entity did not perform subrecipient-monitoring
procedures and 90 percent of the program was passed through to subrecipients,
an opinion modification would likely be warranted. This would likely be the
case even if the scope of the audit was expanded to include additional audit
procedures to determine that the subrecipients actually complied with laws
and regulations.
9.34 There may be instances in which the pass-through entity asks the
auditor to perform additional procedures to determine the compliance of a
subrecipient (such as conducting tests of records at the subrecipient’s site).
This would be considered an expansion of the scope of the audit. The auditor
should be aware that such an expansion of the scope of the audit would not be
sufficient to remedy the reportable condition (or material weakness) and, if
applicable, noncompliance of the pass-through entity’s monitoring system.
However, an expansion of the scope of the audit may remedy the noncompli
ance related to the type of compliance requirement being tested (for example,
eligibility).
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9.35 The auditor should also consider any implications of an insufficient
subrecipient-monitoring system on the opinion on the financial statements. If
amounts passed through to subrecipients are considered material to the finan
cial statements of the pass-through entity, the auditor should determine
whether the report on the financial statements should be modified. Before
making this determination, the auditor should take into consideration any
evidential matter that may be available to the auditor (such as subrecipients’
Circular A-133 audit reports and other financial reports that may have been
submitted to the pass-through entity) that could indicate that the subrecipi
ents administered the program in compliance with laws and regulations.
Further, the auditor should also consider whether it is necessary to report an
internal control or compliance finding in the report issued to meet the require
ments of Government Auditing Standards.

Reporting Considerations
Schedule of Expenditures of Federal Awards

9.36 Circular A-133 states that, to the extent practical, pass-through
entities should identify in the schedule of expenditures of federal awards the
total amount provided to subrecipients from each federal program (see chapter
5 for an additional discussion of the schedule). If a pass-through entity is
unable to identify amounts provided to subrecipients, the auditor should
consider whether a reportable condition (and possibly a material weakness)
should be reported. The auditor should also consider whether material noncompliance (for subrecipient monitoring) that is required to be reported as an
audit finding has occurred.
Evaluation of Audit Findings

9.37 Circular A-133 requires the auditor to consider a finding in relation
to the type of compliance requirement (subrecipient monitoring, in this case)
or an audit objective identified in the Compliance Supplement, whether or not
the finding can be quantified. For example, the auditor may discover that a
pass-through entity consistently failed to provide its subrecipients with federal
award information, including applicable compliance requirements. The perti
nent audit objective included in the Compliance Supplement and relating to
this example is for the auditor to “determine whether the pass-through entity
identifies federal award information and compliance requirements to the
subrecipient.” Because the pass-through entity failed to provide federal award
information to its subrecipients, this noncompliance is material in relation to
the audit objective and, therefore, must be reported as an audit finding. In
addition, the auditor must consider whether reportable conditions (and possi
bly, material weaknesses in internal control) exist and require reporting with
respect to subrecipient monitoring.
Effect of Subrecipients' Noncompliance on the Pass-Through
Entity's Report

9.38 The instances of noncompliance reported in subrecipients’ audit
reports are not required to be included in the pass-through entity’s audit
report. However, the auditor of the pass-through entity should consider the
effects of reported instances of subrecipient noncompliance or indications of
weaknesses in the pass-through entity’s subrecipient-monitoring system that
could have a material effect on each of the pass-through entity’s major programs.
AICPA Technical Practice Aids
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Adjustment of Pass-Through Entity Financial Records and Reports
9.39 Questioned costs at the subrecipient level that are found to be
unallowable by the pass-through entity may require the pass-through entity to
adjust its financial records and its federal expenditure reports. The total of
allowable program costs in excess of required expenditure levels and the
requirements of individual programs regarding the timing of claims will affect
whether the pass-through entity will need to reflect a liability to the awarding
agency in its financial statements. As part of the finding-resolution process, the
pass-through entity should estimate the total unallowable costs that are
associated with each subrecipient finding and consider the need to adjust
financial records and federal expenditure reports. The failure of the passthrough entity to adjust its records and federal reports should be considered by
the auditor in forming an opinion on compliance for major programs.

For-Profit Subrecipients
9.40 Since Circular A-133 does not apply to for-profit subrecipients, the
pass-through entity is responsible for establishing requirements, as necessary,
to ensure compliance by for-profit subrecipients. Circular A-133 states that the
contract with the for-profit subrecipient should describe applicable compliance
requirements and the for-profit subrecipient’s compliance responsibility.
Methods to ensure compliance for federal awards made to for-profit subrecipi
ents may include pre-award audits, monitoring during the contract, and post
award audits. The auditor’s responsibilities related to for-profit subrecipients
are similar to those of not-for-profit Subrecipients, see paragraphs 9.24 through
9.35 (as applicable) for a further discussion of subrecipient monitoring.

Non-U.S.-Based Entities
9.41 Circular A-133 does not apply to non-U.S.-based entities expending
federal awards received either directly as a recipient or indirectly as a subre
cipient (see paragraph 2.6 for a further discussion of non-U.S.-based entities).
Therefore, the responsibilities that a pass-through entity and its auditor have
for a non-U.S.-based entity are the same as those for a for-profit subrecipient
(see paragraph 9.40).

State Designation of a Cluster of Programs
9.42 Circular A-133 includes a provision that allows a state to designate
as a cluster a grouping of closely related programs that share common compli
ance requirements. When designating a cluster of programs, a state is required
by Circular A-133 to identify the federal awards included in the cluster and to
advise subrecipients of the compliance requirements applicable to the cluster.
See paragraphs 1.18, 1.19, 2.18, 5.6, 7.4, and 8.30 for additional discussion of
clusters.

Circular A-133 Audit Considerations of Subrecipients
9.43 Auditors of subrecipients should be aware that subrecipients have
additional considerations under Circular A-133. These considerations are re
lated to additional compliance requirements established by the pass-through
entity, information included in the schedule of expenditures of federal awards,
audit findings, and the submission of the report.
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Additional Compliance Requirements Established by
Pass-Through Entities
9.44 Federal awards are normally distributed to subrecipients only on the
basis of properly completed and approved awards. These written agreements
require subrecipients to comply with the requirements of the federal agency
and, in some instances, additional requirements established by the passthrough entity. Hence, in addition to providing an audit satisfying the require
ments of Circular A-133, the auditor may be engaged to test compliance with
requirements specified by the pass-through entity.

Information Included in the Schedule of Expenditures of
Federal Awards
9.45 For federal awards received as a subrecipient, the schedule of expen
ditures of federal awards is required to include the name of the pass-through
entity and identifying number assigned by the pass-through entity. Circular
A-133 states that to make the schedule easier to use, subrecipients may choose
to provide information requested by federal awarding agencies and passthrough entities, although this information is not required. Chapter 5 includes
more detailed information about the schedule.

Audit Findings
9.46 Audit findings (for example, internal control findings, compliance
findings, questioned costs, or fraud) that relate to the same issue should be
presented as a single audit finding. Circular A-133 states that where practical,
audit findings should be organized by federal agency or pass-through entity
(see chapter 10 for an additional discussion of audit findings).

Submission of Report
9.47 Section 320(e) of Circular A-133 has additional report-submission
responsibilities for subrecipients. When a subrecipient is not required to
submit a reporting package to the pass-through entity (because it has no audit
findings or the summary schedule of prior audit findings does not report the
status of any audit findings), the subrecipient is required to provide written
notification of this to the pass-through entity. The required contents of the
written notification and the submission of the report by subrecipients are
discussed in paragraph 10.76.
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Chapter 10

AUDITOR REPORTING REQUIREMENTS AND
OTHER COMMUNICATION CONSIDERATIONS
IN A SINGLE AUDIT

Overview
10.1 In this chapter the auditor’s reporting requirements and other com
munication considerations in a single audit under Circular A-133 are dis
cussed. The auditor’s reporting requirements in a program-specific audit are
discussed in chapter 11.
10.2 The auditor’s reporting responsibilities in a single audit are driven
by the three levels of auditing standards and requirements: GAAS, Govern
ment Auditing Standards, and Circular A-133. These standards and require
ments expand the level of auditor responsibility from reporting on an auditee’s
financial statements to also reporting on internal control and on compliance.
The auditor has additional reporting responsibilities for the audit of the
financial statements in accordance with Government Auditing Standards (see
chapter 4), and for the compliance audit applicable to major programs in
accordance with Circular A-133 (see chapters 6 through 8). The auditor also
has additional communication considerations under GAAS and Government
Auditing Standards related to matters noted in the single audit.

Circular A-133 Requirements
Auditor's Reports

10.3 Circular A-133 requires the auditor’s report(s) to include—
•

An opinion (or disclaimer of opinion) on whether the financial state
ments are presented fairly in all material respects in conformity with
generally accepted accounting principles (GAAP) (see paragraph 10.12
for a discussion of the basis of accounting) and an opinion (or a
disclaimer of opinion) on whether the schedule of expenditures of
federal awards is presented fairly in all material respects in relation
to the financial statements taken as a whole.

•

A report on the internal control related to the financial statements and
on the internal control related to major programs. This report must
describe the scope of testing of internal control and the results of the
tests and, where applicable, must refer to the separate schedule of
findings and questioned costs.

•

A report on compliance with laws, regulations, and the provisions of
contracts or grant agreements, noncompliance with which could have
a material effect on the financial statements. This report must also
include an opinion (or a disclaimer of opinion) on whether the auditee
complied with laws, regulations, and the provisions of contracts or
grant agreements that could have a direct and material effect on each
major program, and where applicable, must refer to the separate
schedule of findings and questioned costs.
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A schedule of findings and questioned costs (see paragraphs 10.55
through 10.67).

The auditor’s reports recommended in this SOP are described in paragraphs
10.8 through 10.10 below.

Data Collection Form
10.4 Circular A-133 also requires the auditor to complete applicable
sections and sign a data collection form that summarizes the auditor’s results,
findings, and questioned costs (see paragraphs 10.71 through 10.73).

Other Communication Considerations
10.5 The auditor has certain additional communication considerations
under GAAS and Government Auditing Standards related to internal control,
noncompliance, fraud, illegal acts, and other matters noted in the single audit
(see paragraphs 10.13 through 10.30).

Reporting Package
10.6 The auditee is required to submit a reporting package that includes
the following:

•

Financial statements and a supplementary schedule of expenditures
of federal awards (see chapters 4 and 5);

•

Auditor’s reports (see paragraphs 10.8 through 10.10);

•

A summary schedule of prior audit findings (see paragraphs 10.68
through 10.70);

•

A corrective action plan (see paragraphs 10.68 through 10.70).

10.7 Although not part of the reporting package, the report submission to
the Federal Audit Clearinghouse (FAC) must also include the data collection
form described in paragraphs 10.71 through 10.73. The requirements for report
submission are discussed in paragraphs 10.74 through 10.79.

Recommended Auditor's Reports
10.8 Reporting on a financial statement audit and on the compliance
requirements applicable to each major program involves varying levels of
materiality and different forms of reporting. Circular A-133 states that the
auditor’s report(s) may be in the form of either combined or separate reports
and may be organized differently from the manner presented in the circular.
In an effort to make the reports understandable and to reduce the number of
reports issued, this SOP recommends that the following reports be issued:
a.

An opinion on the financial statements and on the supplementary
schedule of expenditures of federal awards (see paragraph 10.35
through 10.37)1

b.

A report on compliance and on internal control over financial report
ing based on an audit of financial statements performed in accord
ance with Government Auditing Standards (see paragraphs 10.38
through 10.40)

1 Note that in certain circumstances the auditor may report on the schedule of expenditures of
federal awards in his or her report on compliance with requirements applicable to each major
program and on internal control over compliance in accordance with Circular A-133. See paragraph
10.36 for a further discussion.
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c.

A report on compliance with requirements applicable to each major
program and on internal control over compliance in accordance with
Circular A-133 (see paragraphs 10.46 through 10.54)

d.

A schedule of findings and questioned costs (see paragraphs 10.55
through 10.67)

10.9 Example reports are provided in appendix D of this SOP. As noted
previously, those reports combine reports on compliance and internal control
at the financial statement audit level and at the major program compliance
audit level. Auditors need to understand the intended purpose of the reports
and should tailor the reporting to the specific auditee situation. Because the
reports issued to comply with Circular A-133 involve varying levels of materi
ality and different forms of reporting, auditors should exercise care in issuing
reports to ensure that they meet all of the varying reporting requirements of
GAAS, Government Auditing Standards, and Circular A-133. The basic ele
ments of each of the recommended reports are discussed later in this chapter.
Professional judgment should be exercised in any situation not specifically
addressed in this SOP.

10.10 Table 10.1 provides a matrix depicting the recommended auditor’s
reports in a single audit required by GAAS, Government Auditing Standards,
and Circular A-133.
Table 10.1
Recommended Reporting in Single Audits

Report

GAAS

Opinion (or disclaimer of opinion) on
financial statements and supplementary
schedule of expenditures of federal awards
Report on compliance and on internal
control over financial reporting based on
an audit of financial statements
Report on compliance and internal control
over compliance applicable to each major
program (this report must include an
opinion [or a disclaimer of opinion] on
compliance)
Schedule of findings and questioned costs

X

Required by—
Government
Auditing
Standards Circular A-133

X

X

X

X
X

X

Reporting on the Financial Statements and
Supplementary Schedule of Expenditures of
Federal Awards in Accordance With GAAS and
Government Auditing Standards
10.11 In this section the reporting and additional communication require
ments under GAAS and Government Auditing Standards that are related to a
financial statement audit and the supplementary schedule of expenditures of
federal awards are discussed.
§11,320-10.9
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Basis of Accounting
10.12 Circular A-133 and Government Auditing Standards do not pre
scribe the basis of accounting that must be used by auditees to prepare their
financial statements and the schedule of expenditures of federal awards.
However, auditees are required to disclose the basis of accounting and the
significant accounting policies used in preparing the financial statements and
the schedule of expenditures of federal awards. The auditee must also be able
to reconcile amounts presented in the financial statements to related amounts
included in the schedule of expenditures of federal awards. The auditor is
required to report whether the financial statements are presented fairly in all
material respects in conformity with GAAP and whether the schedule of
expenditures of federal awards is presented fairly in all material respects in
relation to the auditee’s financial statements taken as a whole (see paragraphs
4.3 and 10.13 for a discussion of the auditor’s responsibilities when the auditee
prepares its financial statements in conformity with a comprehensive basis of
accounting other than GAAP).

GAAS Requirements
10.13 The applicable reporting requirements are established in SAS No.
58, Reports on Audited Financial Statements (AICPA, Professional Standards,
vol. 1, AU sec. 508). For an auditee that prepares its financial statements in
conformity with a basis of accounting other than GAAP, auditors should follow
the guidance in SAS No. 62, Special Reports. In reporting on the supplemen
tary schedule of expenditures of federal awards, auditors should follow the
guidance in SAS No. 29, Reporting on Information Accompanying the Basic
Financial Statements in Auditor-Submitted Documents (AICPA, Professional
Standards, vol. 1, AU sec. 551). Auditors may also refer to the AICPA Audit
and Accounting Guides Not-For-Profit Organizations, Audits of State and
Local Governmental Units, Health Care Organizations, and Audits of Colleges
and Universities2 for additional guidance on reporting on the financial state
ments of specific industries. See also paragraphs 10.17 through 10.30 for a
discussion of additional reporting and communication requirements.
10.14 SAS No. 61, Communication With Audit Committees,* requires the
auditor to determine that certain matters related to the conduct of an audit are
communicated to those who have responsibility for the oversight of the finan
cial reporting process. Matters to be communicated include (among other
things) the auditor’s responsibilities, significant accounting policies, manage
ment judgments and accounting estimates, significant audit adjustments,
disagreements with management, and difficulties encountered in performing
the audit. In addition to the SAS No. 61 requirements described above, Gov
ernment Auditing Standards also requires the auditor to communicate certain
information during the planning stages of the audit. See paragraphs 3.14 and
3.15 for a further discussion.
2 Auditors should note that although Audits of Colleges and Universities has been superseded by
Not-for-Profit Organizations, it continues to be applicable in a governmental environment (that is,
public institutions).
In December 1999, the AICPA Auditing Standards Board issued SAS No. 89, Audit Adjust
ments, which, among other matters, amends SAS No. 61 to require the auditor to inform the audit
committee about uncorrected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented that were determined by management to be
immaterial, both individually and in the aggregate, to the financial statements taken as a whole. SAS
No. 89 is effective for audits of financial statements for periods beginning on or after December 15,
1999. Early adoption is permitted.
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Government Auditing Standards Requirements
10.15 Government Auditing Standards requires that in addition to re
porting on the financial statements, the auditor report on (1) compliance with
laws, regulations, and provisions of contracts and grant agreements that could
have a direct and material effect on the financial statements amounts and (2)
the scope of testing of the auditee’s internal control over financial reporting and
on the results of the tests.
10.16 The reporting standards for financial audits in Government Audit
ing Standards contain four additional reporting standards for financial state
ment audits beyond GAAS:
a.

When the report on the financial statement is submitted to comply
with a requirement for an audit in accordance with Government
Auditing Standards, audit reports should state that the audit was
made in accordance with generally accepted government auditing
standards. This SOP recommends the following language be included
in the auditor’s report to meet this requirement: “we conducted our
audit in accordance with generally accepted auditing standards and
the standards applicable to financial audits contained in Govern
ment Auditing Standards issued by the Comptroller General of
the United States.”3 Government Auditing Standards also acknow
ledges that an auditee may need a financial statement audit for
purposes other than to comply with a requirement calling for an audit
in accordance with Government Auditing Standards. For example,
the auditee may need a financial statement audit to issue bonds. In
this case, Government Auditing Standards permits auditors to issue
a separate report on the financial statements conforming only to the
requirements of GAAS (see paragraphs 5.11 through 5.14 of Govern
ment Auditing Standards).

b.

The report on the audit of the financial statements should either (1)
describe the scope of the auditor’s testing of compliance with laws
and regulations and internal control over financial reporting and
present the results of those tests or (2) refer to separate report(s)
containing that information (see paragraphs 5.15 through 5.28 of
Government Auditing Standards). When auditors report separately
on compliance with laws and regulations and internal control over
financial reporting, the report on the financial statements should
state that they have issued the additional report. It should also state
that the report on compliance with laws and regulations and internal
control over financial reporting is an integral part of an audit per
formed in accordance with Government Auditing Standards, and in
considering the results of the audit, that the report(s) should be read
in conjunction with the auditor’s report on the financial statements.
The financial statement reporting recommended in this SOP (appen
dix D, examples 1 and la), illustrates the secondoption to refer to a
separate report on compliance with certain provisions of laws, regu
lations, contracts, and grants and on internal control over financial
reporting. In presenting the results of tests, the auditor should report
fraud, illegal acts, other material noncompliance, and reportable
conditions in internal control (see paragraphs 10.17 through 10.30).

3 The standards applicable to financial audits include the general, fieldwork, and reporting
standards described in chapters 3, 4, and 5 of Government Auditing Standards.
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In some circumstances, the auditor should report fraud and illegal
acts directly to parties external to the audited entity (see paragraphs
10.23 through 10.25).

c.

If certain information is prohibited from general disclosure (that
is, prohibited from general disclosure by federal, state, or local
laws or regulations), the audit report should state the nature of
the information omitted and the requirement that makes the
omission necessary (see paragraphs 5.29 through 5.31 of Govern
ment Auditing Standards).

d.

Written audit reports are to be submitted by the audit organization
to the appropriate officials of the auditee and to the appropriate
officials of the organizations requiring or arranging for the audit
(including external funding organizations), unless legal restrictions
prevent it.4 Copies of the reports should also be sent to other officials
who have legal oversight authority or who may be responsible for
acting on audit findings and recommendations and to others author
ized to receive such reports. Unless restricted by law or regulation,
copies should be made available for public inspection (see paragraphs
5.32 through 5.35 of Government Auditing Standards).

Fraud, Illegal Acts, and Other Noncompliance
GAAS Requirements
10 .17 In SAS No. 54, Illegal Acts by Clients (AICPA, Professional Standards,
vol. 1, AU sec. 317.17), the auditor’s responsibilities with respect to the considera
tion of illegal acts,5 including communications with the audit committee or others
with equivalent authority or responsibility are discussed.6 Paragraph 17 of SAS
No. 54, requires the auditor to assure himself or herself that the audit commit
tee or others with equivalent authority and responsibility are adequately
informed with respect to illegal acts that come to the auditor’s attention. The
auditor need not communicate matters that are clearly inconsequential and
may reach agreement in advance with the audit committee on the nature of
such matters to be communicated. The communication should describe the act,
the circumstances of its occurrence, and its effect on the financial statements.
If senior management is involved, the auditor should communicate directly
with the audit committee. The communication may be oral or written. If the
communication is oral, the auditor should document it. Paragraphs 4.24
through 4.31 summarize the other requirements of SAS No. 54. The auditor
should also consider the effect of any noncompliance on the financial state
ments, and should modify the auditor’s report on those financial statements as
necessary in accordance with SAS No. 58.

10 .18 The auditor’s responsibilities for communications about fraud to
management, the audit committee, and others based on a financial statement
audit in accordance with GAAS are discussed in SAS No. 82, Consideration of
Fraud in a Financial Statement Audit. Whenever the auditor has determined
4 Note that when public accountants are engaged, the engaging organization should ensure that
the report is distributed appropriately.
5 SAS No. 54 defines the term illegal acts as violations of laws or government regulations.
6 For auditees that do not have audit committees, the phrase “others with equivalent authority
and responsibility” may include the board of directors, the board of trustees, or the owner in
owner-managed entities.
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that there is evidence that fraud may exist, that matter should be brought to
the attention of an appropriate level of management. This is generally appro
priate even if the matter might be considered inconsequential, such as a minor
defalcation by an employee at a low level in the auditee’s organization. Fraud
involving senior management and fraud that causes a material misstatement
of the financial statements should be reported directly to the audit committee.
The disclosure of possible fraud to parties other than the auditee’s senior
management and its audit committee is ordinarily not part of the auditor’s
responsibility and would ordinarily be precluded by the auditor’s ethical or
legal obligations of confidentiality unless the matter is reflected in the audi
tor’s report. The auditor should recognize, however, that in the following
circumstances a duty to disclose outside the auditee may exist:

•

To comply with certain legal and regulatory requirements

•

To a successor auditor when the successor makes inquiries in accord
ance with SAS No. 84, Communications Between Predecessor and
Successor Auditors

•

In response to a subpoena

•

To a funding agency or other specified agency in accordance with the
requirements for audits of entities that receive governmental financial
assistance (see paragraphs 10.23 through 10.25)

10.19 When the auditor, as a result of the assessment of the risk of
material misstatement due to fraud, has identified risk factors that have
continuing control implications (whether or not transactions or adjustments that could be the result of fraud have been detected), the auditor
should consider whether these risk factors represent reportable conditions
that relate to the auditee’s internal control and that should be communi
cated to senior management and the audit committee (see paragraphs 10.26
through 10.30). The auditor may also wish to communicate other risk
factors that are identified, when the auditee can reasonably take actions to
address the risk.

10.20 In paragraphs 38 through 40 of SAS No. 82 (AICPA, Professional
Standards, vol. 1, AU sec. 316.38-.40), the communication requirements of
SAS No. 82 are further discussed. In paragraphs 4.32 through 4.37 of this SOP,
the other requirements of SAS No. 82 are summarized. See paragraphs 6.7
through 6.12 for a discussion of the auditor’s consideration of fraud risk in an
audit of an auditee’s compliance with specified requirements applicable to its
major programs.
Government Auditing Standards Requirements
10.21 With regard to fraud and illegal acts, Government Auditing Stand
ards requires auditors to report relevant information (in writing) when the
auditor concludes, based on evidence obtained, that fraud or an illegal act has
occurred or is likely to have occurred.[7] Auditors do not need to report infor
mation about fraud or illegal acts that is clearly inconsequential. Therefore,
auditors are required to present in the report the same fraud and illegal acts
that they report to audit committees under GAAS (see paragraphs 10.17 through
10.20). Government Auditing Standards also requires auditors to report other
noncompliance (for example, a violation of a contract provision) that is material
[7] [Deleted.]
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to the financial statements. In presenting fraud, illegal acts, or other noncom
pliance that are required to be reported, auditors should follow the report
contents standards in chapter 7 of Government Auditing Standards for objec
tives, scope, and methodology; audit results; the views of responsible officials;
and report presentation standards (as appropriate).

10.22 When auditors detect fraud, illegal acts, or other noncompliance
that do not meet the criteria in paragraph 5.18 of Government Auditing
Standards for reporting (summarized in paragraph 10.21), paragraph 5.20 of
Government Auditing Standards requires auditors to communicate those find
ings to the auditee, preferably in writing. If auditors have communicated those
findings in a management letter to top management, they should refer to that
management letter when they are reporting on compliance. Auditors should
document in their working papers all communications to the auditee about
fraud, illegal acts, or other noncompliance.
Direct Reporting of Fraud and Illegal Acts

10.23 Paragraphs 5.21 through 5.25 of Government Auditing Standards
provide guidance on the direct reporting of fraud and illegal acts. Government
Auditing Standards requires that in addition to any legal requirements for the
direct reporting of fraud or illegal acts, auditors must report fraud or illegal
acts directly to parties outside the auditee in the following two circumstances
(auditors should meet these requirement even if they have resigned or been
dismissed from the audit):
a.

The auditee may be required by law or regulation to report certain
fraud or illegal acts to specified external parties (for example, to a
federal inspector general or a state attorney general). If auditors
have communicated such fraud or illegal acts to the auditee, and it
fails to report them, then auditors should communicate their aware
ness of that failure to the auditee’s governing body. If the auditee
does not make the required report as soon as practicable after the
auditors’ communication with its governing body, then the auditors
should report the fraud or illegal acts directly to the external party
specified in the law or regulation.

b.

When fraud or an illegal act involves assistance received directly or
indirectly from a government agency, auditors may have a duty to
report it directly if management fails to take remedial steps. If
auditors conclude that such failure is likely to cause them to depart
from the standard report on the financial statement or resign from
the audit, then they should communicate that conclusion to the
auditee’s governing body. Then, if the auditee does not report the
fraud or illegal act as soon as practicable to the entity that provided
the government assistance, the auditors should report the fraud or
illegal act directly to that entity.

10.24 In both of these situations, auditors should obtain sufficient, com
petent, and relevant evidence (for example, by confirmation with outside
parties) to corroborate assertions by management that it has reported fraud or
illegal acts. If they are unable to do so, the auditors should report the fraud or
illegal acts directly, as discussed previously.
10.25 Paragraph 4.16 of Government Auditing Standards reminds audi
tors that under some circumstances, laws, regulations, or policies may require
them to report indications of certain types of fraud or illegal acts promptly to
AICPA Technical Practice Aids
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law enforcement or investigatory authorities. When auditors conclude that this
type of fraud or illegal act either has occurred or is likely to have occurred, they
should ask those authorities, legal counsel, or both, if reporting certain infor
mation about that fraud or illegal act would compromise investigative or legal
proceedings. Auditors should limit their reporting to matters that would not
compromise those proceedings, such as information that is already a part of the
public record.

Internal Control Over Financial Reporting
10.26 SAS No. 60, Communication of Internal Control Related Matters
Noted in an Audit, provides guidance in identifying and reporting conditions
that relate to an auditee’s internal control observed during an audit of financial
statements. In addition to providing guidance on communicating reportable
conditions and identifying material weaknesses in the internal control over
financial reporting, SAS No. 60 states that because timely communication may
be important, the auditor may choose to communicate significant matters
related to the internal control over financial reporting during the course of the
audit rather than after the audit is concluded.

10.27 Written reporting on internal control matters under Government
Auditing Standards is based on the auditor’s consideration of the internal
control over financial reporting as required by SAS No. 55, Consideration of
Internal Control in a Financial Statement Audit, as amended by SAS No. 78,
Consideration of Internal Control in a Financial Statement Audit: An Amend
ment to SAS No. 55. The report does not express an opinion on the auditee’s
internal control over financial reporting, but rather describes the extent of the
work performed, as required by SAS No. 55. The report includes the require
ments of SAS No. 60, as well as the additional requirements of Government
Auditing Standards.
10.28 With regard to matters noted in an audit that relate to the
internal control over financial reporting, paragraph 5.26 of Government
Auditing Standards requires auditors to report deficiencies in internal
control that they consider to be reportable conditions as defined by SAS No.
60. Paragraph 17 of SAS No. 60 prohibits the auditor from issuing a written
report representing that no reportable conditions were noted during an
audit. The illustrative report in example 2 of appendix D provides recom
mended language that satisfies the requirements of Government Auditing
Standards when no reportable conditions are noted during an audit. In
reporting reportable conditions, auditors are required to identify those that
are individually or cumulatively material weaknesses. Auditors should
follow the report contents standards in chapter 7 of Government Auditing
Standards when reporting reportable conditions or material weaknesses.
The illustrative report in example 2a of appendix D provides recommended
language that satisfies the requirements of Government Auditing Stand
ards when reportable conditions (whether or not they are considered to be
material weaknesses) are noted during an audit.

10.29 Paragraph 5.28 of Government Auditing Standards states that
when auditors detect deficiencies in the internal control that are not reportable
conditions, they should communicate those deficiencies to the auditee, prefer
ably in writing. If the auditors have communicated those deficiencies in inter
nal control in a management letter to top management, they should refer to
that management letter when they report on internal control (examples 2 and
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2a of appendix D illustrate such a reference to the management letter). All
communications to the auditee about deficiencies in the internal control should
be documented in the working papers.

10.30 The following table summarizes the differences between SAS No.
60 and Government Auditing Standards with respect to reporting internal
control matters.
Government
Auditing Standards
When is reporting required?
What is the form of the report?

Should the auditor separately
identify those reportable conditions
that are significant enough to be
material weaknesses?

In every financial
statement audit
Written

Yes

SAS No. 60
When reportable
conditions are noted
Oral or written,
preferably in writing
Permitted but not
required

Reporting When Portions of a Governmental Reporting
Entity Do Not Have an Audit in Accordance With
Government Auditing Standards
10.31 Since the implementation of Governmental Accounting Standards
Board (GASB) Statement No. 14, The Financial Reporting Entity, it is becom
ing more frequent for governments that are required to have an audit in
accordance with Government Auditing Standards to include as part of the
reporting entity component units that are not required to have such an audit.
When this occurs, the auditor should consider modifying his or her report on
the financial statements and also the report issued to meet the requirements
of Government Auditing Standards.

10.32 With regard to the report on the financial statements of the report
ing entity, if a material component unit or fund is not required to have an audit
in accordance with Government Auditing Standards and the report on the
financial statements is required to state that the audit was performed in
accordance with Government Auditing Standards, the auditor should modify
the scope paragraph of the report on the financial statements to indicate the
portion of the reporting entity that was not audited in accordance with Govern
ment Auditing Standards. Example wording that could be used in this situ
ation follows:
We conducted our audit in accordance with generally accepted auditing stand
ards and the standards applicable to financial audits contained in Government
Auditing Standards, issued by the Comptroller General of the United States.
Those standards require that we plan and perform the audit to obtain reason
able assurance about whether the financial statements are free of material
misstatement. The financial statements of {name of fund or component unit]
were not audited in accordance with Government Auditing Standards. An audit
includes examining....

10.33 With regard to the report issued on compliance and on the internal
control over financial reporting based on an audit of financial statements
performed in accordance with Government Auditing Standards, the auditor
should modify the scope paragraph of example 2 or 2a of appendix D to indicate
AICPA Technical Practice Aids
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the portion of the reporting entity that was not audited in accordance with
Government Auditing Standards. Example wording that could be used in this
situation follows:
We have audited the financial statements of Example Entity as of and for the
year ended June 30, 19X1, and have issued our report thereon dated August
15, 19X1. We conducted our audit in accordance with generally accepted
auditing standards and the standards applicable to financial audits contained
in Government Auditing Standards, issued by the Comptroller General of the
United States. The financial statements of [name of fund or component unit]
were not audited in accordance with Government Auditing Standards.

Implementing Regulations of Certain Federal Awarding
Agencies May Define Entity to Be Audited Differently
Than GAAP
10.34 The regulations implementing Circular A-133 may define the entity
to be audited for single audit purposes differently than the reporting entity
would be defined in accordance with GAAP. For example, SOP 94-3, Reporting
of Related Entities by Not-for-Profit Organizations, requires presentation of
consolidated financial statements when one NPO (the parent) controls the
voting majority of the Board of and has an economic interest in another NPO.
If the regulations of the federal agency that provides federal awards to the
parent define the entity for single audit purposes to consist of only the parent,
audited parent-only financial statements instead of consolidated financial
statements must be submitted to comply with these regulations. If consoli
dated financial statements are not also prepared as required by GAAP, the
auditor should consider whether other than an unqualified opinion due to a
material departure from GAAP should be expressed on the parent-only finan
cial statements. See paragraphs 35 through 60 of SAS No. 58, Reports on
Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec.
508.35-.60) for guidance on reporting when there is a departure from GAAP.

Opinion on the Financial Statements and on the Supplementary
Schedule of Expenditures of Federal Awards
Report Requirements
10.35 The auditor’s standard report on the financial statements and on
the supplementary schedule of expenditures of federal awards identifies the
financial statements audited in an opening (introductory) paragraph, describes
the nature of an audit in a scope paragraph, and expresses the auditor’s opinion
on the financial statements and supplementary schedule of expenditures of
federal awards in separate opinion paragraphs. The basic elements of the
report are—

a.

A title that includes the word independent.

b.

A statement that the financial statements identified in the report
were audited.

c.

A statement that the financial statements are the responsibility of
the auditee’s management and that the auditor’s responsibility is to
express an opinion on the financial statements based on his or her
audit.
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d.

A statement that the audit was conducted in accordance with GAAS
and the standards applicable to financial audits contained in Gov
ernment Auditing Standards issued by the Comptroller General of
the United States.8

e.

A statement that those standards require that the auditor plan and
perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement.

f.

A statement that an audit includes—
•

Examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements.

•

Assessing the accounting principles used and significant esti
mates made by management.

•

Evaluating the overall financial statement presentation.

g.

A statement that the auditor believes that the audit provides a
reasonable basis for his or her opinion.

h.

For a government, an opinion on whether the financial statements
present fairly, in all material respects, the financial position ofthe auditee
as of the balance sheet date, and the results ofits operations and the cash
flows of its proprietary fund types and nonexpendable trust funds for the
period then ended in conformity with GAAP; for a not-for-profit organi
zation, an opinion on whether the financial statements present fairly, in
all material respects, the financial position of the auditee as of the date
of the statement of financial position, and the changes in its net assets
and its cash flows for the period then ended in conformity with GAAP.9

i.

A reference to the separate report on compliance with certain provisions
of laws, regulations, contracts, and grant agreements and on the inter
nal control over financial reporting prepared in accordance with Gov
ernment Auditing Standards™ which includes a statement that the
separate report is an integral part of an audit performed in accordance
with GovernmentAuditing Standards and should be read in conjunction
with the report on the financial statements in considering the results of
the audit. If the reporting on compliance and internal control over
financial reporting is included in the report on the financial statements,
the reference to the separate report is not required (this SOP recom
mends separate reporting). See paragraph 10.16.

j.

A description of the accompanying supplementary information (for
example, the schedule of expenditures of federal awards, combining
and individual fund and account group financial statements and
schedules, etc.). This identification may be by descriptive title or by
page number of the document.

k.

A statement that the accompanying supplementary information,
including the schedule of expenditures of federal awards required by

8 See footnote 3.
9 If an auditee prepares its financial statements in conformity with a comprehensive basis of
accounting other than GAAP, the auditor is still required to express or disclaim an opinion and should
follow the reporting in SAS No. 62, Special Reports.
10 See paragraphs 10.15,10.16, and 10.21 through 10.30 for a discussion of reporting on compli
ance and on the internal control based on a financial statement audit in accordance with Government
Auditing Standards.
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Circular A-133, is presented for purposes of additional analysis and
is notarequired part ofthe financial statements.11 See paragraph 10.36.

l.

An opinion on whether the accompanying supplementary informa
tion is fairly stated, in all material respects, in relation to the
financial statements taken as a whole.

m. The manual or printed signature of the auditor’s firm.

n.

The date of the audit report.

Reporting on the Schedule of Expenditures of Federal Awards
10.36 This SOP recommends that the auditor report on the schedule of
expenditures of federal awards in the report on the financial statements.
However, some entities do not present the schedule with the financial state
ments (that is, a separate single audit package is issued). In such a circum
stance, the required reporting on the schedule may be incorporated in the
report issued to meet the requirements of Circular A-133. Examples 3 (footnote
34) and 3a (footnote 40) of appendix D, illustrate how to incorporate the
reporting on the schedule into the Circular A-133 report. See also paragraphs
10.50 through 10.52 for information on dating the reports in this situation and
paragraph 10.13 for a further discussion of reporting on the schedule.

10.37 Examples of the auditor’s opinion on the financial statements and
on the supplementary schedule of expenditures of federal awards are pre
sented in examples 1 and la of appendix D.

Report on Compliance and on Internal Control Over Financial
Reporting Based on an Audit of Financial Statements Performed
in Accordance With Government Auditing Standards
10.38 This SOP recommends that the reporting on the scope of the auditor’s
testing of compliance and on the internal control over financial reporting based on
an audit of the financial statements as required by Government Auditing Stand
ards be combined in one report (see paragraphs 10.8 through 10.10).
10.39 The basic elements of the auditor’s standard report on compliance
and on the internal control over financial reporting (see paragraph 4.12) based
on an audit of the financial statements in accordance with Government Audit
ing Standards are—
a.

A statement that the auditor has audited the financial statements of the
auditee and a reference to the auditor’s report on the financial state
ments, including a description of any departure from the standard report.

b.

A statement that the audit was conducted in accordance with GAAS
and with the standards applicable to financial audits contained in
Government Auditing Standards issued by the Comptroller General
of the United States.12

c.

A statement that as part of obtaining reasonable assurance about
whether the auditee’s financial statements are free of material
misstatement, the auditor performed tests of the auditee’s compli
ance with certain provisions of laws, regulations, contracts, and
grants, noncompliance with which could have a direct and material
effect on the determination of financial statement amounts.

11 If the report on the financial statements is issued for an audit that is not subject to Circular
A-133 (that is, an audit in accordance with GAAS and Government Auditing Standards only), this
reference to the schedule of expenditures of federal awards and Circular A-133 should be deleted.
12 See footnote 3.
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d.

A statement that providing an opinion on compliance with those
provisions was not an objective of the audit and that, accordingly, the
auditor does not express such an opinion.

e.

A statement that notes whether the results of tests disclosed in

stances of noncompliance that are required to be reported under
Government Auditing Standards13 and, if they are, describes the
instances of noncompliance or refers to the schedule of findings and
questioned costs in which they are described.14
f.

If applicable, a statement that certain immaterial instances of noncompliance were communicated to management in a separate let
ter.15

g.

A statement that in planning and performing the audit, the auditor
considered the auditee’s internal control over financial reporting in
order to determine the auditing procedures for the purpose of ex
pressing an opinion on the financial statements and not to provide
assurance on the internal control over financial reporting.

h.

If applicable, a statement that reportable conditions were noted and
the definition of a reportable condition.

i.

If no reportable conditions are noted, a statement that the auditor’s
consideration of the internal control over financial reporting would
not necessarily disclose all matters in the internal control that might
be material weaknesses; if reportable conditions are noted, a state
ment that the auditor’s consideration of the internal control over
financial reporting would not necessarily disclose all matters in the
internal control that might be reportable conditions and, accordingly,
would not necessarily disclose all reportable conditions that are also
considered to be material weaknesses.

j.

If applicable, a description of the reportable conditions noted or a
reference to the schedule of findings and questioned costs in which
the reportable conditions are described.16

k.

The definition of a material weakness.

l.

If applicable, a statement about whether the auditor believes any of the
reportable conditions noted are material weaknesses and, if they are,
describes the material weaknesses noted or refers to the schedule of
findings and questioned costs in which they are described.17 If there
are no reportable conditions noted, a statement is made that no
material weaknesses were noted.

13 See paragraph 10.21 for a discussion of noncompliance matters that need to be reported under
Government Auditing Standards.
14 For an audit that is not subject to Circular A-133 (that is, in accordance with Government
Auditing Standards only), any reportable instances of noncompliance, reportable conditions, and
material weaknesses can either be described in the body of the report or the report can refer to a
separate schedule that summarizes the findings noted. This statement should be modified accord
ingly. For an audit in accordance with Circular A-133, all findings, including those required to be
reported under Government Auditing Standards, must be included in the schedule of findings and
questioned costs.
15 See paragraph 10.22 for a discussion of reporting other noncompliance matters to top manage
ment in accordance with Government Auditing Standards.
16 See footnote 14.
17 See footnote 14.
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m.

If applicable, a statement that other matters involving the internal
control over financial reporting were communicated to management
in a separate letter.18

n.

A separate paragraph at the end of the report stating that the report
is intended solely for the information and use of the audit committee,
management, specified legislative or regulatory bodies, federal
awarding agencies, and (if applicable) pass-through entities and is
not intended to be and should not be used by anyone other than these
specified parties.19,20

•

o.

The manual or printed signature of the auditor’s firm.

p.

The date of the auditor’s report.

[Revised, June 1999, to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]

10.40 Examples of the auditor’s report on compliance and on the internal
control over financial reporting based on an audit of the financial statements
in accordance with Government Auditing Standards are included in examples
2 and 2a of appendix D.

Reporting on a Compliance Audit of Major
Federal Programs
10.41 In this section the auditor’s reports that are issued based on a
compliance audit of major programs in accordance with Circular A-133 are
discussed. The report on compliance with requirements applicable to major
programs expresses the auditor’s opinion on whether the auditee complied
with the requirements that, if noncompliance occurred, could have a direct and
material effect on a major program. Although the guidance in SAS No. 58
addresses reporting on audited financial statements, auditors may find its
guidance useful when reporting on a compliance audit of major programs.

Material Instances of Noncompliance
10.42 When the audit of an auditee’s compliance with requirements
applicable to a major program detects material instances of noncompliance
with those requirements, the auditor should express a qualified or adverse
opinion. The auditor should state the basis for such an opinion in the report
(see examples 3a and 5 of appendix D). The auditor should also consider the
cumulative effect of all instances of noncompliance on the financial statements.
See paragraphs 6.13 through 6.16 for a further discussion of material instances
of noncompliance.

Scope Limitations
10.43 Testing an auditee’s compliance with laws, regulations, and the
provisions of contracts or grant agreements (referred to as “compliance require18 See paragraph 10.29 for a discussion of other internal control matters to be communicated to
top management in accordance with Government Auditing Standards.
19 For an audit that is not subject to Circular A-133 (that is, in accordance with Government
Auditing Standards only), the reference to federal awarding agencies and pass-through entities
should be deleted.
20 This paragraph conforms to SAS No. 87, Restricting the Use of an Auditor’s Report (AICPA,
Professional Standards, vol. 1, AU sec. 532). See SAS No. 87 for additional guidance on restricted-use
reports. [Revised, June 1999, to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]
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meats”) requires the auditor to make a comply/noncomply decision about an
auditee’s adherence to those compliance requirements. The auditor is able to
express an unqualified opinion only if he or she has been able to apply all the
procedures the auditor considers necessary in the circumstances. Restrictions
on the scope of the audit—whether imposed by the client or by circumstances
such as the timing of the auditor’s work, an inability to obtain sufficient
competent evidential matter, or an inadequacy in the accounting records—may
require auditors to qualify their opinion or to disclaim an opinion. In these
instances, the reasons for such a qualification or disclaimer of opinion should
be described in the auditor’s report. Furthermore, the auditor should consider
the effects of such instances on his or her ability to express an unqualified
opinion on the financial statements. See example 4 of appendix D for an
illustration of a qualified opinion on compliance due to a scope limitation.
10.44 The auditor’s decision to qualify or disclaim an opinion because of
a scope limitation depends on his or her assessment of the importance of the
omitted procedure(s) to his or her ability to form an opinion on compliance with
requirements governing each major program. This assessment will be affected
by the nature and magnitude of the potential effects of the matters in question
and by their significance to each major program. When restrictions that
significantly limit the scope of the audit are imposed by the client, the auditor
generally should disclaim an opinion on compliance.
10.45 When disclaiming an opinion because of a scope limitation, the
auditor should indicate in a separate paragraph all of the substantive reasons
for the disclaimer. The auditor should state that the scope of his or her audit
was not sufficient to warrant the expression of an opinion. The auditor should
not identify the procedures that were performed or include a paragraph de
scribing the characteristics of an audit (that is, the scope paragraph); to do so
may tend to overshadow the disclaimer. In addition, the auditor should disclose
any reservations he or she has regarding compliance with applicable laws and
regulations.

Report on Compliance With Requirements Applicable to Each
Major Program and on Internal Control Over Compliance in
Accordance With Circular A-133
Report Requirements
10.46 The basic elements of the auditor’s standard report on compliance
with requirements applicable to each major program and on the internal
control over compliance (see paragraph 4.12) in accordance with Circular
A-133 are—
a.

A statement that the auditor has audited the compliance of the
auditee with the types of compliance requirements described in the
0MB Circular A-133 Compliance Supplement that are applicable to
each of its major programs.

b.

A statement that the auditee’s major programs are identified in the
summary of the auditor’s results section of the accompanying sched
ule of findings and questioned costs (see paragraph 10.56).

c.

A statement that compliance with the requirements of laws, regula
tions, contracts, and grants applicable to each of the auditee’s major
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federal programs is the responsibility of the auditee’s management,
and that the auditor’s responsibility is to express an opinion on the
auditee’s compliance based on the audit.

d.

A statement that the audit of compliance was conducted in accord
ance with GAAS, the standards applicable to financial audits con
tained in Government Auditing Standards issued by the Comptroller
General of the United States, 1 and Circular A-133.

e.

A statement that those standards and Circular A-133 require that
the auditor plan and perform the audit to obtain reasonable assur
ance about whether noncompliance with the types of compliance
requirements that could have a direct and material effect on a major
federal program occurred.

f.

A statement that an audit includes the examining, on a test basis,
evidence about the auditee’s compliance with those requirements
and performing of such other procedures as the auditor considered
necessary in the circumstances.

g.

A statement that the auditor believes that the audit provides a
reasonable basis for the auditor’s opinion.

h.

A statement that the audit does not provide a legal determination of
the auditee’s compliance with those requirements.

i.

If instances of noncompliance are noted that result in an opinion
modification, a reference to a description in the accompanying sched
ule of findings and questioned costs, including—
•

The reference number(s) of the finding(s).

•

An identification of the type(s) of compliance requirements and
related major program(s).

•

A statement that compliance with such requirements is neces
sary, in the auditor’s opinion, for the auditee to comply with the
requirements applicable to the program(s).

j.

An opinion on whether the auditee complied, in all material respects,
with the types of compliance requirements that are applicable to each
of its major federal programs.

k.

If applicable, a statement that the results of the auditing procedures
disclosed instances of noncompliance that are required to be reported
in accordance with Circular A-133 and a reference to the schedule of
findings and questioned costs in which they are described.22

l.

A statement that the auditee’s management is responsible for estab
lishing and maintaining effective internal control over compliance
with the requirements of laws, regulations, contracts, and grants
applicable to federal programs.

m. A statement that in planning and performing the audit, the auditor
considered the auditee’s internal control over compliance with require21 See footnote 3.
22 See paragraph 10.63 for a discussion of the audit findings that are required to be reported
under Circular A-133.
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meats that could have a direct and material effect on a major federal
program, to determine the auditing procedures for the purpose of
expressing an opinion on compliance and to test and report on the
internal control over compliance in accordance with Circular A-133.
n.

If applicable, a statement that reportable conditions were noted and
the definition of a reportable condition.

o.

If applicable, a reference to a description of reportable conditions
noted in the accompanying schedule of findings and questioned costs,
including the reference number of the finding(s).

p.

If no reportable conditions are noted, a statement that the auditor’s
consideration of the internal control over compliance would not
necessarily disclose all matters in internal control that might be
material weaknesses; if reportable conditions are noted, a statement
that the auditor’s consideration of the internal control over compli
ance would not necessarily disclose all matters in the internal control
that might be reportable conditions and, accordingly, would not
necessarily disclose all reportable conditions that are also considered
to be material weaknesses.

q.

The definition of a material weakness.

r.

If applicable, a statement about whether the auditor believes any of
the reportable conditions noted are material weaknesses and, if they
are, a reference to a description of the material weaknesses in the
schedule of findings and questioned costs, including the reference
number of the finding(s). If there are no reportable conditions, a
statement is made that no material weaknesses were noted.

s.

A separate paragraph at the end of the report stating that the report
is intended solely for the information and use of the audit committee,
management, specified legislative or regulatory bodies, federal
awarding agencies, and (if applicable) pass-through entities and is
not intended to be and should not be used by anyone other than these
specified parties.23

t.

The manual or printed signature of the auditor’s firm.

u.

The date of the auditor’s report.

[Revised, June 1999, to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]

Option to Report on the Schedule of Expenditures of Federal Awards
10.47 This SOP recommends reporting on the schedule of expenditures of
federal awards in the report on the financial statements. However, in certain
circumstances (for example, when a separate single-audit package is issued),
the required reporting on the schedule may be incorporated into the report
described in paragraph 10.46. See paragraph 10.36 for a further discussion.
Examples 3 (footnote 34) and 3a (footnote 40) of appendix D, illustrate this
reporting option.

No Requirement to Refer to Management Letter
10.48 It is important to note that all audit findings required to be reported
under Circular A-133 must be included in the schedule of findings and ques
23 This paragraph conforms to SAS No. 87, Restricting the Use of an Auditor’s Report (AICPA,
Professional Standards, vol. 1, AU sec. 532). See SAS No. 87 for additional guidance on restricted-use
reports. [Revised, June 1999, to reflect the conforming changes necessary due to the issuance of
recent authoritative literature.]
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tioned costs (see paragraphs 10.55 and 10.56). A separate letter (that is,
management letter) may not be used to communicate such matters to top
management in lieu of reporting them as audit findings in accordance with
Circular A-133. Since all reportable findings are included in the schedule, there
is no requirement for the auditor to refer to the management letter in the
report described in paragraph 10.46.

10.49 An example of the auditor’s report on compliance with require
ments applicable to each major program and on the internal control over
compliance in accordance with Circular A-133 is presented in examples 3, 3a,
4, and 5 of appendix D.

Other Reporting Considerations
Dating of Reports
10.50 Since the report on the supplementary schedule of expenditures of
federal awards indicates that the auditor is reporting “in relation to” the basic
financial statements, it should carry the same date as that on the report on
these statements. Furthermore, since the report on compliance and internal
control over financial reporting, as required by Government Auditing Stand
ards, relates to the audit of the financial statements and is based on the GAAS
audit procedures performed, it should also carry the same date.

10.51 The auditor’s report on compliance and on the internal control over
compliance related to major programs, as required by Circular A-133, should
ordinarily have the same date as that of the other reports, but may carry a later
date, because some of the audit work to satisfy Circular A-133 requirements
may be done subsequent to the work on the financial statements. When this is
the case, the reporting required by Circular A-133 should be dated at the later
date (that is, when the fieldwork required to support the report on the audit of
compliance is completed). The auditor should perform subsequent events
procedures from the date of the report on the financial statements to the date
of the report on the compliance audit in accordance with SAS No. 1, section 560,
Subsequent Events (AICPA, Professional Standards, vol. 1, AU sec. 560). If,
after issuing the report on the financial statements, the auditor becomes aware
of instances of noncompliance that could be material to such statements, he or
she should follow the guidance in SAS No. 1, section 561, Subsequent Discovery
of Facts Existing at the Date of the Auditor’s Report (AICPA, Professional
Standards, vol. 1, AU sec. 561).

10.52 This SOP recommends reporting on the schedule of expenditures of
federal awards in the report on the financial statements. However, as noted in
paragraphs 10.36 and 10.47, there may be circumstances in which the auditor
reports on the schedule in the report on compliance and the internal control
over compliance issued to meet Circular A-133 requirements. In this situation,
the report issued to meet Circular A-133 requirements must be dated the same
as the report on the financial statements. This is because the report on the
schedule is “in relation to” the basic financial statements. If using the same
date is not possible because the work to satisfy Circular A-133 requirements is
not complete as of the date of the financial statement report, the auditor has
two options:
a.

The auditor can dual date the report issued to meet Circular A-133
requirements. The date relating to the portion of the report pertain-
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ing to the schedule of expenditures of federal awards would be the
same as the date of the financial statement report. The date pertain
ing to the remainder of the report would be the date on which the
work done to satisfy Circular A-133 requirements is completed. Refer
to SAS No. 1, section 530 Dating of the Independent Auditor’s Report
(AICPA, Professional Standards, vol. 1, AU sec. 530).

b.

The auditor can issue a separate report on the schedule of expendi
tures of federal awards, dated the same date as that of the financial
statement report.

In some instances, the auditor may be engaged to issue a stand-alone opinion
on the schedule either as part of the report issued to meet the requirements of
Circular A-133 or separately (dated the same as the Circular A-133 report). The
auditor should follow the guidance in SAS No. 58 when issuing such a report.

Other Auditors
10.53 When more than one independent auditor is involved in a single
audit performed under Circular A-133, the auditor should refer to guidance in
paragraphs 12 and 13 of SAS No. 58 (AICPA, Professional Standards, vol. 1,
AU sec. 508.12 and .13) regarding an opinion on financial statements based in
part on the report of another auditor, as well as SAS No. 1, section 543, Part of
Audit Performed by Other Independent Auditors (AICPA, Professional Stand
ards, vol. 1, AU sec. 543).

When the Audit of Federal Awards Does Not Encompass the
Entirely of the Auditee's Operations
10.54 If the audit of federal awards did not encompass the entirety of the
auditee’s operations expending federal awards, the operations that are not
included should be identified in a separate paragraph following the first
paragraph of the report on major programs (see also the discussion in para
graph 3.30). An example of such a paragraph follows:
Example Entity’s general-purpose financial statements include the operations
of the [identify component unit or department], which received [include dollar
amount] in federal awards which is not included in schedule during the year
ended June 30,19X1. Our audit, described below, did not include the operations
of [identify component unit or department] because [state the reason for the
omission, such as the component unit engaged other auditors to perform an audit
in accordance with OMB Circular A-133].

Schedule of Findings and Questioned Costs
10.55 Circular A-133 requires the auditor to prepare a schedule of find
ings and questioned costs, which should include the following three sections:
a.

A summary of the auditor’s results

b.

Findings relating to the financial statements which are required to
be reported in accordance with Government Auditing Standards

c.

Findings and questioned costs for federal awards

What Should Be Reported
10.56 Specifically, Circular A-133 requires the schedule of findings and
questioned costs to contain—
a.

A summary of the auditor’s results, which must include—
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•

The type of report the auditor issued on the financial statements
of the auditee (that is, unqualified opinion, qualified opinion,
adverse opinion, or disclaimer of opinion).

•

Where applicable, a statement that reportable conditions in
internal control were disclosed by the audit of the financial
statements and whether any such conditions were material
weaknesses.24

•

A statement on whether the audit disclosed any noncompliance
that is material to the financial statements of the auditee.

•

Where applicable, a statement that reportable conditions in the
internal control over major programs were disclosed by the audit
and whether any such conditions were material weaknesses.25

•

The type of report the auditor issued on compliance for major
programs (that is, unqualified opinion, qualified opinion, ad
verse opinion, or disclaimer of opinion).

•

A statement on whether the audit disclosed any audit findings
that the auditor is required to report under section 510(a) of
Circular A-133 (see paragraph 10.63).

•

An identification of major programs.

•

The dollar threshold used to distinguish between type A and type
B programs as described in section 520(b) of Circular A-133 (see
paragraphs 7.4 through 7.9).

•

A statement on whether the auditee qualified as a low-risk
auditee under section 530 of Circular A-133 (see paragraph
7.25).

b.

Findings relating to the financial statements which are required to
be reported in accordance with Government Auditing Standards (see
the discussion in paragraphs 10.57 through 10.62 for further detail).

c.

Findings and questioned costs for federal awards, which must in
clude audit findings as defined in section 510(a) of Circular A-133
(see paragraph 10.63). Circular A-133 also requires the following
with regard to this section of the schedule:

•

Audit findings (for example, internal control findings, compli
ance findings, questioned costs, or fraud) that relate to the same
issue should be presented as a single audit finding. Where
practical, audit findings should be organized by federal agency
or pass-through entity.

•

Audit findings that relate to both the financial statements and
the federal awards should be reported in both sections of the

24 Auditors should note that SAS No. 60, Communication of Internal Control Related Matters
Noted in an Audit, precludes an auditor from issuing a written report representing that no reportable
conditions were noted during an audit. Therefore, the sample schedule of findings and questioned
costs included in appendix E uses the term “none reported” to indicate that no reportable conditions
were included in the auditor’s report (versus “none,” which would imply that there were no reportable
conditions).
25 See footnote 24.
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schedule. However, the reporting in one section of the schedule
may be in summary form, with a reference to a detailed reporting
in the other section of the schedule. For example, a material
weakness in internal control that affects the auditee as a whole,
including its federal awards, should usually be reported in detail
in the section of the schedule of findings and questioned costs
that is related to the financial statements, with a summary
identification and reference given in the section related to fed
eral awards. Conversely, a finding of noncompliance with a
federal program law that is also material to the financial state
ments should be reported in detail in the federal awards section
of the schedule, with a summary identification and reference
given in the financial statement section.

Findings Relating to the Financial Statements
10.57 As noted before, Circular A-133 requires the schedule of findings
and questioned costs to include a section that reports the findings relating to
the financial statements (note that these findings must also be addressed in
the auditor’s report issued to meet the requirements of Government Auditing
Standards—see paragraphs 10.15, 10.16, and 10.21 through 10.30). This sec
tion of the schedule should include all reportable conditions in the internal
control over financial reporting and other findings relative to the audit of the
financial statements that are required to be reported by GAAS and Govern
ment Auditing Standards, including those that do not affect federal awards. In
addition to requiring auditors to report reportable conditions in the internal
control over financial reporting, Government Auditing Standards requires
auditors to report all but clearly inconsequential fraud and illegal acts that the
auditor concludes, based on the evidence obtained, either occurred or are likely
to have occurred. Government Auditing Standards also requires the auditor to
report other noncompliance (for example, violations of the provisions of con
tract or grant agreements) that is material to the financial statements (see
paragraphs 10.21 and 10.22).

10.58 In reporting reportable conditions, fraud, illegal acts, and other
noncompliance, auditors should place their findings in proper perspective. This
perspective is both quantitative and qualitative. To give the reader a basis to
judge the prevalence and consequences of these conditions, the instances that
are identified should be related to the universe or the number of cases exam
ined and be quantified in terms of dollar value, if appropriate. Reportable
conditions that are—either individually or in the aggregate—material weak
nesses should be so identified.
10.59 Government Auditing Standards suggests that well-developed find
ings generally include the following elements:

•

Criteria (what should be)

•

The condition (what is)

•

The effect (the difference between what is and what should be)

•

The cause (why it happened)

10.60 Government Auditing Standards recognizes reportable conditions
and noncompliance identified by the auditor may not always have all of the
elements fully developed. However, to provide sufficient information to users
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to permit them to determine the effect and cause in order to take prompt and
proper corrective action, auditors should identify at least the criteria, condi
tion, and possible asserted effect.

10.61 In presenting reportable conditions, fraud, illegal acts, and other
noncompliance, auditors should follow the report content standards in chapter
7 of Government Auditing Standards that pertain to objectives, scope, and
methodology; audit results; the views of responsible officials; and the reports
presentation standards (as appropriate). Auditors may provide less extensive
disclosure of fraud and illegal acts that are not material in either a quantitative
or qualitative sense.
10.62 Government Auditing Standards also requires the auditor to report
the status of uncorrected material findings and recommendations from prior
audits that affect the financial statement audit (see paragraph 6.65 for a
discussion of the auditor’s responsibility for audit follow-up under Government
Auditing Standards). The auditor should report the status of uncorrected
material findings and recommendations from prior audits that affect the
financial statement audit. Material findings and recommendations from pre
vious audits that are repeated as current-year findings should be identified as
repeat findings. If there are uncorrected findings from previous audits that are
not repeated as current-year findings, their status should also be reported by
the auditor. In either case, this information should be provided for in the
section of the schedule of findings and questioned costs related to the financial
statements.

Audit Findings Reported—Federal Awards
10.63 Section 510(a) of Circular A-133 requires the auditor to report as
audit findings in the schedule of findings and questioned costs—
a.

Reportable conditions in the internal control over major programs.
The auditor’s determination of whether a deficiency in internal
control is a reportable condition for the purpose of reporting an audit
finding is in relation to a type of compliance requirement for a major
program or to an audit objective identified in the Compliance Sup
plement. The auditor should identify reportable conditions that are
individually or cumulatively material weaknesses (see paragraphs
8.25 and 8.26).

b.

Material noncompliance with the provisions of laws, regulations,
contracts, or grant agreements that are related to a major program.
The auditor’s determination of whether a noncompliance with the
provisions of laws, regulations, contracts, or grant agreements is
material for the purpose of reporting an audit finding is in relation
to a type of compliance requirement for a major program or an audit
objective identified in the Compliance Supplement (see paragraphs
6.51 through 6.60 for a further discussion of the evaluation and
reporting of noncompliance).

c.

Known questioned costs that are greater than $10,000 for a type of
compliance requirement for a major program. Known questioned
costs are those specifically identified by the auditor. In evaluating
the effect of questioned costs on the opinion on compliance, the
auditor should consider the best estimate of the total costs ques
tioned (likely questioned costs), not just the questioned costs specifi
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cally identified (known questioned costs). The auditor should also
report (in the schedule of findings and questioned costs) known
questioned costs when likely questioned costs are greater than
$10,000 for a type of compliance requirement for a major program.
For example, if the auditor specifically identifies $7,000 in ques
tioned costs but, based on his or her evaluation of the effect of
questioned costs on the opinion on compliance, estimates that the
total questioned costs are in the $50,000-$60,000 range, the auditor
should report a finding that identifies the known questioned costs of
$7,000. Although the auditor is not required to report his or her
estimate of the total questioned costs, the auditor should include
information to provide proper perspective forjudging the prevalence
and consequences of the questioned costs.
d.

Known questioned costs that are greater than $10,000 for programs
that are not audited as major. Since (except for audit follow-up) the
auditor is not required to perform audit procedures for federal
programs that are not major, the auditor will normally not find
questioned costs. However, if the auditor does become aware of
questioned costs for a federal program that is not audited as a major
program (for example, as part of audit follow-up or other audit
procedures) and the known questioned costs are greater than
$10,000, then the auditor should report this as an audit finding.

e.

The circumstances concerning why the auditor’s report on compli
ance for major programs is other than an unqualified opinion, unless
such circumstances are otherwise reported as audit findings in the
schedule of findings and questioned costs for federal awards (for
example, a scope limitation that is not otherwise reported as a
finding).

f.

Known fraud affecting a federal award, unless such fraud is other
wise reported as an audit finding in the schedule of findings and
questioned costs for federal awards. This paragraph does not require
the auditor to make an additional reporting when the auditor con
firms that the fraud was reported outside of the auditor’s reports
under the direct reporting requirements of Government Auditing
Standards (see paragraphs 10.23 through 10.25).

g.

Instances where the results of audit follow-up procedures disclosed
that the summary schedule of prior audit findings prepared by the
auditee in accordance with section 315(b) of Circular A-133 materi
ally misrepresents the status of any prior audit finding (see para
graphs 10.68 through 10.70).

Detail of Audit Findings—Federal Awards
10.64 Section 510(b) of Circular A-133 requires that audit findings should
be presented in sufficient detail for the auditee to prepare a corrective action
plan and take corrective action and for federal agencies and pass-through
entities to arrive at a management decision. The specific information that
Circular A-133 requires in audit findings consists of (as applicable)—
a.

Identification of the federal program and specific federal award
including the CFDA title and number, the federal award number and
year, the name of federal agency, and the name of the applicable
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pass-through entity. When information such as the CFDA title and
number or the federal award number is not available, the auditor
should provide the best information available to describe the federal
award.

b.

The criteria or specific requirement upon which the audit finding is
based, including the statutory, regulatory, or other citation.

c.

The condition found, including facts that support the deficiency
identified in the audit finding.

d.

Identification of questioned costs and how they were computed.

e.

Information to provide a proper perspective for judging the preva
lence and consequences of the audit findings, (for example, whether
the audit findings represent an isolated instance or a systemic
problem). Where appropriate, the instances identified should be
related to the universe and the number of cases examined and be
quantified in terms of the dollar value.

f.

The possible asserted effect to provide sufficient information to the
auditee and federal agency (or pass-through entity, in the case of a
subrecipient) to permit them to determine the cause and effect, to
facilitate prompt and proper corrective action.

g.

Recommendations to prevent future occurrences of the deficiency
identified in the audit finding.

h.

To the extent practical, the views of responsible officials of the
auditee when there is disagreement with the audit findings. If the
auditee’s corrective action plan is available and contains the views
of the responsible officials, the auditor can indicate in the finding
that the auditee disagreed with the finding and refer to the details
of the auditee’s position in the corrective action plan. However, if the
auditor does not agree with the auditee’s position, the auditor should
state his or her reasons for rejecting it.

Other Preparation Guidance
10.65 Each audit finding in the schedule of findings and questioned costs
should include a reference number to allow for easy referencing of the audit
findings during follow-up. One option for assigning reference numbers is to use
the last two digits of the fiscal year being audited as the first two digits of each
reference number, followed by a numeric sequence. For example, findings
identified and reported in the audit of fiscal year 199X would be assigned
reference numbers 9X-1, 9X-2, etc.

10.66 A schedule of findings and questioned costs must be issued for every
single audit, regardless of whether any findings or questioned costs are noted.
This is because Circular A-133 requires that one section of the schedule
summarize the audit results (see paragraphs 10.55 and 10.56). In a situation
in which there are no findings or questioned costs, the auditor should prepare
the summary of auditor’s results section of the schedule and indicate in the
other required sections that no matters were reportable.
10.67 Appendix E contains an illustrative schedule of findings and ques
tioned costs.
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Summary Schedule of Prior Audit Findings and
Corrective Action Plan
10.68 The auditee is responsible for follow-up and corrective action on all
audit findings. As part of this responsibility, the auditee is required to prepare
a summary schedule of prior audit findings. The auditee is not required to
prepare a summary schedule of prior audit findings if there are no matters
reportable therein. However, to best serve the needs of federal agencies and to
avoid any potential future misunderstanding or allegation of nonconformity
with the requirements of Circular A-133, the auditee may consider preparing
in this circumstance a summary schedule circumstance that indicates that no
matters are reportable. The auditee is also required to prepare a corrective
action plan for each of the current-year audit findings. The summary schedule
of prior audit findings and the corrective action plan, which are both part of the
reporting package, must include the reference numbers the auditor assigns to
audit findings in the schedule of findings and questioned costs. This numbering
(or other identification) should include the fiscal year in which the finding
initially occurred.
10.69 The auditor is required to follow up on prior audit findings, perform
procedures to assess the reasonableness of the summary schedule of prior audit
findings prepared by the auditee, and report, as a current-year audit finding,
when the auditor concludes that the summary schedule of prior audit findings
materially misrepresents the status of any prior audit finding in accordance
with the requirements of section 500(e) of Circular A-133 (see paragraphs 6.61
through 6.65).
10.70 The auditor has no responsibility for the corrective action plan;
however, the auditor may be separately engaged by the auditee for assistance
in developing appropriate corrective actions in response to audit findings. The
auditor may find the auditee’s corrective action plan useful in performing
follow-up on prior audit findings (in addition to the schedule of prior audit
findings), because it may provide an indication of the corrective steps planned
by the auditee.

Data Collection Form
10.71 Circular A-133 requires the auditee to complete and sign certain
sections of a data collection form that states whether the audit was completed
in accordance with Circular A-133 and provides information about the auditee,
its federal programs, and the results of the audit. This form is not part of the
reporting package (see paragraph 10.7). The information required to be in
cluded in the form, however, represents a summary of the information con
tained in the reporting package, including the auditor’s reports and the
auditee’s schedule of expenditures of federal awards.

10.72 The auditor is also required to complete certain sections of the form,
including information on the auditor and information on the results of the
financial statement audit and the audit of federal programs. The auditor is also
required to sign a statement in the form that indicates, at a minimum, the
source of the information included in the form, the auditor’s responsibility for
the information, that the form is not a substitute for the reporting package, and
that the content of the form is limited to the data elements prescribed by the
OMB. As part of completing the form, the auditor is asked to date it. The date
AICPA Technical Practice Aids
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that is entered by the auditor should be the date on which he or she completes
and signs the form. The wording of the auditor’s statement section of the form
indicates that no additional procedures were performed since the date of the
audit reports. This wording alleviates the auditor from any subsequent-event
responsibility with regard to the timing of the completion of the form and the
completion of the audit. The form includes detailed instructions, which should
be carefully followed by the auditor.

10.73 The data collection form and related instructions are available on
the OMB’s home page at www.whitehouse.gov/WH/EOP/OMB/Grants (note
that this address is “case sensitive,” that is, upper- and lowercase letters must
be as shown). A copy of the form and instructions can also be obtained from the
Federal Audit Clearinghouse at (888) 222-9907. The form number is SFSAC.26

Submission of Reporting Package and Data
Collection Form
10.74 The submission of the data collection form and the reporting pack
age, including the audit reports, is the responsibility of the auditee. The data
collection form and the reporting package must be submitted by the auditee
within the earlier of thirty days after the receipt of the auditor’s reports or nine
months after the end of the audit period, unless a longer period is agreed to in
advance by the cognizant or oversight agency for audit. However, it should be
noted that Circular A-133 includes a delayed implementation date for report
submission deadlines. For fiscal years beginning on or before June 30, 1998,
the audit must be completed and the data collection form and reporting
package must be submitted within thirty days after the receipt of the auditor’s
reports, or thirteen months after the end of the audit period.

Submission to Clearinghouse
10.75 All auditees must submit to the federal clearinghouse designated
by the OMB the data collection form and one copy of the reporting package (see
paragraph 10.6 for a description) for (a) the federal clearinghouse to retain as
an archival copy and (b) each federal awarding agency, when the schedule of
findings and questioned costs disclosed audit findings relating to federal
awards that the federal awarding agency provided directly or when the sum
mary schedule of prior audit findings reported the status of any audit findings
relating to federal awards that the federal awarding agency provided directly.

Submission by Subrecipients
10.76 In addition to the requirements in paragraph 10.75, auditees that
are also subrecipients must submit to each pass-through entity one copy of the
reporting package for each pass-through entity when the schedule of findings
and questioned costs disclosed audit findings relating to federal awards that
the pass-through entity provided or when the summary schedule of prior audit
26 As of the issuance of this SOP, the Federal Audit Clearinghouse is developing the data
collection form in various word processing packages, as well as a process for electronic submission.
Auditors can review the Federal Audit Clearinghouse home page at http://harvester.census.gov/sac
for the most current information on these developments.
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findings reported the status of any audit findings relating to federal awards
that the pass-through entity provided. When a subrecipient is not required to
submit a reporting package to a pass-through entity, the subrecipient must
instead provide written notification to the pass-through entity that—

•

An audit of the subrecipient was conducted in accordance with Circu
lar A-133 (including the period covered by the audit and the name,
amount, and CFDA number of the federal awards provided by the
pass-through entity).

•

The schedule of findings and questioned costs disclosed no audit
findings relating to the federal awards that the pass-through entity
provided.

•

The summary schedule of prior audit findings did not report on the
status of any audit findings relating to the federal awards that the
pass-through entity provided.

A subrecipient may submit a copy of the reporting package to a pass-through
entity to comply with this notification.

Requests for Copies
10.77 In response to a request by a federal agency or pass-through entity,
auditees should submit the appropriate copies of the reporting package and, if
requested, a copy of any management letters issued by the auditor.

Report Retention Requirements
10.78 Auditees are required to keep one copy of the data collection form
and the reporting package on file for three years from the date of submission
to the federal clearinghouse designated by the 0MB. Pass-through entities
should keep subrecipients’ submissions on file for three years from the date of
receipt.

Clearinghouse Address
10.79 The name and address of the federal clearinghouse currently des
ignated by the 0MB are as follows: Federal Audit Clearinghouse, Bureau of the
Census, 1201 E. 10th St., Jeffersonville, IN 47132.

Freedom of Information Act
10.80 In accordance with the principles of the Freedom of Information Act
(U.S. Code title 5, section 552), audit agency and nonfederal reports issued to
grantees and contractors are available, if they are requested, to members of the
press and the general public, to the extent that the information contained in
them is not subject to exemptions of the act that the cognizant agency for audit
chooses to exercise. Accordingly, the auditor should not include names, social
security numbers, other personal identification, or other potentially sensitive
matters in either the body of the report or any attached schedules.
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Chapter 11

PROGRAM-SPECIFIC AUDITS
11.1 A program-specific audit is an audit of an individual federal program
(rather than a single audit of an entity’s financial statements and federal
programs). Section 235 of Circular A-133 provides guidance on program-spe
cific audits.

Use of a Program-Specific Audit to Satisfy Circular
A-133 Audit Requirements
11.2 Circular A-133 states that when an auditee expends federal awards
under only one federal program (excluding research and development) and the
federal program’s laws, regulations, or grant agreements do not require a
financial statement audit of the auditee, the auditee may elect to have a
program-specific audit performed in accordance with section 235 of the circu
lar.1 Therefore, the auditor should determine whether there is a financial
statement audit requirement before performing a program-specific audit. A
program-specific audit may not be elected for research and development unless
all federal awards expended were received from the same federal agency (or
the same federal agency and the same pass-through entity) and that federal
agency (or pass-through entity, in the case of a subrecipient) approves a
program-specific audit in advance.

Program-Specific Audit Requirements
11.3 Circular A-133 requires program-specific audits to be subject to the
following sections of Circular A-133 as they may apply to program-specific
audits, unless contrary to the provisions of section 235 of Circular A-133, a
federal program-specific audit guide, or the program’s laws and regulations:

•

Purpose; definitions; audit requirements; basis for determining the
federal awards expended; subrecipient and vendor determinations;
relation to other audit requirements (sections 100 through 215(b))

•

Frequency of audits; sanctions; audit costs (sections 220 through 230)

•

Auditee responsibilities; auditor selection (sections 300 through 305)

•

Follow-up on audit findings (section 315)

•

Submission of report (sections 320(f) through 320(j))

•

Responsibilities of federal agencies and pass-through entities; man
agement decisions (sections 400 through 405)

•

Audit findings and audit working papers (sections 510 through 515)

Program-specific audits are also subject to other provisions, referred to in
section 235 of the circular.
1 An example of a situation where a program-specific audit would not be allowed would be a
not-for-profit college that receives SFA (and no other federal awards). This is because the Higher
Education Act of 1965, as amended, requires institutions that receive SFA to undergo an annual
financial statement audit.
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Availability of Program-Specific Audit Guides
11.4 In many cases, a federal agency’s Office of Inspector General will
have issued a program-specific audit guide that provides guidance on internal
control, compliance requirements, suggested audit procedures, and audit re
porting requirements for a particular federal program. The auditor should
contact the Office of Inspector General of the federal agency to determine
whether such a guide is available and current. When a current program-spe
cific audit guide is available, the auditor should follow Government Auditing
Standards and the guide when performing a program-specific audit. However,
if there have been significant changes made to a program’s compliance require
ments and the related program-specific audit guide has not been updated with
regard to the changes, the auditor should follow section 235 of Circular A-133
and the Compliance Supplement in lieu of an outdated guide. If a guide is
current with regard to a program’s compliance requirements but has not been
updated to conform to current authoritative standards and guidance (such as
current revisions of GAAS or Government Auditing Standards), the auditor
should follow current applicable professional standards and guidance in lieu of
the outdated or inconsistent standards and guidance in the guide.
11.5 When a program-specific audit guide is not available, the auditee
and the auditor have basically the same responsibilities for the federal pro
gram as they have for an audit of a major program in a single audit as discussed
in chapters 6 and 8 of this SOP.

Auditee's Responsibilities When a Program-Specific
Audit Guide is Not Available
11.6 In addition to having the responsibilities included in the sections of
Circular A-133 that are described in paragraph 11.3, the auditee is required to
prepare the following:

•

The financial statements for the federal program, which include, at a
minimum, a schedule of expenditures of federal awards for the pro
gram and notes that describe the significant accounting policies used
in preparing the schedule

•

A summary schedule of prior audit findings consistent with the re
quirements of section 315(b) of Circular A-133 (see paragraphs 10.68
through 10.70)

•

If applicable, a corrective action plan consistent with the requirements
of section 315(c) of the circular (see paragraphs 10.68 through 10.70)

Auditors Responsibilities When a Program-Specific
Audit Guide is Not Available
Audit Scope and Requirements
11.7 Circular A-133 requires the auditor to—
•

Perform an audit of the financial statement(s) for the federal program
in accordance with Government Auditing Standards (see chapter 4 of
this SOP for guidance on financial statement audits). See paragraph
11.10 for a further discussion of Government Auditing Standards.
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•

Obtain an understanding of the internal control over compliance and
perform tests of the internal control over compliance for the federal
program, so that they are consistent with the requirements of section
500(c) of the circular for a major program (see chapter 8 of this SOP
for guidance on the internal control considerations for major pro
grams).

•

Perform procedures to determine whether the auditee has complied
with laws, regulations, and the provisions of contracts or grant agree
ments that could have a direct and material effect on the federal
program consistent with the requirements of section 500(d) of the
circular for a major program (see chapter 6 of this SOP for guidance
on the compliance-auditing considerations for major programs).

•

Follow up on prior audit findings, perform procedures to assess the
reasonableness of the summary schedule of prior audit findings that
has been prepared by the auditee, and when the auditor concludes that
the summary schedule of prior audit findings materially misrepre
sents the status of any prior audit finding, report this as a current-year
audit finding, in accordance with the requirements of section 500(e) of
the circular (see paragraphs 10.69 through 10.70).

Auditor's Reports
Circular A-133 Requirements
11.8 Circular A-133 states that the auditor’s reports may be in the form
of either combined or separate reports and may be organized differently from
the manner described below. The auditor’s reports should state that the audit
was conducted in accordance with GAAS, Government Auditing Standards,
and Circular A-133 and should include the following:

•

An opinion (or disclaimer of opinion) on whether the financial statement(s) of the federal program are presented fairly in all material
respects in conformity with the stated accounting policies

•

A report on the internal control related to the federal program, which
describes the scope of the testing of the internal control and the results
of the tests

•

A report on compliance, which includes an opinion (or a disclaimer of
opinion) on whether the auditee complied with laws, regulations, and
the provisions of contracts or grant agreements that could have a direct
and material effect on the federal program

•

A schedule of findings and questioned costs for the federal program,
which includes a summary of the auditor’s results relative to the audit
of the federal program in a format consistent with the requirements
for the summary of auditor’s results in section 505(d)(1) of the circular,
as well as findings and questioned costs for federal awards consistent
with the requirements of section 505(d)(3) of the circular (see para
graph 10.55 and 10.56)

Recommended Auditor's Reports
11.9 In an effort to make program-specific audit reporting under
standable and to reduce the number of reports issued, this SOP recommends
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that the following reports be issued for a program-specific audit (a) an opinion
on the financial statements) of the federal program and (b) a report on
compliance with requirements applicable to the federal program and on the
internal control over compliance in accordance with the program-specific audit
option under OMB Circular A-133. See the following paragraph for a discussion
of the possible issuance of a third report to meet the reporting requirements of
Government Auditing Standards. Illustrations of program-specific audit re
ports are included in examples 6 and 6a of appendix D.

Reporting in Accordance With Government Auditing Standards
11.10 If the financial statement(s) of the program only present the activ
ity of the federal program, the auditor is not required to issue a separate report
to meet the reporting requirements of Government Auditing Standards. This
is because, in many cases, by definition the financial statements of the program
consist only of the schedule of expenditures of federal awards. In this situation,
examples 6 and 6a of appendix D, would meet the financial, compliance, and
internal control over compliance reporting requirements of both Government
Auditing Standards and Circular A-133. However, it should be noted that the
auditor always has the option of issuing a separate Government Auditing
Standards report (in addition to the two reports described in paragraph 11.9).
Although it is not as common, the financial statement(s) of the federal program
may present more than the program’s activity (for example, a municipal sewer
district issues financial statements that include both normal operations and
the federal program activity related to a grant for the purpose of building a new
sewage-treatment facility). In this situation, the auditor should issue a sepa
rate Government Auditing Standards report (example 2 or 2a of appendix D),
and modify it so that it refers only to the financial statement(s) of the federal
program.

Submission of Report
Timing of Submission
11.11 Circular A-133 requires the audit to be completed and the reporting
required by sections 235(c)(2) and 235(c)(3) of the circular to be submitted,
within the earlier of thirty days after the receipt of the auditor’s reports or nine
months after the end of the audit period, unless a longer period is agreed to in
advance by the federal agency that provided the funding or unless a different
period is specified in a program-specific audit guide.2 Unless restricted by law
or regulation, Circular A-133 requires the auditee to make copies of the report
available for public inspection.

Submission When a Program-Specific Audit Guide is Available
11.12 When a program-specific audit guide is available, the auditee must
submit to the federal clearinghouse designated by the OMB (see paragraph
10.79) the data collection form prepared in accordance with section 320(b) of
the Circular (see paragraphs 10.71 through 10.73), as applicable for a program
2 It should be noted that Circular A-133 includes a delayed implementation date for deadlines for
the submission of reports. For fiscal years beginning on or before June 30, 1998, the audit must be
completed and the required reports submitted within the earlier of thirty days after the receipt of the
auditor’s report or thirteen months after the end of the audit period.
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specific audit, and must also submit the reporting that is required by the
program-specific audit guide which is to be retained as an archival copy. The
auditee must also submit to the federal awarding agency or pass-through
entity the reporting required by the program-specific audit guide.

Submission When a Program-Specific Audit Guide is
Not Available
11.13 When a program-specific audit guide is not available, the reporting
package for a program-specific audit consists of the following:

•

The financial statement(s) of the federal program

•

A summary schedule of prior audit findings (see paragraphs 10.68
through 10.70)

•

A corrective action plan (see paragraphs 10.68 through 10.70)

•

The auditor’s report(s) described in paragraphs 11.8 through 11.10

11.14 The data collection form, as applicable to a program-specific audit,
and one copy of the reporting package must be submitted to the federal
clearinghouse designated by the 0MB (see paragraph 10.79), to be retained as
an archival copy. Furthermore, when the schedule of findings and questioned
costs discloses audit findings or the summary schedule of prior audit findings
reports the status of any audit findings, the auditee must submit one copy of
the reporting package to the federal clearinghouse on behalf of the federal
awarding agency or, in the case of a subrecipient, directly to the pass-through
entity. When a subrecipient is not required to submit a reporting package to
the pass-through entity, the subrecipient is instead required to provide written
notification to the pass-through entity, consistent with the requirements of
section 320(e)(2) of Circular A-133 (see paragraph 10.76). A subrecipient may
submit a copy of the reporting package to the pass-through entity, to comply
with the notification requirement.
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Appendix A

Single Audit Act Amendments of 1996
Public Law 104-156
104th Congress

An Act
July 5,1996
[S. 1579]
Single Audit Act
Amendments of
1996.
31USC 7501
note.

To streamline and improve the effectiveness of chapter 75 of title 31, United States Code
(commonly referred to as the “Single Audit Act”).

Be it enacted by the Senate and House of Representatives of the
United States ofAmerica in Congress assembled,
SECTION 1. SHORT TITLE; PURPOSES.
(a) Short Title—This Act may be cited as the “Single Audit Act
Amendments of 1996”.
(b) Purposes—The purposes of this Act are to—
(1) promote sound financial management, including effective
internal controls, with respect to Federal awards administered by
non-Federal entities;
(2) establish uniform requirements for audits of Federal
awards administered by non-Federal entities;
(3) promote the efficient and effective use of audit resources;
(4) reduce burdens on State and local governments, Indian
tribes, and nonprofit organizations; and
(5) ensure that Federal departments and agencies, to the
maximum extent practicable, rely upon and use audit work done
pursuant to chapter 75 of title 31, United States Code (as amended
by this Act).
SEC. 2. AMENDMENT TO TITLE 31, UNITED STATES CODE.

Chapter 75 of title 31, United States Code, is amended to read as
follows:

“CHAPTER 75—REQUIREMENTS FOR SINGLE AUDITS
“Sec.
“7501.
“7502.
“7503.
“7504.
“7505.
“7506.
“7507.

Definitions.
Audit requirements; exemptions.
Relation to other audit requirements.
Federal agency responsibilities and relations with non-Federal entities.
Regulations.
Monitoring responsibilities of the Comptroller General.
Effective date.

7501. Definitions
“(a) As used in this chapter, the term—
“(1 ) ‘Comptroller General’ means the Comptroller General of
the United States;
“(2 ) ‘Director’ means the Director of the Office of Management
and Budget;
“(3 ) 'Federal agency' has the same meaning as the term
'agency' in section 551(1) of title 5;
“(4 ) “Federal awards’ means Federal financial assistance and
Federal cost-reimbursement contracts that non-Federal entities
receive directly from Federal awarding agencies or indirectly from
pass-through entities;
AICPA Technical Practice Aids
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“(5) ‘Federal financial assistance’ means assistance that nonFederal entities receive or administer in the form of grants, loans,
loan guarantees, property, cooperative agreements, interest subsi
dies, insurance, food commodities, direct appropriations, or other
assistance, but does not include amounts received as reimburse
ment for services rendered to individuals in accordance with guid
ance issued by the Director;

“(6) ‘Federal program’ means all Federal awards to a non-Federal entity assigned a single number in the Catalog of Federal
Domestic Assistance or encompassed in a group of numbers or
other category as defined by the Director;
“(7) ‘generally accepted government auditing standards’
means the government auditing standards issued by the Comp
troller General;
“(8) ‘independent auditor' means—
“(A) an external State or local government auditor who
meets the independence standards included in generally ac
cepted government auditing standards; or

“(B) a public accountant who meets such independence
standards;
“(9) ‘Indian tribe’ means any Indian tribe, band, nation, or
other organized group or community, including any Alaskan Na
tive village or regional or village corporation (as defined in, or
established under, the Alaskan Native Claims Settlement Act)
that is recognized by the United States as eligible for the special
programs and services provided by the United States to Indians
because of their status as Indians;
“(10) ‘internal controls’ means a process, effected by an en
tity’s management and other personnel, designed to provide rea
sonable assurance regarding the achievement of objectives in the
following categories:
“(A) Effectiveness and efficiency of operations.
“(B) Reliability of financial reporting.
“(C) Compliance with applicable laws and regulations;

“(11) ‘local government’ means any unit of local government
within a State, including a county, borough, municipality, city,
town, township, parish, local public authority, special district,
school district, intrastate district, council of governments, any
other instrumentality of local government and, in accordance with
guidelines issued by the Director, a group of local governments;
“(12) ‘major program’ means a Federal program identified in
accordance with risk-based criteria prescribed by the Director
under this chapter, subject to the limitations described under
subsection (b);
“(13) ‘non-Federal entity' means a State, local government, or
nonprofit organization;
“(14) 'nonprofit organization’ means any corporation, trust,
association, cooperative, or other organization that—
“(A) is operated primarily for scientific, educational,
service, charitable, or similar purposes in the public interest;
“(B) is not organized primarily for profit; and
“(C) uses net proceeds to maintain, improve, or expand
the operations of the organization;
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“(15) ‘pass-through entity' means a non-Federal entity that
provides Federal awards to a subrecipient to carry out a Federal
program;

“(16) ‘program-specific audit’ means an audit of one Federal
program;
“(17) ‘recipient’ means a non-Federal entity that receives awards
directly from a Federal agency to carry out a Federal program;
“(18) ‘single audit’ means an audit, as described under section
7502(d), of a non-Federal entity that includes the entity’s financial
statements and Federal awards;
“(19) ‘State’ means any State of the United States, the District
of Columbia, the Commonwealth of Puerto Rico, the Virgin Islands,
Guam, American Samoa, the Commonwealth of the Northern
Mariana Islands, and the Trust Territory of the Pacific Islands,
any instrumentality thereof, any multi-State, regional, or inter
state entity which has governmental functions, and any Indian
tribe; and
“(20) ‘subrecipient’ means a non-Federal entity that receives
Federal awards through another non-Federal entity to carry out a
Federal program, but does not include an individual who receives
financial assistance through such awards.

“(b) In prescribing risk-based program selection criteria for major
programs, the Director shall not require more programs to be identi
fied as major for a particular non-Federal entity, except as prescribed
under subsection (c) or as provided under subsection (d), than would
be identified if the major programs were defined as any program for
which total expenditures of Federal awards by the non-Federal entity
during the applicable year exceed—
“(1) the larger of $30,000,000 or 0.15 percent of the non-Fed
eral entity’s total Federal expenditures, in the case of a non-Fed
eral entity for which such total expenditures for all programs
exceed $10,000,000,000;
“(2) the larger of $3,000,000, or 0.30 percent of the non-Fed
eral entity’s total Federal expenditures, in the case of a non-Federal
entity for which such total expenditures for all programs exceed
$100,000,000 but are less than or equal to $10,000,000,000; or

“(3) the larger of $300,000, or 3 percent of such total Federal
expenditures for all programs, in the case of a non-Federal entity
for which such total expenditures for all programs equal or exceed
$300,000 but are less than or equal to $100,000,000.
“(c) When the total expenditures of a non-Federal entity’s major
programs are less than 50 percent of the non-Federal entity’s total
expenditures of all Federal awards (or such lower percentage as
specified by the Director), the auditor shall select and test additional
programs as major programs as necessary to achieve audit coverage
of at least 50 percent of Federal expenditures by the non-Federal
entity (or such lower percentage as specified by the Director), in
accordance with guidance issued by the Director.
“(d) Loan or loan guarantee programs, as specified by the Director,
shall not be subject to the application of subsection (b).

“§ 7502. Audit requirements; exemptions
“(a)(1)(A) Each non-Federal entity that expends a total amount of
Federal awards equal to or in excess of $300,000 or such other amount
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specified by the Director under subsection (a)(3) in any fiscal year of
such non-Federal entity shall have either a single audit or a program
specific audit made for such fiscal year in accordance with the require
ments of this chapter.

“(B) Each such non-Federal entity that expends Federal
awards under more than one Federal program shall undergo
a single audit in accordance with the requirements of subsec
tions (b) through (i) of this section and guidance issued by the
Director under section 7505.
“(C) Each such non-Federal entity that expends awards
under only one Federal program and is not subject to laws,
regulations, or Federal award agreements that require a fi
nancial statement audit of the non-Federal entity, may elect
to have a program-specific audit conducted in accordance with
applicable provisions of this section and guidance issued by
the Director under section 7505.

“(2)(A) Each non-Federal entity that expends a total amount
of Federal awards of less than $300,000 or such other amount
specified by the Director under subsection (a(a)(3) in any fiscal year
of such entity, shall be exempt for such fiscal year from compliance
with—
“(i) the audit requirements of this chapter; and

“(ii) any applicable requirements concerning finan
cial audits contained in Federal statutes and regulations
governing programs under which such Federal awards
are provided to that non-Federal entity.
“(B) The provisions of subparagraph (A)(ii) of this para
graph shall not exempt a non-Federal entity from compliance
with any provision of a Federal statute or regulation that
requires such non-Federal entity to maintain records concern
ing Federal awards provided to such non-Federal entity or that
permits a Federal agency, pass-through entity, or the Comp
troller General access to such records.
“(3) Every 2 years, the Director shall review the amount for
requiring audits prescribed under paragraph (1)(A) and may ad
just such dollar amount consistent with the purposes of this
chapter, provided the Director does not make such adjustments
below $300,000.
“(b)(1) Except as provided in paragraphs (2) and (3), audits con
ducted pursuant to this chapter shall be conducted annually.
“(2) A State or local government that is required by constitu
tion or statute, in effect on January 1,1987, to undergo its audits
less frequently than annually, is permitted to undergo its audits
pursuant to this chapter biennially. Audits conducted biennially
under the provisions of this paragraph shall cover both years
within the biennial period.

“(3) Any nonprofit organization that had biennial audits for
all biennial periods ending between July 1, 1992, and January 1,
1995, is permitted to undergo its audits pursuant to this chapter
biennially. Audits conducted biennially under the provisions of this
paragraph shall cover both years within the biennial period.
“(c) Each audit conducted pursuant to subsection (a) shall be
conducted by an independent auditor in accordance with generally
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accepted government auditing standards, except that, for the purposes
of this chapter, performance audits shall not be required except as
authorized by the Director.
“(d) Each single audit conducted pursuant to subsection (a) for any
fiscal year shall—
“(1) cover the operations of the entire non-Federal entity; or
“(2) at the option of such non-Federal entity such audit shall
include a series of audits that cover departments, agencies, and
other organizational units which expended or otherwise adminis
tered Federal awards during such fiscal year provided that each
such audit shall encompass the financial statements and schedule
of expenditures of Federal awards for each such department,
agency, and organizational unit, which shall be considered to be a
non-Federal entity.
“(e) The auditor shall—
“(1) determine whether the financial statements are pre
sented fairly in all material respects in conformity with generally
accepted accounting principles;
“(2) determine whether the schedule of expenditures of Fed
eral awards is presented fairly in all material respects in relation
to the financial statements taken as a whole;
“(3) with respect to internal controls pertaining to the compli
ance requirements for each major program—
“(A) obtain an understanding of such internal controls;
“(B) assess control risk; and
“(C) perform tests of controls unless the controls are
deemed to be ineffective; and
“(4) determine whether the non-Federal entity has complied
with the provisions of laws, regulations, and contracts or grants
pertaining to Federal awards that have a direct and material effect
on each major program.
“(f)(1) Each Federal agency which provides Federal awards to a
recipient shall—
“(A) provide such recipient the program names (and any
identifying numbers) from which such awards are derived, and
the Federal requirements which govern the use of such awards
and the requirements of this chapter; and
“(B) review the audit of a recipient as necessary to deter
mine whether prompt and appropriate corrective action has
been taken with respect to audit findings, as defined by the
Director, pertaining to Federal awards provided to the recipi
ent by the Federal agency.
“(2) Each pass-through entity shall—
“(A) provide such subrecipient the program names (and
any identifying numbers) from which such assistance is de
rived, and the Federal requirements which govern the use of
such awards and the requirements of this chapter;
“(B) monitor the subrecipient’s use of Federal awards
through site visits, limited scope audits, or other means;
“(C) review the audit of a subrecipient as necessary to
determine whether prompt and appropriate corrective action
has been taken with respect to audit findings, as defined by
the Director, pertaining to Federal awards provided to the
subrecipient by the pass-through entity; and
AICPA Technical Practice Aids
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“(D) require each of its subrecipients of Federal awards
to permit, as a condition of receiving Federal awards, the
independent auditor of the pass-through entity to have such
access to the subrecipient’s records and financial statements
as may be necessary for the pass-through entity to comply with
this chapter.
“(g)(1) The auditor shall report on the results of any audit Reports,
conducted pursuant to this section, in accordance with guidance issued
by the Director.
“(2) When reporting on any single audit, the auditor shall
include a summary of the auditor’s results regarding the non-Fed
eral entity’s financial statements, internal controls, and compli
ance with laws and regulations.

“(h) The non-Federal entity shall transmit the reporting package,
which shall include the non-Federal entity’s financial statements,
schedule of expenditures of Federal awards, corrective action plan
defined under subsection (i), and auditor’s reports developed pursuant
to this section, to a Federal clearinghouse designated by the Director,
and make it available for public inspection within the earlier of—
“(1) 30 days after receipt of the auditor’s report; or
“(2)(A) for a transition period of at least 2 years after the
effective date of the Single Audit Act Amendments of 1996, as
established by the Director, 13 months after the end of the period
audited; or
“(B) for fiscal years beginning after the period specified
in subparagraph (A), 9 months after the end of the period
audited, or within a longer time frame authorized by the
Federal agency, determined under criteria issued under sec
tion 7504, when the 9-month time frame would place an undue
burden on the non-Federal entity.

“(i) If an audit conducted pursuant to this section discloses any
audit findings, as defined by the Director, including material noncom
pliance with individual compliance requirements for a major program
by, or reportable conditions in the internal controls of, the non-Federal
entity with respect to the matters described in subsection (e), the
non-Federal entity shall submit to Federal officials designated by the
Director, a plan for corrective action to eliminate such audit findings
or reportable conditions or a statement describing the reasons that
corrective action is not necessary. Such plan shall be consistent with
the audit resolution standard promulgated by the Comptroller Gen
eral (as part of the standards for internal controls in the Federal
Government) pursuant to section 3512(c).
“(j) The Director may authorize pilot projects to test alternative
methods of achieving the purposes of this chapter. Such pilot projects
may begin only after consultation with the Chair and Ranking Minor
ity Member of the Committee on Governmental Affairs of the Senate
and the Chair and Ranking Minority Member of the Committee on
Government Reform and Oversight of the House of Representatives.
§ 7503. Relation to other audit requirements
“(a) An audit conducted in accordance with this chapter shall be
in lieu of any financial audit of Federal awards which a non-Federal
entity is required to undergo under any other Federal law or regula
tion. To the extent that such audit provides a Federal agency with the
information it requires to carry out its responsibilities under Federal
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law or regulation, a Federal agency shall rely upon and use that
information.
“(b) Notwithstanding subsection (a), a Federal agency may con
duct or arrange for additional audits which are necessary to carry out
its responsibilities under Federal law or regulation. The provisions of
this chapter do not authorize any non-Federal entity (or subrecipient
thereof) to constrain, in any manner, such agency from carrying out
or arranging for such additional audits, except that the Federal agency
shall plan such audits to not be duplicative of other audits of Federal
awards.
“(c) The provisions of this chapter do not limit the authority of
Federal agencies to conduct, or arrange for the conduct of, audits and
evaluations of Federal awards, nor limit the authority of any Federal
agency Inspector General or other Federal official.
“(d) Subsection (a) shall apply to a non-Federal entity which
undergoes an audit in accordance with this chapter even though it is
not required by section 7502(a) to have such an audit.
“(e) A Federal agency that provides Federal awards and conducts
or arranges for audits of non-Federal entities receiving such awards
that are in addition to the audits ofnon-Federal entities conducted pursu
ant to this chapter shall, consistent with other applicable law, arrange
for funding the full cost of such additional audits. Any such additional
audits shall be coordinated with the Federal agency determined under
criteria issued under section 7504 to preclude duplication of the audits
conducted pursuant to this chapter or other additional audits.
“(f) Upon request by a Federal agency or the Comptroller General,
any independent auditor conducting an audit pursuant to this chapter
shall make the auditor’s working papers available to the Federal
agency or the Comptroller General as part of a quality review, to
resolve audit findings, or to carry out oversight responsibilities con
sistent with the purposes of this chapter. Such access to auditor’s
working papers shall include the right to obtain copies.

“5 7504. Federal agency responsibilities and relations with nonFederal entities
“(a) Each Federal agency shall, in accordance with guidance is
sued by the Director under section 7505, with regard to Federal
awards provided by the agency—
“(1) monitor non-Federal entity use of Federal awards, and
“(2) assess the quality of audits conducted under this chapter
for audits of entities for which the agency is the single Federal
agency determined under subsection (b).
“(b) Each non-Federal entity shall have a single Federal agency,
determined in accordance with criteria established by the Director, to
provide the non-Federal entity with technical assistance and assist
with implementation of this chapter.
“(c) The Director shall designate a Federal clearinghouse to—
“(1) receive copies of all reporting packages developed in
accordance with this chapter;
“(2) identify recipients that expend $300,000 or more in Fed
eral awards or such other amount specified by the Director under
• section 7502(aX3) during the recipient’s fiscal year but did not
undergo an audit in accordance with this chapter, and
“(3) perform analyses to assist the Director in carrying out
responsibilities under this chapter.
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“§ 7505. Regulations
“(a) The Director, after consultation with the Comptroller Gen
eral, and appropriate officials from Federal, State, and local govern
ments and nonprofit organizations shall prescribe guidance to
implement this chapter. Each Federal agency shall promulgate such
amendments to its regulations as may be necessary to conform such
regulations to the requirements of this chapter and of such guidance.
“(b)(1) The guidance prescribed pursuant to subsection (a) shall
include criteria for determining the appropriate charges to Federal
awards for the cost of audits. Such criteria shall prohibit a non-Federal
entity from charging to any Federal awards—

“(A) the cost of any audit which is—
“(i) not conducted in accordance with this chapter; or
“(ii) conducted in accordance with this chapter when
expenditures of Federal awards are less than amounts
cited in section 7502(a)(1)(A) or specified by the Director
under section 7502(a)(3), except that the Director may
allow the cost of limited scope audits to monitor subrecipi
ents in accordance with section 7502(f)(2)(B); and

“(B) more than a reasonably proportionate share of the
cost of any such audit that is conducted in accordance with this
chapter.
“(2) The criteria prescribed pursuant to paragraph (1) shall
not, in the absence of documentation demonstrating a higher
actual cost, permit the percentage of the cost of audits performed
pursuant to this chapter charged to Federal awards, to exceed the
ratio of total Federal awards expended by such non-Federal entity
during the applicable fiscal year or years, to such non-Federal
entity’s total expenditures during such fiscal year or years.
“(c) Such guidance shall include such provisions as may be neces
sary to ensure that small business concerns and business concerns
owned and controlled by socially and economically disadvantaged
individuals will have the opportunity to participate in the performance
of contracts awarded to fulfill the audit requirements of this chapter.

“§ 7506. Monitoring responsibilities of the Comptroller General
“(a) The Comptroller General shall review provisions requiring
financial audits of non-Federal entities that receive Federal awards
that are contained in bills and resolutions reported by the committees
of the Senate and the House of Representatives.
“(b) If the Comptroller General determines that a bill or resolution
contains provisions that are inconsistent with the requirements of this
chapter, the Comptroller General shall, at the earliest practicable
date, notify in writing—
“(1) the committee that reported such bill or resolution; and

“(2)(A) the Committee on Governmental Affairs of the Senate
(in the case of a bill or resolution reported by a committee of the
Senate); or
“(B) the Committee on Government Reform and Over
sight of the House of Representatives (in the case of a bill or
resolution reported by a committee of the House of Repre
sentatives).
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“§ 7507. Effective date

“This chapter shall apply to any non-Federal entity with respect to
any of its fiscal years which begin after June 30,1996.”.
31USC 7501
note.

SEC. 3. TRANSITIONAL APPLICATION

Subject to section 7507 of title 31, United States Code (as amended
by section 2 of this Act) the provisions ofchapter 75 of such title (before
amendment by section 2 of this Act) shall continue to apply to any
State or local government with respect to any of its fiscal years
beginning before July 1,1996.

Approved July 5,1996.
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HOUSE REPORTS: No. 104-607 accompanying H.R. 3184 (Comm. on Government
Reform and Oversight).

SENATE REPORTS: No. 104-266 (Comm. On Governmental Affairs).
CONGRESSIONAL RECORD, Vol. 142 (1996):
June 14, considered and passed Senate.
June 18, considered and passed House.

WEEKLY COMPILATION OF PRESIDENTIAL DOCUMENTS, Vol. 32 (1996):
July 5, Presidential statement.
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Appendix B

OMB Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations
Franklin D. Raines,
Director

1. OMB rescinds Circular A-128 July 30,1997

2. OMB revises Circular A-133 to read as follows:
[Circular No. A-133—Revised]

To the Heads of Executive Departments and Establishments

SUBJECT: Audits of States, Local Governments, and
Non-Profit Organizations.
1. Purpose. This Circular is issued pursuant to the Single Audit Act of
1984, P.L. 98-502, and the Single Audit Act Amendments of 1996, P.L. 104-156.
It sets forth standards for obtaining consistency and uniformity among Federal
agencies for the audit of States, local governments, and non-profit organiza
tions expending Federal awards.

2. Authority. Circular A-133 is issued under the authority of sections 503,
1111, and 7501 et seq. of title 31, United States Code, and Executive Orders
8248 and 11541.
3. Rescission and Supersession. This Circular rescinds Circular A-128,
“Audits of State and Local Governments,” issued April 12,1985, and supersedes
the prior Circular A-133, “Audits of Institutions of Higher Education and Other
Non-Profit Institutions,” issued April 22, 1996. For effective dates, see para
graph 10.

4. Policy. Except as provided herein, the standards set forth in this Cir
cular shall be applied by all Federal agencies. If any statute specifically
prescribes policies or specific requirements that differ from the standards
provided herein, the provisions of the subsequent statute shall govern.
Federal agencies shall apply the provisions of the sections of this Circular
to non-Federal entities, whether they are recipients expending Federal awards
received directly from Federal awarding agencies, or are subrecipients expend
ing Federal awards received from a pass-through entity (a recipient or another
subrecipient).
This Circular does not apply to non-U.S. based entities expending Federal
awards received either directly as a recipient or indirectly as a subrecipient.

5. Definitions. The definitions of key terms used in this Circular are
contained in §___ .105 in the Attachment to this Circular.
6. Required Action. The specific requirements and responsibilities of Fed
eral agencies and non-Federal entities are set forth in the Attachment to this
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Circular. Federal agencies making awards to non-Federal entities, either
directly or indirectly, shall adopt the language in the Circular in codified
regulations as provided in Section 10 (below), unless different provisions are
required by Federal statute or are approved by the Office of Management and
Budget (OMB).
7. OMB Responsibilities. OMB will review Federal agency regulations
and implementation of this Circular, and will provide interpretations of policy
requirements and assistance to ensure uniform, effective and efficient imple
mentation.

8. Information Contact. Further information concerning Circular A-133
may be obtained by contacting the Financial Standards and Reporting Branch,
Office of Federal Financial Management, Office of Management and Budget,
Washington, DC 20503, telephone (202) 395-3993.

9. Review Date. This Circular will have a policy review three years from

the date of issuance.
10. Effective Dates. The standards set forth in §
.400 of the Attachment
to this Circular, which apply directly to Federal agencies, shall be effective July
1,1996, and shall apply to audits of fiscal years beginning after June 30,1996,
except as otherwise specified in §__ .400(a).

The standards set forth in this Circular that Federal agencies shall apply to
non-Federal entities shall be adopted by Federal agencies in codified regula
tions not later than 60 days after publication of this final revision in the
Federal Register, so that they will apply to audits of fiscal years beginning
after June 30, 1996, with the exception that §__ .305(b) of the Attachment
applies to audits of fiscal years beginning after June 30, 1998. The require
ments of Circular A-128, although the Circular is rescinded, and the 1990
version of Circular A-133 remain in effect for audits of fiscal years beginning
on or before June 30,1996.
Franklin D. Raines,
Director.

Attachment
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PART__—AUDITS OF STATES, LOCAL GOVERNMENTS, AND NON
PROFIT ORGANIZATIONS

Subpart A—General
Sec.

__ .100 Purpose.
__ .105 Definitions.

Subpart B—Audits
__ .200 Audit requirements.
__ .205 Basis for determining Federal awards expended.
__ .210 Subrecipient and vendor determinations.
__ .215 Relation to other audit requirements.
__ .220 Frequency of audits.
__ .225 Sanctions.
__ .230 Audit costs.
__ .235 Program-specific audits.

Subpart C—Auditees
__ .300 Auditee responsibilities.
__ .305 Auditor selection.
__ .310 Financial statements.
__ .315 Audit findings follow-up.
__ .320 Report submission.

Subpart D—Federal Agencies and Pass-Through Entities
__ .400 Responsibilities.
__ .405 Management decision.

Subpart E—Auditors
__ .500 Scope of audit.
__ .505 Audit reporting.
__ .510 Audit findings.
__ .515 Audit working papers.
__ .520 Major program determination.
__ .525 Criteria for Federal program risk.
__ .530 Criteria for a low-risk auditee.

Appendix A to Part

—Data Collection Form (Form SF-SAC)

Appendix B to Part

—Circular A-133 Compliance Supplement

Subpart A—General

§__ .100

Purpose.

This part sets forth standards for obtaining consistency and uniformity among
Federal agencies for the audit of non-Federal entities expending Federal awards.
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Definitions.

means any non-Federal entity that expends Federal awards which
must be audited under this part.

Auditee

means an auditor, that is a public accountant or a Federal, State or
local government audit organization, which meets the general standards speci
fied in generally accepted government auditing standards (GAGAS). The term
auditor does not include internal auditors of non-profit organizations.

Auditor

means deficiencies which the auditor is required by §__ .510(a)
to report in the schedule of findings and questioned costs.

Audit finding

CFDA number means the number assigned to a Federal program in the Catalog
of Federal Domestic Assistance (CFDA).

means a grouping of closely related programs that share
common compliance requirements. The types of clusters of programs are
research and development (R&D), student financial aid (SFA), and other
clusters. “Other clusters” are as defined by the Office of Management and
Budget (OMB) in the compliance supplement or as designated by a State for
Federal awards the State provides to its subrecipients that meet the defini
tion of a cluster of programs. When designating an “other cluster,” a State
shall identify the Federal awards included in the cluster and advise the
subrecipients of compliance requirements applicable to the cluster, consistent
with §__ .400(d)(1) and §___.400(d)(2), respectively. A cluster of programs shall
be considered as one program for determining major programs, as described in
§__ .520, and, with the exception of R&D as described in §__ .200(c), whether
a program-specific audit may be elected.
Cluster ofprograms

Cognizant agency for audit means the Federal agency designated to carry out
the responsibilities described in §__ .400(a).
Compliance supplement refers to the Circular A-133 Compliance Supplement,
included as Appendix B to Circular A-133, or such documents as OMB or its
designee may issue to replace it. This document is available from the Govern
ment Printing Office, Superintendent of Documents, Washington, DC 204029325.
Corrective action

means action taken by the auditee that:

(1) Corrects identified deficiencies;
(2) Produces recommended improvements; or
(3) Demonstrates that audit findings are either invalid or do not warrant
auditee action.

has the same meaning as the term agency in Section 551(1) of
title 5, United States Code.

Federal agency

Federal award means Federal financial assistance and Federal cost-reimburse

ment contracts that non-Federal entities receive directly from Federal award
ing agencies or indirectly from pass-through entities. It does not include
procurement contracts, under grants or contracts, used to buy goods or services
from vendors. Any audits of such vendors shall be covered by the terms and
conditions of the contract. Contracts to operate Federal Government owned,
contractor operated facilities (GOCOs) are excluded from the requirements of
this part.
AICPA Technical Practice Aids

§11,320

31,184

Statements of Position

Federal awarding agency means the Federal agency that provides an award
directly to the recipient.
Federal financial assistance means assistance that non-Federal entities receive
or administer in the form of grants, loans, loan guarantees, property (including
donated surplus property), cooperative agreements, interest subsidies, insur
ance, food commodities, direct appropriations, and other assistance, but does
not include amounts received as reimbursement for services rendered to indi
viduals as described in §___ .205(h) and §___ .205(i).
Federal program means:
(1) All Federal awards to a non-Federal entity assigned a single number
in the CFDA.
(2) When no CFDA number is assigned, all Federal awards from the
same agency made for the same purpose should be combined and
considered one program.

(3) Notwithstanding paragraphs (1) and (2) of this definition, a cluster
of programs. The types of clusters of programs are:

(i)

Research and development (R&D);

(ii) Student financial aid (SFA); and
(iii) “Other clusters,” as described in the definition of cluster of
programs in this section.

GAGAS means generally accepted government auditing standards issued by
the Comptroller General of the United States, which are applicable to financial
audits.
Generally accepted accounting principles has the meaning specified in generally
accepted auditing standards issued by the American Institute of Certified
Public Accountants (AICPA).
Indian tribe means any Indian tribe, band, nation, or other organized group or
community, including any Alaskan Native village or regional or village corpo
ration (as defined in, or established under, the Alaskan Native Claims Settle
ment Act) that is recognized by the United States as eligible for the special
programs and services provided by the United States to Indians because of their
status as Indians.

Internal control means a process, effected by an entity’s management and other
personnel, designed to provide reasonable assurance regarding the achieve
ment of objectives in the following categories:
(1) Effectiveness and efficiency of operations;
(2) Reliability of financial reporting; and

(3) Compliance with applicable laws and regulations.

Internal control pertaining to the compliance requirements for Federal pro
grams (Internal control over Federal programs) means a process—effected by
an entity’s management and other personnel—designed to provide reasonable
assurance regarding the achievement of the following objectives for Federal
programs:
(1) Transactions are properly recorded and accounted for to:

(i)
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(ii) Maintain accountability over assets; and
(iii) Demonstrate compliance with laws, regulations, and other com
pliance requirements;
(2) Transactions are executed in compliance with:

(i)

Laws, regulations, and the provisions of contracts or grant
agreements that could have a direct and material effect on a
Federal program; and

(ii) Any other laws and regulations that are identified in the com
pliance supplement; and
(3) Funds, property, and other assets are safeguarded against loss from
unauthorized use or disposition.
Loan means a Federal loan or loan guarantee received or administered by a
non-Federal entity.

Local government means any unit of local government within a State, including
a county, borough, municipality, city, town, township, parish, local public
authority, special district, school district, intrastate district, council of govern
ments, and any other instrumentality of local government.
Major program means a Federal program determined by the auditor to be a
major program in accordance with §___ .520 or a program identified as a major
program by a Federal agency or pass-through entity in accordance with
§___ .215(c).

Management decision means the evaluation by the Federal awarding agency
or pass-through entity of the audit findings and corrective action plan and the
issuance of a written decision as to what corrective action is necessary.
Non-Federal entity means a State, local government, or non-profit organization.

Non-profit organization means:
(1) any corporation, trust, association, cooperative, or other organization
that:

(i)

Is operated primarily for scientific, educational, service, chari
table, or similar purposes in the public interest;

(ii) Is not organized primarily for profit; and
(iii) Uses its net proceeds to maintain, improve, or expand its opera
tions; and
(2) The term non-profit organization includes non-profit institutions of
higher education and hospitals.

OMB means the Executive Office of the President, Office of Management and
Budget.

Oversight agency for audit means the Federal awarding agency that provides
the predominant amount of direct funding to a recipient not assigned a cogni
zant agency for audit. When there is no direct funding, the Federal agency with
the predominant indirect funding shall assume the oversight responsibilities.
The duties of the oversight agency for audit are described in §___ .400(b).
Pass-through entity means a non-Federal entity that provides a Federal award
to a subrecipient to carry out a Federal program.
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Program-specific audit means

an audit of one Federal program as provided for

in §__ .200(c) and §___.235.
Questioned cost

means a cost that is questioned by the auditor because of an

audit finding:

(1) Which resulted from a violation or possible violation of a provision of
a law, regulation, contract, grant, cooperative agreement, or other
agreement or document governing the use of Federal funds, includ
ing funds used to match Federal funds;
(2) Where the costs, at the time of the audit, are not supported by adequate
documentation; or
(3) Where the costs incurred appear unreasonable and do not reflect the
actions a prudent person would take in the circumstances.

means a non-Federal entity that expends Federal awards received
directly from a Federal awarding agency to carry out a Federal program.

Recipient

Research and development (R&D) means

all research activities, both basic and
applied, and all development activities that are performed by a non-Federal
entity. Research is defined as a systematic study directed toward fuller scien
tific knowledge or understanding of the subject studied. The term research also
includes activities involving the training of individuals in research techniques
where such activities utilize the same facilities as other research and develop
ment activities and where such activities are not included in the instruction
function. Development is the systematic use of knowledge and understanding
gained from research directed toward the production of useful materials,
devices, systems, or methods, including design and development of prototypes
and processes.

means an audit which includes both the entity’s financial state
ments and the Federal awards as described in §__ .500.

Single audit

means any State of the United States, the District of Columbia, the
Commonwealth of Puerto Rico, the Virgin Islands, Guam, American Samoa,
the Commonwealth of the Northern Mariana Islands, and the Trust Territory
of the Pacific Islands, any instrumentality thereof, any multi-State, regional,
or interstate entity which has governmental functions, and any Indian tribe as
defined in this section.
State

(SFA) includes those programs of general student
assistance, such as those authorized by Title IV of the Higher Education Act of
1965, as amended, (20 U.S.C. 1070 et seq.) which is administered by the U.S.
Department of Education, and similar programs provided by other Federal
agencies. It does not include programs which provide fellowships or similar
Federal awards to students on a competitive basis, or for specified studies or
research.
Subrecipient means a non-Federal entity that expends Federal awards received
from a pass-through entity to carry out a Federal program, but does not include
an individual that is a beneficiary of such a program. A subrecipient may also
be a recipient of other Federal awards directly from a Federal awarding agency.
Guidance on distinguishing between a subrecipient and a vendor is provided
in §__ .210.
Types of compliance requirements refers to the types of compliance require
ments listed in the compliance supplement. Examples include: activities al
lowed or unallowed; allowable costs/cost principles; cash management;
eligibility; matching, level of effort, earmarking; and, reporting.
Student Financial Aid
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Vendor means a dealer, distributor, merchant, or other seller providing goods
or services that are required for the conduct of a Federal program. These goods
or services may be for an organization’s own use or for the use of beneficiaries
of the Federal program. Additional guidance on distinguishing between a
subrecipient and a vendor is provided in §___ .210.

Subpart B—Audits

§__ .200

Audit requirements.

(a) Audit required. Non-Federal entities that expend $300,000 or more in a
year in Federal awards shall have a single or program-specific audit conducted
for that year in accordance with the provisions of this part. Guidance on
determining Federal awards expended is provided in §___ .205.

(b)_ Single audit. Non-Federal entities that expend $300,000 or more in a year
in Federal awards shall have a single audit conducted in accordance with
§___ .500 except when they elect to have a program-specific audit conducted in
accordance with paragraph (c) of this section.

(c) Program-specific audit election. When an auditee expends Federal awards
under only one Federal program (excluding R&D) and the Federal program’s
laws, regulations, or grant agreements do not require a financial statement
audit of the auditee, the auditee may elect to have a program-specific audit
conducted in accordance with §___ .235. A program-specific audit may not be
elected for R&D unless all of the Federal awards expended were received from
the same Federal agency, or the same Federal agency and the same passthrough entity, and that Federal agency, or pass-through entity in the case of
a subrecipient, approves in advance a program-specific audit.
(d)_ Exemption when Federal awards expended are less than $300,000. NonFederal entities that expend less than $300,000 a year in Federal awards are
exempt from Federal audit requirements for that year, except as noted in
§___ .215(a), but records must be available for review or audit by appropriate
officials of the Federal agency, pass-through entity, and General Accounting
Office (GAO).

(e) Federally Funded Research and Development Centers (FFRDC). Manage
ment of an auditee that owns or operates a FFRDC may elect to treat the
FFRDC as a separate entity for purposes of this part.

§__ .205

Basis for determining Federal awards expended.

(a) Determining Federal awards expended. The determination of when an
award is expended should be based on when the activity related to the award
occurs. Generally, the activity pertains to events that require the non-Federal
entity to comply with laws, regulations, and the provisions of contracts or grant
agreements, such as: expenditure/expense transactions associated with grants,
cost-reimbursement contracts, cooperative agreements, and direct appropria
tions; the disbursement of funds passed through to subrecipients; the use of
loan proceeds under loan and loan guarantee programs; the receipt of property;
the receipt of surplus property; the receipt or use of program income; the
distribution or consumption of food commodities; the disbursement of amounts
entitling the non-Federal entity to an interest subsidy; and, the period when
insurance is in force.

(b) Loan and loan guarantees (loans). Since the Federal Government is at
risk for loans until the debt is repaid, the following guidelines shall be used to
AICPA Technical Practice Aids

§11,320

31,188

Statements of Position

calculate the value of Federal awards expended under loan programs, except
as noted in paragraphs (c) and (d) of this section:
(1) Value of new loans made or received during the fiscal year; plus

(2) Balance of loans from previous years for which the Federal Govern
ment imposes continuing compliance requirements; plus
(3) Any interest subsidy, cash, or administrative cost allowance re
ceived.
(c) Loan and loan guarantees (loans) at institutions of higher education. When
loans are made to students of an institution of higher education but the
institution does not make the loans, then only the value of loans made during
the year shall be considered Federal awards expended in that year. The balance
of loans for previous years is not included as Federal awards expended because
the lender accounts for the prior balances.

(d) Prior loan and loan guarantees (loans). Loans, the proceeds of which were
received and expended in prior-years, are not considered Federal awards
expended under this part when the laws, regulations, and the provisions of
contracts or grant agreements pertaining to such loans impose no continuing
compliance requirements other than to repay the loans.
(e) Endowment finds. The cumulative balance of Federal awards for endow
ment funds which are federally restricted are considered awards expended in
each year in which the funds are still restricted.

(f) Free rent. Free rent received by itself is not considered a Federal award
expended under this part. However, free rent received as part of an award to
carry out a Federal program shall be included in determining Federal awards
expended and subject to audit under this part.
(g) Valuing non-cash assistance. Federal non-cash assistance, such as free
rent, food stamps, food commodities, donated property, or donated surplus
property, shall be valued at fair market value at the time of receipt or the
assessed value provided by the Federal agency.

(h) Medicare. Medicare payments to a non-Federal entity for providing pa
tient care services to Medicare eligible individuals are not considered Federal
awards expended under this part.
(i) Medicaid. Medicaid payments to a subrecipient for providing patient care
services to Medicaid eligible individuals are not considered Federal awards
expended under this part unless a State requires the funds to be treated as
Federal awards expended because reimbursement is on a cost-reimbursement
basis.
(j) Certain loans provided by the National Credit Union Administration. For
purposes of this part, loans made from the National Credit Union Share
Insurance Fund and the Central Liquidity Facility that are funded by contri
butions from insured institutions are not considered Federal awards expended.
§__ .210

Subrecipient and vendor determinations.

(a) General. An auditee may be a recipient, a subrecipient, and a vendor.
Federal awards expended as a recipient or a subrecipient would be subject to
audit under this part. The payments received for goods or services provided as
a vendor would not be considered Federal awards. The guidance in paragraphs
(b) and (c) of this section should be considered in determining whether pay
ments constitute a Federal award or a payment for goods and services.
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(b) Federal award. Characteristics indicative of a Federal award received by
a subrecipient are when the organization:
(1) Determines who is eligible to receive what Federal financial assis
tance;
(2) Has its performance measured against whether the objectives of the
Federal program are met;
(3) Has responsibility for programmatic decision making;
(4) Has responsibility for adherence to applicable Federal program
compliance requirements; and
(5) Uses the Federal funds to carry out a program of the organization as
compared to providing goods or services for a program of the passthrough entity. .

(c) Payment for goods and services. Characteristics indicative of a payment
for goods and services received by a vendor are when the organization:
(1) Provides the goods and services within normal business operations;
(2) Provides similar goods or services to many different purchasers;
(3) Operates in a competitive environment;
(4) Provides goods or services that are ancillary to the operation of the
Federal program; and
(5) Is not subject to compliance requirements of the Federal program.

(d) Use ofjudgment in making determination. There may be unusual circum
stances or exceptions to the listed characteristics. In making the determination
of whether a subrecipient or vendor relationship exists, the substance of the
relationship is more important than the form of the agreement. It is not
expected that all of the characteristics will be present and judgment should be
used in determining whether an entity is a subrecipient or vendor.

(e) For-profit subrecipient. Since this part does not apply to for-profit subre
cipients, the pass-through entity is responsible for establishing requirements,
as necessary, to ensure compliance by for-profit subrecipients. The contract
with the for-profit subrecipient should describe applicable compliance require
ments and the for-profit subrecipient’s compliance responsibility. Methods to
ensure compliance for Federal awards made to for-profit subrecipients may
include pre-award audits, monitoring during the contract, and post-award
audits.
(f) Compliance responsibility for vendors. In most cases, the auditee’s compli
ance responsibility for vendors is only to ensure that the procurement, receipt,
and payment for goods and services comply with laws, regulations, and the
provisions of contracts or grant agreements. Program compliance requirements
normally do not pass through to vendors. However, the auditee is responsible
for ensuring compliance for vendor transactions which are structured such that
the vendor is responsible for program compliance or the vendor’s records must
be reviewed to determine program compliance. Also, when these vendor trans
actions relate to a major program, the scope of the audit shall include deter
mining whether these transactions are in compliance with laws, regulations,
and the provisions of contracts or grant agreements.

§__ .215

Relation to other audit requirements.

(a) Audit under this part in lieu ofother audits. An audit made in accordance
with this part shall be in lieu of any financial audit required under individual
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Federal awards. To the extent this audit meets a Federal agency's needs, it
shall rely upon and use such audits. The provisions of this part neither limit
the authority of Federal agencies, including their Inspectors General, or GAO
to conduct or arrange for additional audits (e.g., financial audits, performance
audits, evaluations, inspections, or reviews) nor authorize any auditee to
constrain Federal agencies from carrying out additional audits. Any additional
audits shall be planned and performed in such a way as to build upon work
performed by other auditors.
(b) Federal agency to pay for additional audits. A Federal agency that con
ducts or contracts for additional audits shall, consistent with other applicable
laws and regulations, arrange for funding the full cost of such additional audits.
(c) Request for a program to be audited as a major program. A Federal agency
may request an auditee to have a particular Federal program audited as a major
program in lieu of the Federal agency conducting or arranging for the additional
audits. To allow for planning, such requests should be made at least 180 days
prior to the end of the fiscal year to be audited. The auditee, after consultation
with its auditor, should promptly respond to such request by informing the
Federal agency whether the program would otherwise be audited as a major
program using the risk-based audit approach described in §___ .520 and, if not,
the estimated incremental cost. The Federal agency shall then promptly con
firm to the auditee whether it wants the program audited as a major program.
If the program is to be audited as a major program based upon this Federal
agency request, and the Federal agency agrees to pay the full incremental costs,
then the auditee shall have the program audited as a major program. A
pass-through entity may use the provisions of this paragraph for a subrecipient.

§__ .220

Frequency of audits.

Except for the provisions for biennial audits provided in paragraphs (a) and (b)
of this section, audits required by this part shall be performed annually. Any
biennial audit shall cover both years within the biennial period.

(a) A State or local government that is required by constitution or
statute, in effect on January 1, 1987, to undergo its audits less
frequently than annually, is permitted to undergo its audits pursu
ant to this part biennially. This requirement must still be in effect
for the biennial period under audit.
(b) Any non-profit organization that had biennial audits for all biennial
periods ending between July 1,1992, and January 1,1995, is permit
ted to undergo its audits pursuant to this part biennially.

§__ .225

Sanctions.

No audit costs may be charged to Federal awards when audits required by this
part have not been made or have been made but not in accordance with this
part. In cases of continued inability or unwillingness to have an audit conducted
in accordance with this part, Federal agencies and pass-through entities shall
take appropriate action using sanctions such as:
(a) Withholding a percentage of Federal awards until the audit is com
pleted satisfactorily;

(b) Withholding or disallowing overhead costs;

(c) Suspending Federal awards until the audit is conducted; or
(d) Terminating the Federal award.
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Audit costs.

(a) Allowable costs. Unless prohibited by law, the cost of audits made in
accordance with the provisions of this part are allowable charges to Federal
awards. The charges may be considered a direct cost or an allocated indirect
cost, as determined in accordance with the provisions of applicable 0MB cost
principles circulars, the Federal Acquisition Regulation (FAR) (48 CFR parts
30 and 31), or other applicable cost principles or regulations.
(b) Unallowable costs. A non-Federal entity shall not charge the following to
a Federal award:
(1) The cost of any audit under the Single Audit Act Amendments of 1996
(31 U.S.C. 7501 et seq.) not conducted in accordance with this part.

(2) The cost of auditing a non-Federal entity which has Federal awards
expended of less than $300,000 per year and is thereby exempted
under §___ .200(d) from having an audit conducted under this part.
However, this does not prohibit a pass-through entity from charging
Federal awards for the cost of limited scope audits to monitor its
subrecipients in accordance with §___ .400(d)(3), provided the subre
cipient does not have a single audit. For purposes of this part, limited
scope audits only include agreed-upon procedures engagements con
ducted in accordance with either the AICPA’s generally accepted
auditing standards or attestation standards, that are paid for and
arranged by a pass-through entity and address only one or more of
the following types of compliance requirements: activities allowed or
unallowed; allowable costs/cost principles; eligibility; matching, level
of effort, earmarking; and, reporting.

§__ .235

Program-specific audits.

(a) Program-specific audit guide available. In many cases, a program-specific
audit guide will be available to provide specific guidance to the auditor with
respect to internal control, compliance requirements, suggested audit proce
dures, and audit reporting requirements. The auditor should contact the Office
of Inspector General of the Federal agency to determine whether such a guide
is available. When a current program-specific audit guide is available, the
auditor shall follow GAGAS and the guide when performing a program-specific
audit.
(b) Program-specific audit guide not available. (1) When a program-specific
audit guide is not available, the auditee and auditor shall have basically the
same responsibilities for the Federal program as they would have for an audit
of a major program in a single audit.
(2) The auditee shall prepare the financial statements) for the Federal
program that includes, at a minimum, a schedule of expenditures of
Federal awards for the program and notes that describe the signifi
cant accounting policies used in preparing the schedule, a summary
schedule of prior audit findings consistent with the requirements of
§___ .315(b), and a corrective action plan consistent with the require
ments of §___ .315(c).

(3) The auditor shall:

(i)

Perform an audit of the financial statement(s) for the Federal
program in accordance with GAGAS;
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(ii) Obtain an understanding of internal control and perform tests
of internal control over the Federal program consistent with the
requirements of §___ .500(c) for a major program;
(iii) Perform procedures to determine whether the auditee has com
plied with laws, regulations, and the provisions of contracts or
grant agreements that could have a direct and material effect on
the Federal program consistent with the requirements of
§___ .500(d) for a major program; and
(iv) Follow up on prior audit findings, perform procedures to assess
the reasonableness of the summary schedule of prior audit
findings prepared by the auditee, and report, as a current year
audit finding, when the auditor concludes that the summary
schedule of prior audit findings materially misrepresents the
status of any prior audit finding in accordance with the require
ments of §___ .500(e).
(4) The auditor’s report(s) may be in the form of either combined or
separate reports and may be organized differently from the manner
presented in this section. The auditor’s report(s) shall state that the
audit was conducted in accordance with this part and include the
following:
(i)

An opinion (or disclaimer of opinion) as to whether the financial
statement(s) of the Federal program is presented fairly in all
material respects in conformity with the stated accounting poli
cies;

(ii) A report on internal control related to the Federal program,
which shall describe the scope of testing of internal control and
the results of the tests;
(iii) A report on compliance which includes an opinion (or disclaimer
of opinion) as to whether the auditee complied with laws, regu
lations, and the provisions of contracts or grant agreements
which could have a direct and material effect on the Federal
program; and
(iv) A schedule of findings and questioned costs for the Federal
program that includes a summary of the auditor’s results rela
tive to the Federal program in a format consistent with
§___ .505(d)(1) and findings and questioned costs consistent with
the requirements of §___ .505(d)(3).

(c) Report submission for program-specific audits. (1) The audit shall be
completed and the reporting required by paragraph (c)(2) or (c)(3) of this section
submitted within the earlier of 30 days after receipt of the auditor’s report(s),
or nine months after the end of the audit period, unless a longer period is agreed
to in advance by the Federal agency that provided the funding or a different
period is specified in a program-specific audit guide. (However, for fiscal years
beginning on or before June 30, 1998, the audit shall be completed and the
required reporting shall be submitted within the earlier of 30 days after receipt
of the auditor’s report(s), or 13 months after the end of the audit period, unless
a different period is specified in a program-specific audit guide.) Unless re
stricted by law or regulation, the auditee shall make report copies available for
public inspection.
(2) When a program-specific audit guide is available, the auditee shall
submit to the Federal clearinghouse designated by 0MB the data
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collection form prepared in accordance with §__ .320(b), as applica
ble to a program-specific audit, and the reporting required by the
program-specific audit guide to be retained as an archival copy. Also,
the auditee shall submit to the Federal awarding agency or passthrough entity the reporting required by the program-specific audit
guide.
(3) When a program-specific audit guide is not available, the reporting
package for a program-specific audit shall consist of the financial
statement(s) of the Federal program, a summary schedule of prior
audit findings, and a corrective action plan as described in paragraph
(b)(2) of this section, and the auditors report(s) described in para
graph (b)(4) of this section. The data collection form prepared in
accordance with §___.320(b), as applicable to a program-specific
audit, and one copy of this reporting package shall be submitted to
the Federal clearinghouse designated by OMB to be retained as an
archival copy. Also, when the schedule of findings and questioned
costs disclosed audit findings or the summary schedule of prior audit
findings reported the status of any audit findings, the auditee shall
submit one copy of the reporting package to the Federal clearing
house on behalf of the Federal awarding agency, or directly to the
pass-through entity in the case of a subrecipient. Instead of submit
ting the reporting package to the pass-through entity, when a subre- cipient is not required to submit a reporting package to the
pass-through entity, the subrecipient shall provide written notifica
tion to the pass-through entity, consistent with the requirements of
§__ .320(e)(2). A subrecipient may submit a copy of the reporting
package to the pass-through entity to comply with this notification
requirement.
(d) Other sections of this part may apply. Program-specific audits are subject
to §
.100 through §
.215(b), §
.220 through §
.230, §
.300 through
§ .305, §
.315, § .320(f) through § .320(j), §
.400 through §
.405,
§__ .510 through §___.515, and other referenced provisions of this part unless
contrary to the provisions of this section, a program-specific audit guide, or
program laws and regulations.
Subpart C—Auditees

§__ .300

Auditee responsibilities.

The auditee shall:

(a) Identify, in its accounts, all Federal awards received and expended
and the Federal programs under which they were received. Federal
program and award identification shall include, as applicable, the
CFDA title and number, award number and year, name of the
Federal agency, and name of the pass-through entity.

(b) Maintain internal control over Federal programs that provides rea
sonable assurance that the auditee is managing Federal awards in
compliance with laws, regulations, and the provisions of contracts or
grant agreements that could have a material effect on each of its
Federal programs.
(c) Comply with laws, regulations, and the provisions of contracts or
grant agreements related to each of its Federal programs.
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(d) Prepare appropriate financial statements, including the schedule of
expenditures of Federal awards in accordance with §___ .310.
(e) Ensure that the audits required by this part are properly performed
and submitted when due. When extensions to the report submission
due date required by §___ .320(a) are granted by the cognizant or
oversight agency for audit, promptly notify the Federal clearing
house designated by OMB and each pass-through entity providing
Federal awards of the extension.
(f)

§__ .305

Follow up and take corrective action on audit findings, including
preparation of a summary schedule of prior audit findings and a
corrective action plan in accordance with §___ .315(b) and §___ .315(c),
respectively.

Auditor selection.

(a) Auditor procurement. In procuring audit services, auditees shall follow
the procurement standards prescribed by the Grants Management Common
Rule (hereinafter referred to as the “A-102 Common Rule”) published March
11,1988 and amended April 19,1995 [insert appropriate CFR citation], Circu
lar A-110, “Uniform Administrative Requirements for Grants and Agreements
with Institutions of Higher Education, Hospitals and Other Non-Profit Organi
zations,” or the FAR (48 CFR part 42), as applicable (OMB Circulars are
available from the Office of Administration, Publications Office, room 2200,
New Executive Office Building, Washington, DC 20503). Whenever possible,
auditees shall make positive efforts to utilize small businesses, minority-owned
firms, and women’s business enterprises, in procuring audit services as stated
in the A-102 Common Rule, OMB Circular A-110, or the FAR (48 CFR part 42),
as applicable. In requesting proposals for audit services, the objectives and
scope of the audit should be made clear. Factors to be considered in evaluating
each proposal for audit services include the responsiveness to the request for
proposal, relevant experience, availability of staff with professional qualifica
tions and technical abilities, the results of external quality control reviews, and
price.
(b) Restriction on auditor preparing indirect cost proposals. An auditor who
prepares the indirect cost proposal or cost allocation plan may not also be
selected to perform the audit required by this part when the indirect costs
recovered by the auditee during the prior year exceeded $1 million. This
restriction applies to the base year used in the preparation of the indirect cost
proposal or cost allocation plan and any subsequent years in which the resulting
indirect cost agreement or cost allocation plan is used to recover costs. To
minimize any disruption in existing contracts for audit services, this paragraph
applies to audits of fiscal years beginning after June 30,1998.

(c) Use of Federal auditors. Federal auditors may perform all or part of the
work required under this part if they comply fully with the requirements of this
part.

§__ .310

Financial statements.

(a) Financial statements. The auditee shall prepare financial statements that
reflect its financial position, results of operations or changes in net assets, and,
where appropriate, cash flows for the fiscal year audited. The financial state
ments shall be for the same organizational unit and fiscal year that is chosen
to meet the requirements of this part. However, organization-wide financial
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statements may also include departments, agencies, and other organizational
units that have separate audits in accordance with §___ .500(a) and prepare
separate financial statements.
(b) Schedule ofexpenditures ofFederal awards. The auditee shall also prepare
a schedule of expenditures ofFederal awards for the period covered by the auditee’s
financial statements. While not required, the auditee may choose to provide
information requested by Federal awarding agencies and pass-through entities to
make the schedule easier to use. For example, when a Federal program has
multiple award years, the auditee may list the amount of Federal awards expended
for each award year separately. At a minimum, the schedule shall:
(1) List individual Federal programs by Federal agency. For Federal
programs included in a cluster of programs, list individual Federal
programs within a cluster of programs. For R&D, total Federal
awards expended shall be shown either by individual award or by
Federal agency and major subdivision within the Federal agency. For
example, the National Institutes of Health is a major subdivision in
the Department of Health and Human Services.
(2) For Federal awards received as a subrecipient, the name of the
pass-through entity and identifying number assigned by the passthrough entity shall be included.
(3) Provide total Federal awards expended for each individual Federal
program and the CFDA number or other identifying number when
the CFDA information is not available.
(4) Include notes that describe the significant accounting policies used
in preparing the schedule.

(5) To the extent practical, pass-through entities should identify in the
schedule the total amount provided to subrecipients from each Fed
eral program.

(6) Include, in either the schedule or a note to the schedule, the value of
the Federal awards expended in the form of non-cash assistance, the
amount of insurance in effect during the year, and loans or loan
guarantees outstanding at year end. While not required, it is prefer
able to present this information in the schedule.

§__ .315

Audit findings follow-up.

(a) General. The auditee is responsible for follow-up and corrective action on
all audit findings. As part of this responsibility, the auditee shall prepare a
summary schedule of prior audit findings. The auditee shall also prepare a
corrective action plan for current year audit findings. The summary schedule
of prior audit findings and the corrective action plan shall include the reference
numbers the auditor assigns to audit findings under §___ .510(c). Since the
summary schedule may include audit findings from multiple years, it shall
include the fiscal year in which the finding initially occurred.
(b) Summary schedule ofprior audit findings. The summary schedule of prior
audit findings shall report the status of all audit findings included in the prior
audit’s schedule of findings and questioned costs relative to Federal awards.
The summary schedule shall also include audit findings reported in the prior
audit’s summary schedule of prior audit findings except audit findings listed
as corrected in accordance with paragraph (b)(1) of this section, or no longer
valid or not warranting further action in accordance with paragraph (b)(4) of
this section.
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(1) When audit findings were fully corrected, the summary schedule
need only list the audit findings and state that corrective action was
taken.
(2) When audit findings were not corrected or were only partially cor
rected, the summary schedule shall describe the planned corrective
action as well as any partial corrective action taken.

(3) When corrective action taken is significantly different from correc
tive action previously reported in a corrective action plan or in the
Federal agency’s or pass-through entity’s management decision, the
summary schedule shall provide an explanation.
(4) When the auditee believes the audit findings are no longer valid or
do not warrant further action, the reasons for this position shall be
described in the summary schedule. A valid reason for considering
an audit finding as not warranting further action is that all of the
following have occurred:

(i)

Two years have passed since the audit report in which the
finding occurred was submitted to the Federal clearinghouse;

(ii) The Federal agency or pass-through entity is not currently
following up with the auditee on the audit finding; and
(iii) A management decision was not issued.

(c) Corrective action plan. At the completion of the audit, the auditee shall
prepare a corrective action plan to address each audit finding included in the
current year auditor’s reports. The corrective action plan shall provide the
name(s) of the contact person(s) responsible for corrective action, the corrective
action planned, and the anticipated completion date. If the auditee does not
agree with the audit findings or believes corrective action is not required, then
the corrective action plan shall include an explanation and specific reasons.

§__ .320

Report submission.

(a) General. The audit shall be completed and the data collection form de
scribed in paragraph (b) of this section and reporting package described in
paragraph (c) of this section shall be submitted within the earlier of 30 days
after receipt of the auditor’s report(s), or nine months after the end of the audit
period, unless a longer period is agreed to in advance by the cognizant or
oversight agency for audit. (However, for fiscal years beginning on or before
June 30, 1998, the audit shall be completed and the data collection form and
reporting package shall be submitted within the earlier of 30 days after receipt
of the auditor’s report(s), or 13 months after the end of the audit period.) Unless
restricted by law or regulation, the auditee shall make copies available for
public inspection.
(b) Data Collection. (1) The auditee shall submit a data collection form
which states whether the audit was completed in accordance with this part and
provides information about the auditee, its Federal programs, and the results
of the audit. The form shall be approved by OMB, available from the Federal
clearinghouse designated by OMB, and include data elements similar to those
presented in this paragraph. A senior level representative of the auditee (e.g.,
State controller, director of finance, chief executive officer, or chief financial
officer) shall sign a statement to be included as part of the form certifying that:
the auditee complied with the requirements of this part, the form was prepared
in accordance with this part (and the instructions accompanying the form), and
the information included in the form, in its entirety, are accurate and complete.
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(2) The data collection form shall include the following data elements:

(i) The type of report the auditor issued on the financial statements
of the auditee (i.e., unqualified opinion, qualified opinion, ad
verse opinion, or disclaimer of opinion).
(ii) Where applicable, a statement that reportable conditions in
internal control were disclosed by the audit of the financial
statements and whether any such conditions were material
weaknesses.
(iii) A statement as to whether the audit disclosed any noncompli
ance which is material to the financial statements of the auditee.
(iv) Where applicable, a statement that reportable conditions in
internal control over major programs were disclosed by the audit
and whether any such conditions were material weaknesses.

(v) The type of report the auditor issued on compliance for major
programs (i.e., unqualified opinion, qualified opinion, adverse
opinion, or disclaimer of opinion).

(vi) A list of the Federal awarding agencies which will receive a copy
of the reporting package pursuant to §___.320(d)(2).
(vii) A yes or no statement as to whether the auditee qualified as a
low-risk auditee under §__ .530.

(viii) The dollar threshold used to distinguish between Type A and
Type B programs as defined in §___ .520(b).

(ix) The Catalog ofFederal Domestic Assistance (CFDA) number for
each Federal program, as applicable.
(x) The name of each Federal program and identification of each
major program. Individual programs within a cluster of pro
grams should be listed in the same level of detail as they are
listed in the schedule of expenditures of Federal awards.

(xi) The amount of expenditures in the schedule of expenditures of
Federal awards associated with each Federal program.
(xii) For each Federal program, a yes or no statement as to whether
there are audit findings in each of the following types of compli
ance requirements and the total amount of any questioned costs:

(A)

Activities allowed or unallowed.

(B)
(C)

Allowable costs/cost principles.
Cash management.

(D)

Davis-Bacon Act.

(E)

Eligibility.

(F)

Equipment and real property management.

(G)

Matching, level of effort, earmarking.

(H)

Period of availability of Federal funds.

(I)
(J)

Procurement and suspension and debarment.
Program income.

(K)

Real property acquisition and relocation assistance.
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(L)

Reporting.

(M)

Subrecipient monitoring.

(N)

Special tests and provisions.

(xiii) Auditee Name, Employer Identification Number(s), Name and
Title of Certifying Official, Telephone Number, Signature, and
Date.

(xiv) Auditor Name, Name and Title of Contact Person, Auditor
Address, Auditor Telephone Number, Signature, and Date.
(xv) Whether the auditee has either a cognizant or oversight agency
for audit.

(xvi) The name of the cognizant or oversight agency for audit deter
mined in accordance with §___ .400(a) and §___ .400(b), respec
tively.
(3) Using the information included in the reporting package described
in paragraph (c) of this section, the auditor shall complete the
applicable sections of the form. The auditor shall sign a statement to
be included as part of the data collection form that indicates, at a
minimum, the source of the information included in the form, the
auditor’s responsibility for the information, that the form is not a
substitute for the reporting package described in paragraph (c) of this
section, and that the content of the form is limited to the data
elements prescribed by OMB.

(c) Reporting package. The reporting package shall include the:
(1) Financial statements and schedule of expenditures of Federal
awards discussed in §___ .310(a) and §___ .310(b), respectively;
(2) Summary schedule of prior audit findings discussed in §___ .315(b);
(3) Auditor’s report(s) discussed in §___ .505; and
(4) Corrective action plan discussed in §___ .315(c).

(d) Submission to clearinghouse. All auditees shall submit to the Federal
clearinghouse designated by OMB the data collection form described in para
graph (b) of this section and one copy of the reporting package described in
paragraph (c) of this section for:
(1) The Federal clearinghouse to retain as an archival copy; and
(2) Each Federal awarding agency when the schedule of findings and
questioned costs disclosed audit findings relating to Federal awards
that the Federal awarding agency provided directly or the summary
schedule of prior audit findings reported the status of any audit
findings relating to Federal awards that the Federal awarding
agency provided directly.
(e) Additional submission by subrecipients. (1) In addition to the require
ments discussed in paragraph (d) of this section, auditees that are also subre
cipients shall submit to each pass-through entity one copy of the reporting
package described in paragraph (c) of this section for each pass-through entity
when the schedule of findings and questioned costs disclosed audit findings
relating to Federal awards that the pass-through entity provided or the sum
mary schedule of prior audit findings reported the status of any audit findings
relating to Federal awards that the pass-through entity provided.
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(2) Instead of submitting the reporting package to a pass-through entity,
when a subrecipient is not required to submit a reporting package to
a pass-through entity pursuant to paragraph (e)(1) of this section,
the subrecipient shall provide written notification to the passthrough entity that: an audit of the subrecipient was conducted in
accordance with this part (including the period covered by the audit
and the name, amount, and CFDA number of the Federal award(s)
provided by the pass-through entity); the schedule of findings and
questioned costs disclosed no audit findings relating to the Federal
award(s) that the pass-through entity provided; and, the summary
schedule of prior audit findings did not report on the status of any
audit findings relating to the Federal award(s) that the pass-through
entity provided. A subrecipient may submit a copy of the reporting
package described in paragraph (c) of this section to a pass-through
entity to comply with this notification requirement.
(f) Requests for report copies. In response to requests by a Federal agency or
pass-through entity, auditees shall submit the appropriate copies of the report
ing package described in paragraph (c) of this section and, if requested, a copy
of any management letters issued by the auditor.

(g) Report retention requirements. Auditees shall keep one copy of the data
collection form described in paragraph (b) of this section and one copy of the
reporting package described in paragraph (c) of this section on file for three
years from the date of submission to the Federal clearinghouse designated by
OMB. Pass-through entities shall keep subrecipients’ submissions on file for
three years from date of receipt.

(h) Clearinghouse responsibilities. The Federal clearinghouse designated by
OMB shall distribute the reporting packages received in accordance with
paragraph (dX2) of this section and § .235(c)(3) to applicable Federal award
ing agencies, maintain a data base of completed audits, provide appropriate
information to Federal agencies, and follow up with known auditees which have
not submitted the required data collection forms and reporting packages.

(i) Clearinghouse address. The address of the Federal clearinghouse cur
rently designated by OMB is Federal Audit Clearinghouse, Bureau of the
Census, 1201E. 10th Street, Jeffersonville, IN 47132.
(j) Electronic filing. Nothing in this part shall preclude electronic submis
sions to the Federal clearinghouse in such manner as may be approved by OMB.
With OMB approval, the Federal clearinghouse may pilot test methods of
electronic submissions.
Subpart D—Federal Agencies and Pass-Through Entities

§__ .400

Responsibilities.

(a) Cognizant agency for audit responsibilities. Recipients expending more
than $25 million a year in Federal awards shall have a cognizant agency for
audit. The designated cognizant agency for audit shall be the Federal awarding
agency that provides the predominant amount of direct funding to a recipient
unless OMB makes a specific cognizant agency for audit assignment. To provide
for continuity of cognizance, the determination of the predominant amount of
direct funding shall be based upon direct Federal awards expended in the
recipient’s fiscal years ending in 1995, 2000, 2005, and every fifth year there
after. For example, audit cognizance for periods ending in 1997 through 2000
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will be determined based on Federal awards expended in 1995. (However, for
States and local governments that expend more than $25 million a year in
Federal awards and have previously assigned cognizant agencies for audit, the
requirements of this paragraph are not effective until fiscal years beginning
after June 30, 2000.) Notwithstanding the manner in which audit cognizance
is determined, a Federal awarding agency with cognizance for an auditee may
reassign cognizance to another Federal awarding agency which provides sub
stantial direct funding and agrees to be the cognizant agency for audit. Within
30 days after any reassignment, both the old and the new cognizant agency for
audit shall notify the auditee, and, if known, the auditor of the reassignment.
The cognizant agency for audit shall:
(1) Provide technical audit advice and liaison to auditees and auditors.
(2) Consider auditee requests for extensions to the report submission
due date required by §___ .320(a). The cognizant agency for audit may
grant extensions for good cause.
(3) Obtain or conduct quality control reviews of selected audits made by
non-Federal auditors, and provide the results, when appropriate, to
other interested organizations.
(4) Promptly inform other affected Federal agencies and appropriate
Federal law enforcement officials of any direct reporting by the
auditee or its auditor of irregularities or illegal acts, as required by
GAGAS or laws and regulations.
(5) Advise the auditor and, where appropriate, the auditee of any defi
ciencies found in the audits when the deficiencies require corrective
action by the auditor. When advised of deficiencies, the auditee shall
work with the auditor to take corrective action. If corrective action
is not taken, the cognizant agency for audit shall notify the auditor,
the auditee, and applicable Federal awarding agencies and passthrough entities of the facts and make recommendations for follow-up
action. Major inadequacies or repetitive substandard performance by
auditors shall be referred to appropriate State licensing agencies and
professional bodies for disciplinary action.
(6) Coordinate, to the extent practical, audits or reviews made by or for
Federal agencies that are in addition to the audits made pursuant to
this part, so that the additional audits or reviews build upon audits
performed in accordance with this part.
(7) Coordinate a management decision for audit findings that affect the
Federal programs of more than one agency.
(8) Coordinate the audit work and reporting responsibilities among
auditors to achieve the most cost-effective audit.
(9) For biennial audits permitted under §___ .220, consider auditee re
quests to qualify as a low-risk auditee under §___ .530(a).

(b) Oversight agency for audit responsibilities. An auditee which does not
have a designated cognizant agency for audit will be under the general over
sight of the Federal agency determined in accordance with §___ .105. The
oversight agency for audit:
(1) Shall provide technical advice to auditees and auditors as requested.
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(2) May assume all or some of the responsibilities normally performed
by a cognizant agency for audit.

(c) Federal awarding agency responsibilities. The Federal awarding agency
shall perform the following for the Federal awards it makes:
(1) Identify Federal awards made by informing each recipient of the
CFDA title and number, award name and number, award year, and
if the award is for R&D. When some of this information is not
available, the Federal agency shall provide information necessary to
clearly describe the Federal award.

(2) Advise recipients of requirements imposed on them by Federal laws,
regulations, and the provisions of contracts or grant agreements.
(3) Ensure that audits are completed and reports are received in a timely
manner and in accordance with the requirements of this part.
(4) Provide technical advice and counsel to auditees and auditors as
requested.

(5) Issue a management decision on audit findings within six months
after receipt of the audit report and ensure that the recipient takes
appropriate and timely corrective action.
(6) Assign a person responsible for providing annual updates of the
compliance supplement to OMB.

(d) Pass-through entity responsibilities. A pass-through entity shall perform
the following for the Federal awards it makes:
(1) Identify Federal awards made by informing each subrecipient of
CFDA title and number, award name and number, award year, if the
award is R&D, and name of Federal agency. When some of this
information is not available, the pass-through entity shall provide
the best information available to describe the Federal award.
(2) Advise subrecipients of requirements imposed on them by Federal
laws, regulations, and the provisions of contracts or grant agree
ments as well as any supplemental requirements imposed by the
pass-through entity.
(3) Monitor the activities of subrecipients as necessary to ensure that
Federal awards are used for authorized purposes in compliance with
laws, regulations, and the provisions of contracts or grant agree
ments and that performance goals are achieved.

(4) Ensure that subrecipients expending $300,000 or more in Federal
awards during the subrecipient’s fiscal year have met the audit
requirements of this part for that fiscal year.
(5) Issue a management decision on audit findings within six months
after receipt of the subrecipient’s audit report and ensure that the
subrecipient takes appropriate and timely corrective action.

(6) Consider whether subrecipient audits necessitate adjustment of the
pass-through entity’s own records.
(7) Require each subrecipient to permit the pass-through entity and
auditors to have access to the records and financial statements as
necessary for the pass-through entity to comply with this part.

§__ .405

Management decision.

(a) General. The management decision shall clearly state whether or not the
audit finding is sustained, the reasons for the decision, and the expected auditee
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action to repay disallowed costs, make financial adjustments, or take other
action. If the auditee has not completed corrective action, a timetable for
follow-up should be given. Prior to issuing the management decision, the
Federal agency or pass-through entity may request additional information or
documentation from the auditee, including a request for auditor assurance
related to the documentation, as a way of mitigating disallowed costs. The
management decision should describe any appeal process available to the
auditee.
(b) Federal agency. As provided in §__ .400(a)(7), the cognizant agency for
audit shall be responsible for coordinating a management decision for audit
findings that affect the programs of more than one Federal agency. As provided
in §__ .400(c)(5), a Federal awarding agency is responsible for issuing a
management decision for findings that relate to Federal awards it makes to
recipients. Alternate arrangements may be made on a case-by-case basis by
agreement among the Federal agencies concerned.

(c) Pass-through entity. As provided in §__ .400(d)(5), the pass-through en
tity shall be responsible for making the management decision for audit findings
that relate to Federal awards it makes to subrecipients.
(d) Time requirements. The entity responsible for making the management
decision shall do so within six months of receipt of the audit report. Corrective
action should be initiated within six months after receipt of the audit report
and proceed as rapidly as possible.
(e)_ Reference numbers. Management decisions shall include the reference
numbers the auditor assigned to each audit finding in accordance with
§__ .510(c).
Subpart E—Auditors

§__ .500

Scope of audit.

(a) General. The audit shall be conducted in accordance with GAGAS. The
audit shall cover the entire operations of the auditee; or, at the option of the
auditee, such audit shall include a series of audits that cover departments,
agencies, and other organizational units which expended or otherwise admin
istered Federal awards during such fiscal year, provided that each such audit
shall encompass the financial statements and schedule of expenditures of
Federal awards for each such department, agency, and other organizational
unit, which shall be considered to be a non-Federal entity. The financial
statements and schedule of expenditures of Federal awards shall be for the
same fiscal year.

(b) Financial statements. The auditor shall determine whether the financial
statements of the auditee are presented fairly in all material respects in
conformity with generally accepted accounting principles. The auditor shall
also determine whether the schedule of expenditures of Federal awards is
presented fairly in all material respects in relation to the auditee’s financial
statements taken as a whole.

(c) Internal control. (1) In addition to the requirements of GAGAS, the
auditor shall perform procedures to obtain an understanding of internal control
over Federal programs sufficient to plan the audit to support a low assessed
level of control risk for major programs.
(2) Except as provided in paragraph (c)(3) of this section, the auditor
shall:
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Plan the testing of internal control over major programs to
support a low assessed level of control risk for the assertions
relevant to the compliance requirements for each major pro
gram; and

(ii) Perform testing of internal control as planned in paragraph
(c)(2)(i) of this section.
(3) When internal control over some or all of the compliance require
ments for a major program are likely to be ineffective in preventing
or detecting noncompliance, the planning and performing of testing
described in paragraph (c)(2) of this section are not required for those
compliance requirements. However, the auditor shall report a report
able condition (including whether any such condition is a material
weakness) in accordance with §___ .510, assess the related control
risk at the maximum, and consider whether additional compliance
tests are required because of ineffective internal control.

(d) Compliance. (1) In addition to the requirements of GAGAS, the auditor
shall determine whether the auditee has complied with laws, regulations, and
the provisions of contracts or grant agreements that may have a direct and
material effect on each of its major programs.
(2) The principal compliance requirements applicable to most Federal
programs and the compliance requirements of the largest Federal
programs are included in the compliance supplement.

(3) For the compliance requirements related to Federal programs con
tained in the compliance supplement, an audit of these compliance
requirements will meet the requirements of this part. Where there
have been changes to the compliance requirements and the changes
are not reflected in the compliance supplement, the auditor shall
determine the current compliance requirements and modify the
audit procedures accordingly. For those Federal programs not cov
ered in the compliance supplement, the auditor should use the types
of compliance requirements contained in the compliance supplement
as guidance for identifying the types of compliance requirements to
test, and determine the requirements governing the Federal program
by reviewing the provisions of contracts and grant agreements and
the laws and regulations referred to in such contracts and grant
agreements.

(4) The compliance testing shall include tests of transactions and such
other auditing procedures necessary to provide the auditor sufficient
evidence to support an opinion on compliance.

(e) Audit follow-up. The auditor shall follow-up on prior audit findings, per
form procedures to assess the reasonableness of the summary schedule of prior
audit findings prepared by the auditee in accordance with §___ .315(b), and
report, as a current year audit finding, when the auditor concludes that the
summary schedule of prior audit findings materially misrepresents the status
of any prior audit finding. The auditor shall perform audit follow-up procedures
regardless of whether a prior audit finding relates to a major program in the
current year.
(f) Data Collection Form. As required in §___ .320(b)(3), the auditor shall
complete and sign specified sections of the data collection form.
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§__ .505

Audit reporting.

The auditor’s report(s) may be in the form of either combined or separate
reports and may be organized differently from the manner presented in this
section. The auditor’s report(s) shall state that the audit was conducted in
accordance with this part and include the following:
(a) An opinion (or disclaimer of opinion) as to whether the financial
statements are presented fairly in all material respects in conformity
with generally accepted accounting principles and an opinion (or
disclaimer of opinion) as to whether the schedule of expenditures of
Federal awards is presented fairly in all material respects in relation
to the financial statements taken as a whole.
(b) A report on internal control related to the financial statements and
major programs. This report shall describe the scope of testing of
internal control and the results of the tests, and, where applicable,
refer to the separate schedule of findings and questioned costs
described in paragraph (d) of this section.

(c) A report on compliance with laws, regulations, and the provisions of
contracts or grant agreements, noncompliance with which could have
a material effect on the financial statements. This report shall also
include an opinion (or disclaimer of opinion) as to whether the
auditee complied with laws, regulations, and the provisions of con
tracts or grant agreements which could have a direct and material
effect on each major program, and, where applicable, refer to the
separate schedule of findings and questioned costs described in
paragraph (d) of this section.
(d) A schedule of findings and questioned costs which shall include the
following three components:
(1) A summary of the auditor’s results which shall include:

(i)

The type of report the auditor issued on the financial
statements of the auditee (i.e., unqualified opinion, quali
fied opinion, adverse opinion, or disclaimer of opinion);

(ii)

Where applicable, a statement that reportable conditions
in internal control were disclosed by the audit of the
financial statements and whether any such conditions
were material weaknesses;

(iii)

A statement as to whether the audit disclosed any noncom
pliance which is material to the financial statements of the
auditee;

(iv)

Where applicable, a statement that reportable conditions
in internal control over major programs were disclosed by
the audit and whether any such conditions were material
weaknesses;

(v)

The type of report the auditor issued on compliance for
major programs (i.e., unqualified opinion, qualified opin
ion, adverse opinion, or disclaimer of opinion);

(vi)

A statement as to whether the audit disclosed any audit
findings which the auditor is required to report under
§___ .510(a);

(vii) An identification of major programs;
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(viii) The dollar threshold used to distinguish between Type A
and Type B programs, as described in §___ .520(b); and

(ix)

A statement as to whether the auditee qualified as a
low-risk auditee under §___ .530.

(2) Findings relating to the financial statements which are required
to be reported in accordance with GAGAS.
(3) Findings and questioned costs for Federal awards which shall
include audit findings as defined in §___ .510(a).

§__ .510

(i)

Audit findings (e.g., internal control findings, compliance
findings, questioned costs, or fraud) which relate to the
same issue should be presented as a single audit finding.
Where practical, audit findings should be organized by
Federal agency or pass-through entity.

(ii)

Audit findings which relate to both the financial state
ments and Federal awards, as reported under paragraphs
(d)(2) and (d)(3) of this section, respectively, should be
reported in both sections of the schedule. However, the
reporting in one section of the schedule may be in summary
form with a reference to a detailed reporting in the other
section of the schedule.

Audit findings.

(a) Audit findings reported. The auditor shall report the following as audit
findings in a schedule of findings and questioned costs:
(1) Reportable conditions in internal control over major programs. The
auditor’s determination of whether a deficiency in internal control is
a reportable condition for the purpose of reporting an audit finding
is in relation to a type of compliance requirement for a major program
or an audit objective identified in the compliance supplement. The
auditor shall identify reportable conditions which are individually or
cumulatively material weaknesses.

(2) Material noncompliance with the provisions of laws, regulations,
contracts, or grant agreements related to a major program. The
auditor’s determination of whether a noncompliance with the provi
sions of laws, regulations, contracts, or grant agreements is material
for the purpose of reporting an audit finding is in relation to a type
of compliance requirement for a major program or an audit objective
identified in the compliance supplement.
(3) Known questioned costs which are greater than $10,000 for a type of
compliance requirement for a major program. Known questioned
costs are those specifically identified by the auditor. In evaluating
the effect of questioned costs on the opinion on compliance, the
auditor considers the best estimate of total costs questioned (likely
questioned costs), not just the questioned costs specifically identified
(known questioned costs). The auditor shall also report known ques
tioned costs when likely questioned costs are greater than $10,000
for a type of compliance requirement for a major program. In report
ing questioned costs, the auditor shall include information to provide
proper perspective for judging the prevalence and consequences of
the questioned costs.
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(4) Known questioned costs which are greater than $10,000 for a Federal
program which is not audited as a major program. Except for audit
follow-up, the auditor is not required under this part to perform audit
procedures for such a Federal program; therefore, the auditor will
normally not find questioned costs for a program which is not audited
as a major program. However, if the auditor does become aware of
questioned costs for a Federal program which is not audited as a
major program (e.g., as part of audit follow-up or other audit proce
dures) and the known questioned costs are greater than $10,000,
then the auditor shall report this as an audit finding.
(5) The circumstances concerning why the auditor’s report on compli
ance for major programs is other than an unqualified opinion, unless
such circumstances are otherwise reported as audit findings in the
schedule of findings and questioned costs for Federal awards.
(6) Known fraud affecting a Federal award, unless such fraud is other
wise reported as an audit finding in the schedule of findings and
questioned costs for Federal awards. This paragraph does not require
the auditor to make an additional reporting when the auditor con
firms that the fraud was reported outside of the auditor’s reports
under the direct reporting requirements of GAGAS.

(7) Instances where the results of audit follow-up procedures disclosed
that the summary schedule of prior audit findings prepared by the
auditee in accordance with §__ .315(b) materially misrepresents the
status of any prior audit finding.
(b) Audit finding detail. Audit findings shall be presented in sufficient detail
for the auditee to prepare a corrective action plan and take corrective action
and for Federal agencies and pass-through entities to arrive at a management
decision. The following specific information shall be included, as applicable, in
audit findings:
(1) Federal program and specific Federal award identification including
the CFDA title and number, Federal award number and year, name
of Federal agency, and name of the applicable pass-through entity.
When information, such as the CFDA title and number or Federal
award number, is not available, the auditor shall provide the best
information available to describe the Federal award.
(2) The criteria or specific requirement upon which the audit finding is
based, including statutory, regulatory, or other citation.

(3) The condition found, including facts that support the deficiency
identified in the audit finding.
(4) Identification of questioned costs and how they were computed.

(5) Information to provide proper perspective for judging the prevalence
and consequences of the audit findings, such as whether the audit
findings represent an isolated instance or a systemic problem. Where
appropriate, instances identified shall be related to the universe and
the number of cases examined and be quantified in terms of dollar
value.
(6) The possible asserted effect to provide sufficient information to the
auditee and Federal agency, or pass-through entity in the case of a
subrecipient, to permit them to determine the cause and effect to
facilitate prompt and proper corrective action.
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(7) Recommendations to prevent future occurrences of the deficiency
identified in the audit finding.
(8) Views of responsible officials of the auditee when there is disagree
ment with the audit findings, to the extent practical.

(c) Reference numbers. Each audit finding in the schedule of findings and
questioned costs shall include a reference number to allow for easy referencing
of the audit findings during follow-up.

§__ .515

Audit working papers.

(a) Retention of working papers. The auditor shall retain working papers and
reports for a minimum of three years after the date of issuance of the auditor’s
report(s) to the auditee, unless the auditor is notified in writing by the cognizant
agency for audit, oversight agency for audit, or pass-through entity to extend
the retention period. When the auditor is aware that the Federal awarding
agency, pass-through entity, or auditee is contesting an audit finding, the
auditor shall contact the parties contesting the audit finding for guidance prior
to destruction of the working papers and reports.
(b) Access to working papers. Audit working papers shall be made available
upon request to the cognizant or oversight agency for audit or its designee, a
Federal agency providing direct or indirect funding, or GAO at the completion
of the audit, as part of a quality review, to resolve audit findings, or to carry
out oversight responsibilities consistent with the purposes of this part. Access
to working papers includes the right of Federal agencies to obtain copies of
working papers, as is reasonable and necessary.

§__ .520

Major program determination.

(a) General. The auditor shall use a risk-based approach to determine which
Federal programs are major programs. This risk-based approach shall include
consideration of: Current and prior audit experience, oversight by Federal
agencies and pass-through entities, and the inherent risk of the Federal
program. The process in paragraphs (b) through (i) of this section shall be
followed.
(b) Step 1. (1) The auditor shall identify the larger Federal programs, which
shall be labeled Type A programs. Type A programs are defined as Federal
programs with Federal awards expended during the audit period exceeding the
larger of:

(i)

$300,000 or three percent (.03) of total Federal awards expended
in the case of an auditee for which total Federal awards ex
pended equal or exceed $300,000 but are less than or equal to
$100 million.

(ii) $3 million or three-tenths of one percent (.003) of total Federal
awards expended in the case of an auditee for which total
Federal awards expended exceed $100 million but are less than
or equal to $10 billion.
(iii) $30 million or 15 hundredths of one percent (.0015) of total
Federal awards expended in the case of an auditee for which
total Federal awards expended exceed $10 billion.
(2) Federal programs not labeled Type A under paragraph (b)(1) of this
section shall be labeled Type B programs.

(3) The inclusion of large loan and loan guarantees (loans) should not
result in the exclusion of other programs as Type A programs. When
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a Federal program providing loans significantly affects the number
or size of Type A programs, the auditor shall consider this Federal
program as a Type A program and exclude its values in determining
other Type A programs.

(4) For biennial audits permitted under §__ .220, the determination of
Type A and Type B programs shall be based upon the Federal awards
expended during the two-year period.
(c) Step 2. (1) The auditor shall identify Type A programs which are low-risk.
For a Type A program to be considered low-risk, it shall have been audited as
a major program in at least one of the two most recent audit periods (in the
most recent audit period in the case of a biennial audit), and, in the most recent
audit period, it shall have had no audit findings under §__ .510(a). However,
the auditor may use judgment and consider that audit findings from questioned
costs under §__ .510(a)(3) and §___.510(a)(4), fraud under §__ .510(a)(6), and
audit follow-up for the summary schedule of prior audit findings under
§__ .510(a)(7) do not preclude the Type A program from being low-risk. The
auditor shall consider: the criteria in § .525(c), § .525(d)(1), §
.525(d)(2),
and §__ .525(d)(3); the results of audit follow-up; whether any changes in
personnel or systems affecting a Type A program have significantly increased
risk; and apply professional judgment in determining whether a Type A
program is low-risk.

(2) Notwithstanding paragraph (c)(1) of this section, OMB may approve
a Federal awarding agency’s request that a Type A program at
certain recipients may not be considered low-risk. For example, it
may be necessary for a large Type A program to be audited as major
each year at particular recipients to allow the Federal agency to
comply with the Government Management Reform Act of 1994 (31
U.S.C. 3515). The Federal agency shall notify the recipient and, if
known, the auditor at least 180 days prior to the end of the fiscal year
to be audited of OMB’s approval.
(d) Step 3. (1) The auditor shall identify Type B programs which are highrisk using professional judgment and the criteria in §
.525. However, should
the auditor select Option 2 under Step 4 (paragraph (e)(2)(i)(B) of this section),
the auditor is not required to identify more high-risk Type B programs than
the number of low-risk Type A programs. Except for known reportable condi
tions in internal control or compliance problems as discussed in §__ .525(b)(1),
§__ .525(b)(2), and §___.525(c)(1), a single criteria in §__ .525 would seldom
cause a Type B program to be considered high-risk.

(2) The auditor is not expected to perform risk assessments on relatively
small Federal programs. Therefore, the auditor is only required to
perform risk assessments on Type B programs that exceed the larger
of:

(i)

$100,000 or three-tenths of one percent (.003) of total Federal
awards expended when the auditee has less than or equal to
$100 million in total Federal awards expended.

(ii) $300,000 or three-hundredths of one percent (.0003) of total
Federal awards expended when the auditee has more than $100
million in total Federal awards expended.

(e) Step 4. At a minimum, the auditor shall audit all of the following as major
programs:
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(1) All Type A programs, except the auditor may exclude any Type A
programs identified as low-risk under Step 2 (paragraph (c)(l) of this
section).

(2Xi) High-risk Type B programs as identified under either of the following
two options:
(A) Option 1. At least one half of the Type B programs iden
tified as high-risk under Step 3 (paragraph (d) of this
section), except this paragraph (e)(2)(i)(A) does not require
the auditor to audit more high-risk Type B programs than
the number of low-risk Type A programs identified as
low-risk under Step 2.

(B)

One high-risk Type B program for each Type A
program identified as low-risk under Step 2.
Option 2.

(ii) When identifying which high-risk Type B programs to audit as
major under either Option 1 or 2 in paragraph (e)(2)(i)(A) or (B)
of this section, the auditor is encouraged to use an approach
which provides an opportunity for different high-risk Type B
programs to be audited as major over a period of time.

(3) Such additional programs as may be necessary to comply with the
percentage of coverage rule discussed in paragraph (f) of this section.
This paragraph (e)(3) may require the auditor to audit more pro
grams as major than the number of Type A programs.
(f) Percentage of coverage rule. The auditor shall audit as major programs
Federal programs with Federal awards expended that, in the aggregate, en
compass at least 50 percent of total Federal awards expended. If the auditee
meets the criteria in §
.530 for a low-risk auditee, the auditor need only audit
as major programs Federal programs with Federal awards expended that, in
the aggregate, encompass at least 25 percent of total Federal awards expended.

(g) Documentation of risk. The auditor shall document in the working papers
the risk analysis process used in determining major programs.

(h) Auditor’s judgment. When the major program determination was per
formed and documented in accordance with this part, the auditor’s judgment
in applying the risk-based approach to determine major programs shall be
presumed correct. Challenges by Federal agencies and pass-through entities
shall only be for clearly improper use of the guidance in this part. However,
Federal agencies and pass-through entities may provide auditors guidance
about the risk of a particular Federal program and the auditor shall consider
this guidance in determining major programs in audits not yet completed.
(i) Deviation from use of risk criteria. For first-year audits, the auditor may
elect to determine major programs as all Type A programs plus any Type B
programs as necessary to meet the percentage of coverage rule discussed in
paragraph (f) of this section. Under this option, the auditor would not be
required to perform the procedures discussed in paragraphs (c), (d), and (e) of
this section.
(1) A first-year audit is the first year the entity is audited under this
part or the first year of a change of auditors.

(2) To ensure that a frequent change of auditors would not preclude
audit of high-risk Type B programs, this election for first-year audits
may not be used by an auditee more than once in every three years.
AICPA Technical Practice Aids
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§__ .525

Criteria for Federal program risk.

(a) General. The auditor’s determination should be based on an overall evalu
ation of the risk of noncompliance occurring which could be material to the
Federal program. The auditor shall use auditor judgment and consider criteria,
such as described in paragraphs (b), (c), and (d) of this section, to identify risk
in Federal programs. Also, as part of the risk analysis, the auditor may wish
to discuss a particular Federal program with auditee management and the
Federal agency or pass-through entity.
(b) Current and prior audit experience. (1) Weaknesses in internal control
over Federal programs would indicate higher risk. Consideration should be
given to the control environment over Federal programs and such factors as
the expectation of management’s adherence to applicable laws and regulations
and the provisions of contracts and grant agreements and the competence and
experience of personnel who administer the Federal programs.
(i) A Federal program administered under multiple internal control
structures may have higher risk. When assessing risk in a large
single audit, the auditor shall consider whether weaknesses are
isolated in a single operating unit (e.g., one college campus) or
pervasive throughout the entity.
(ii) When significant parts of a Federal program are passed through
to subrecipients, a weak system for monitoring subrecipients
would indicate higher risk.
(iii) The extent to which computer processing is used to administer
Federal programs, as well as the complexity of that processing,
should be considered by the auditor in assessing risk New and
recently modified computer systems may also indicate risk.
(2) Prior audit findings would indicate higher risk, particularly when
the situations identified in the audit findings could have a significant
impact on a Federal program or have not been corrected.
(3) Federal programs not recently audited as major programs may be of
higher risk than Federal programs recently audited as major pro
grams without audit findings.
(c) Oversight exercised by Federal agencies and pass-through entities. (1) Over
sight exercised by Federal agencies or pass-through entities could indicate risk.
For example, recent monitoring or other reviews performed by an oversight
entity which disclosed no significant problems would indicate lower risk.
However, monitoring which disclosed significant problems would indicate
higher risk.
(2) Federal agencies, with the concurrence of OMB, may identify Federal
programs which are higher risk. OMB plans to provide this identifi
cation in the compliance supplement.
(d) Inherent risk ofthe Federal program. (1) The nature ofa Federal program
may indicate risk. Consideration should be given to the complexity of the
program and the extent to which the Federal program contracts for goods and
services. For example, Federal programs that disburse funds through third
party contracts or have eligibility criteria may be of higher risk. Federal
programs primarily involving staff payroll costs may have a high-risk for time
and effort reporting, but otherwise be at low-risk.
(2) The phase of a Federal program in its life cycle at the Federal agency may
indicate risk. For example, a new Federal program with new or inter
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im regulations may have higher risk than an established program
with time-tested regulations. Also, significant changes in Federal
programs, laws, regulations, or the provisions of contracts or grant
agreements may increase risk.
(3) The phase of a Federal program in its life cycle at the auditee may
indicate risk. For example, during the first and last years that an
auditee participates in a Federal program, the risk may be higher
due to start-up or closeout of program activities and staff.

(4) Type B programs with larger Federal awards expended would be of
higher risk than programs with substantially smaller Federal
awards expended.

§__ .530

Criteria for a low-risk auditee.

An auditee which meets all of the following conditions for each of the preceding
two years (or, in the case of biennial audits, preceding two audit periods) shall
qualify as a low-risk auditee and be eligible for reduced audit coverage in
accordance with §___ .520:

(a) Single audits were performed on an annual basis in accordance with
the provisions of this part. A non-Federal entity that has biennial
audits does not qualify as a low-risk auditee, unless agreed to in
advance by the cognizant or oversight agency for audit.
(b) The auditor’s opinions on the financial statements and the schedule
of expenditures of Federal awards were unqualified. However, the
cognizant or oversight agency for audit may judge that an opinion
qualification does not affect the management of Federal awards and
provide a waiver.

(c) There were no deficiencies in internal control which were identified
as material weaknesses under the requirements of GAGAS. How
ever, the cognizant or oversight agency for audit may judge that any
identified material weaknesses do not affect the management of
Federal awards and provide a waiver.
(d) None of the Federal programs had audit findings from any of the
following in either of the preceding two years (or, in the case of
biennial audits, preceding two audit periods) in which they were
classified as Type A programs:
(1) Internal control deficiencies which were identified as material
weaknesses;
(2) Noncompliance with the provisions of laws, regulations, con
tracts, or grant agreements which have a material effect on the
Type A program; or
(3) Known or likely questioned costs that exceed five percent of the
total Federal awards expended for a Type A program during the
year.

Appendix A to Part_ —Data Collection Form (Form SF-SAC)
[Insert SF-SAC after finalized]

Appendix B to Part _—Circular A-133 Compliance Supplement
Note: Provisional OMB Circular A-133 Compliance Supplement is available
from the Office of Administration, Publications Office, room 2200, New Execu
tive Office Building, Washington, DC 20503.
[FR Doc. 97-16965 Filed 6-27-97; 8:45 am]
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Appendix C

Illustrative Schedules of Expenditures of
Federal Awards
Example Entity
Schedule of Expenditures of Federal Awards1
For the Year Ended June 30,19X12
Federal Grantor/Pass-Through
Grantor/Program or Cluster Title

U.S. Department of Agriculture:
Summer Food Service Program
for Children—Commodities
Total U.S. Department ofAgriculture
U.S. Department of Housing and
Urban Development:
Community Development Block
Grant—Entitlement Grants (note 2)
Section 8 Rental Voucher Program
Total U.S. Department of Housing and
Urban Development
U.S. Department of Education:
Impact Aid
Bilingual Education
Subtotal Direct Programs
Pass-Through Program From:
State Department of Education—
Title I Grants to Local Educational
Agencies
Total U.S. Department of Education
Total Expenditures ofFederal Awards

Pass-Through
Federal
Entity Identifying
Federal
CFDA
Number3
Number4
Expenditures

10.559

$
$

14.218
14.855

$1,235,632
800,534

46,000
46,000

$2,036,166
$ 372,555
28,655
$ 401,210

84.041
84.288

84.010

23-8345-7612

$1,239,398
$1,640,608
$3,722,774

The accompanying notes are an integral part of this schedule.
1 To meet state or other requirements, auditees may decide to include certain nonfederal awards
(for example, state awards) in this schedule. If such nonfederal data are presented, they should be
segregated and clearly designated as nonfederal. The title of the schedule should also be modified to
indicate that nonfederal awards are included.
2 Additional guidance on the schedule is provided in chapter 5 which includes a discussion of the
identification of federal awards, the general presentation requirements governing the schedule,
pass-through awards, noncash awards, and endowment funds. Chapter 5 also includes a discussion
of the auditor’s responsibility for reporting on the schedule.
3 When the CFDA number is not available, the auditee should indicate that the CFDA number is
not available and include in the schedule the program’s name and, if available, other identifying
number.
4 When awards are received as a subrecipient, the identifying number assigned by the passthrough entity should be included in the schedule.
5 Circular A-133 requires that the value of federal awards expended in the form of noncash
assistance, the amount of insurance in effect during the year, and loans or loan guarantees outstand
ing at year end be included in either the schedule or a note to the schedule. Although it is not
required, Circular A-133 states that it is preferable to present this information in the schedule
(versus the notes to the schedule). If the auditee presents noncash assistance in the notes to the
schedule, the auditor should be aware that such amounts must still be included in part III of the data
collection form.
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Example Entity
Notes to the Schedule of Expenditures of Federal Awards
For the Year Ended June 30,19X1
Note 1. Basis ofPresentation6

The accompanying schedule of expenditures of federal awards includes the
federal grant activity of Example Entity and is presented on the [identify basis
ofaccounting]. The information in this schedule is presented in accordance with
the requirements of OMB Circular A-133, Audits ofStates, Local Governments,
and Non-Profit Organizations. Therefore, some amounts presented in this
schedule may differ from amounts presented in, or used in the preparation of,
the [general-purpose or basic] financial statements.
Note 2. Subrecipients7

Of the federal expenditures presented in the schedule, Example Entity pro
vided federal awards to subrecipients as follows:
Program Title
Community Development Block
Grant—Entitlement Grants

Federal CFDA
Number

14.218

Amount Provided to
Subrecipients

$423,965

6 This note is included to meet the Circular A-133 requirement that the schedule include notes
that describe the significant accounting policies used in preparing the schedule.
7 Circular A-133 requires the schedule of expenditures of federal awards to include, to the extent
practical, an identification of the total amount provided to subrecipients from each federal program.
Although this example includes the required subrecipient information in the notes to the schedule,
the information may be included on the face of the schedule as a separate column or section, if that is
preferred by the auditee.
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Example Entity University
Schedule of Expenditures of Federal Awards8
For the Year Ended June 30,19X19
Federal Grantor/Pass-Through
Grantor/Program or Cluster Title
Student Financial Aid—Cluster.
U.S. Department of Education:
Federal Pell Grant Program
Federal Supplemental Educational
Opportunity Grant
Federal Work-Study Program
Federal Perkins Loan Program
(note 2)
Total U.S. Department of Education
U.S. Department of Health and
Human Services:
Nursing Student Loans (note 2)
Total U.S. Department of Health and
Human Services
Total Student Financial Aid
Research and Development—Cluster:13
U.S. Department of Defense:
Department of Army
Office of Naval Research
Subtotal Direct Programs
Pass-Through Programs From:
XYZ Labs—Effects of Ice on Radar
Images
Total U.S. Department of Defense
National Science Foundation:
National Science Foundation
(note 3)
Pass-Through Programs From:
ABC University—Atmospheric
Effects of Volcano Eruptions
Total National Science Foundation
U.S. Department of Health and
Human Services:
National Institutes of Health
Administration on Aging (note 3)
Subtotal Direct Programs

Pass-Through
Federal
Entity Identifying
Federal
CFDA
Expenditures12
Number10
Number

84.063

$ 8,764,943

84.007
84.033

974,873
575,417

84.038

1,548,343
$11,863,576

93.364

$

823,582

$ 823,582
$12,687,158

$

N.A.
N.A.

N.A.

4532

N.A.

N.A.

N.A.
N.A.

Abc97-8

$

87,403
73,107
160,510

$
$

11,987
172,497

$

432,111

$
$

25,987
458,098

$

675,321
234,987
910,308

$

8 See footnote 1.
9 See footnote 2.
10 See footnote 3.
11 See footnote 4.
12 See footnote 5.
13 For R&D, Circular A-133 requires that total federal awards expended must be shown either by
individual award or by federal agency and major subdivision within the federal agency. This example
illustrates the federal agency and major subdivision option.
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Grantor/Program or Cluster Title

Pass-Through Programs From:
ABC Hospital—Heart Research
State Health Department—Food
Safety Research

31,215

Pass-Through
Federal
Federal
Entity Identifying
CFDA
Expenditures12
Number11
Number10

N.A.

5489-5

N.A.

SG673-45

$

432,765

Subtotal Pass-Through Programs

$

123,987
556,752

Total U.S. Department of Health and
Human Services

$ 1,467,060

Total Research and Development

$ 2,097,655

Other Programs:
U.S. Department of Energy:
Educational Exchange—University
Lectures and Research

82.002

$
$

17,823
17,823

TRIO Talent Search

84.044

$

308,465

Safe and Drug-Free Schools and
Communities

84.184
$

368,188

$

3,115

Subtotal Pass-Through Programs
Total U.S. Department of Education

$
$

176,885
180,000
548,188

Total Other Programs
Total Expenditures of Federal Awards
N.A. = Not Available

$ 566,011
$15,350,824

Total U.S. Department of Energy
U.S. Department of Education:

59,723

Subtotal Direct Programs
Pass-Through Programs From:
State Department of
Education—Vocational
EducationBasic Grant

84.048

874-90-5473

State Department of Education—
Tech-Prep Education

84.243

25-8594-2167

The accompanying notes are an integral part of this schedule.
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Example Entity University
Notes to the Schedule of Expenditures of Federal Awards
For the Year Ended June 30, 19X1
Note 1. Basis ofPresentation14
The accompanying schedule of expenditures of federal awards includes the
federal grant activity of Example Entity University and is presented on the
[identify basis of accounting]. The information in this schedule is presented in
accordance with the requirements of OMB Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations. Therefore, some amounts
presented in this schedule may differ from amounts presented in, or used in
the preparation of, the [general-purpose or basic] financial statements.

Note 2. Loans Outstanding15
Example Entity University had the following loan balances outstanding at
June 30,19X1. These loan balances outstanding are also included in the federal
expenditures presented in the schedule.
Cluster/Program Title
Federal Perkins Loan Program
Nursing Student Loans

Federal CFDA
Number

Amount
Outstanding

84.038
93.364

$1,268,236

$ 763,127

Note 3. Subrecipients16
Of the federal expenditures presented in the schedule, Example Entity Univer
sity provided federal awards to subrecipients as follows:
Program Title

National Science Foundation

Administration on Aging

Federal CFDA
Number

N.A.
N.A.

Amount Provided
to Subrecipients
$236,403
$138,095

14 See footnote 6.
15 This note is intended to meet the Circular A-133 requirement that loans or loan guarantees
outstanding at year end be included in the schedule.
16 See footnote 7.
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Appendix D
[Revised, June 1999, to reflect the conforming changes necessary due to the
issuance of recent authoritative literature.]

Illustrative Auditor's Reports
D.l. This appendix contains examples of the reports issued under GAAS,
Government Auditing Standards, and Circular A-133 in various circumstances
for a single audit. Also included are examples of the reports issued for a
program-specific audit.
D.2. As discussed in chapter 10, reporting on a financial statement audit
and on the compliance requirements applicable to each major program involves
varying levels of materiality and different forms of reporting. Circular A-133
states that the auditor’s report(s) may be in the form of either combined or
separate reports and may be organized differently from the manner presented
in the circular. In an effort to make the reports understandable and to reduce
the number of reports issued, this SOP recommends that the following reports
be issued for a single audit (the basic elements of each of the recommended
reports are discussed in chapter 10):
•

An opinion on the financial statements and on the supplementary
schedule of expenditures of federal awards

•

A report on compliance and on the internal control over financial
reporting based on an audit of financial statements performed in
accordance with Government Auditing Standards

•

A report on compliance with requirements applicable to each major
program and on the internal control over compliance in accordance
with Circular A-133

D.3. Furthermore, as discussed in chapter 11, this SOP recommends that
the following reports be issued for a program-specific audit (see paragraph
11.10 for a discussion of the possible issuance of a separate report to meet the
reporting requirements of Government Auditing Standards): (a) an opinion on
the financial statement(s) of the federal program and (6) a report on compliance
with requirements applicable to the federal program and on the internal control
over compliance in accordance with the program-specific audit option under
Circular A-133.
D.4. Auditors need to understand the intended purpose of the reports and
should tailor the reporting to the specific auditee’s situation. Because the
reports issued to comply with Circular A-133 involve varying levels of materi
ality and different forms of reporting, auditors should exercise care in issuing
reports to ensure that they meet all of the varying reporting requirements of
GAAS, Government Auditing Standards, and Circular A-133. Professional
judgment should be exercised in any situation not specifically addressed in this
SOP.
D.5. The following example auditor’s reports illustrate the types of reports
to be issued in selected situations. Chapters 10 and 11 of this SOP include
discussions of certain of the situations and the resulting reports contained
herein. For additional guidance the auditor should refer to SAS No. 58, Reports
on Audited Financial Statements.

D.6. The following is a list of the example reports in this appendix:
AICPA Technical Practice Aids
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Example No.

1

la

2

2a

3

3a

4

5

6

6a
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Title

Unqualified Opinion on General-Purpose Financial Statements and
Supplementary Schedule of Expenditures of Federal
Awards—Governmental Entity
Unqualified Opinion on Financial Statements and Supplementary
Schedule of Expenditures of Federal Awards—Not-for-Profit
Organization

Report on Compliance and on Internal Control Over Financial
Reporting Based on an Audit of Financial Statements Performed in
Accordance With Government Auditing Standards (No Reportable
Instances of Noncompliance and No Material Weaknesses [No
Reportable Conditions Identified])
Report on Compliance and on Internal Control Over Financial
Reporting Based on an Audit of Financial Statements Performed in
Accordance With Government Auditing Standards (Reportable
Instances ofNoncompliance and Reportable Conditions Identified)
Report on Compliance With Requirements Applicable to Each Major
Program and on Internal Control Over Compliance in Accordance
With OMB Circular A-133 (Unqualified Opinion on Compliance and
No Material Weaknesses [No Reportable Conditions Identified])
Report on Compliance With Requirements Applicable to Each Major
Program and on Internal Control Over Compliance in Accordance
With OMB Circular A-133 {Qualified Opinion on Compliance and
Reportable Conditions Identified)
Report on Compliance With Requirements Applicable to Each Major
Program and on Internal Control Over Compliance in Accordance With
OMB Circular A-133 {Qualified Opinion on Compliance—Scope
Limitation for One Major Program, Unqualified Opinion on Compliance
for Other Major Programs, Reportable Conditions Identified)
Report on Compliance With Requirements Applicable to Each Major
Program and on Internal Control Over Compliance in Accordance
With OMB Circular A-133 (Adverse Opinion on Compliance for One
Major Program, Unqualified Opinion on Compliance for Other Major
Programs, and Material Weaknesses Identified)
Unqualified Opinion on the Financial Statement of a Federal Program
in Accordance With the Program-Specific Audit Option Under OMB
Circular A-133
Report on Compliance With Requirements Applicable to the Federal
Program and on Internal Control Over Compliance in Accordance
With the Program-Specific Audit Option Under OMB Circular A-133
{Unqualified Opinion on Compliance and No Material Weaknesses [No
Reportable Conditions Identified})
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Example 1

Unqualified Opinion on General-Purpose Financial
Statements and Supplementary Schedule of
Expenditures of Federal Awards—Governmental Entity1
Independent Auditor’s Report

[Addressee]
We have audited the accompanying general-purpose financial statements ofthe City
of Example, Any State, as of and for the year ended June 30,19X1, as listed in the
table of contents. These general-purpose financial statements are the responsibility
of the City of Example’s management. Our responsibility is to express an opinion
on these general-purpose financial statements based on our audit.

We conducted our audit in accordance with generally accepted auditing stand
ards and the standards applicable to financial audits contained in Government
Auditing Standards,2 issued by the Comptroller General of the United States.
Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstate
ment. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and the significant estimates made by
management, as well as evaluating the overall financial statement presentation.
We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the general-purpose financial statements referred to above present
fairly, in all material respects, the financial position of the City of Example, Any
State, as of June 30,19X1, and the results of its operations and the cash flows of
its proprietary fund types and nonexpendable trust funds for the year then ended
in conformity with generally accepted accounting principles.

In accordance with Government Auditing Standards, we have also issued our
report dated [date of report] on our consideration of the City of Example’s
internal control over financial reporting and on our tests of its compliance with
certain provisions of laws, regulations, contracts, and grants.3 That report is
an integral part of an audit performed in accordance with Government Auditing
Standards and should be read in conjunction with this report in considering
the results of our audit.
The accompanying schedule of expenditures of federal awards4 is presented for
purposes of additional analysis as required by U.S. Office of Management and
1 Auditors may also refer to the AICPA Audit and Accounting Guide Audits of State and Local
Governmental Units for additional guidance on reporting on the general-purpose financial
statements of a government.
2 The standards applicable to financial audits include the general, fieldwork, and reporting
standards described in chapters 3, 4, and 5 of Government Auditing Standards.
3 The following paragraph should be deleted if the schedule of expenditures of federal awards is not
presented with the general-purpose financial statements (that is, a separate single audit package is
issued). In such a circumstance, the required reporting on the schedule may be incorporated in the report
issued to meet the requirements of Circular A-133. See footnotes 34 and 40 for additional guidance.
4 If the auditor is reporting on additional supplementary information (for example, combining
and individual fund and account group financial statements and schedules), this paragraph should be
modified to describe the additional supplementary information. The example reports in appendix A of
the AICPA Audit and Accounting Guide Audits of State and Local Governmental Units and SAS No.
29, Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted
Documents (AICPA, Professional Standards, vol. 1, AU sec. 551), provide useful guidance.
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Budget Circular A-133, Audits of States, Local Governments, and Non-Profit
Organizations, and is not a required part of the general-purpose financial
statements. Such information has been subjected to the auditing procedures
applied in the audit of the general-purpose financial statements and, in our
opinion, is fairly stated, in all material respects, in relation to the general-pur
pose financial statements taken as a whole.5
[Signature]
[Date]

5 When reporting on the supplementary information, the auditor should consider the effect of
any modifications to the report on the general-purpose financial statements. Furthermore, if the
report on supplementary information is other than unqualified, this paragraph should be modified.
Guidance for reporting in these circumstances is described in paragraphs 9 through 11,13, and 14 of
SAS No. 29 (AICPA, Professional Standards, vol. 1, AU sec. 551.09-.il, .13, and .14).
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Example 1a

Unqualified Opinion on Financial Statements and
Supplementary Schedule of Expenditures of Federal
Awards—Not-for-Profit Organization6
Independent Auditor's Report
[Addressee]

We have audited the accompanying statement of financial position of Example
NFP as of June 30, 19X1, and the related statements of activities and cash
flows7 for the year then ended. These financial statements are the responsibil
ity of Example NFP’s management. Our responsibility is to express an opinion
on these financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards
and the standards applicable to financial audits contained in Government Auditing
Standards8 issued by the Comptroller General of the United States. Those
standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstate
ment. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures' in the financial statements. An audit also includes
assessing the accounting principles used and the significant estimates made by
management, as well as evaluating the overall financial statement presentation.
We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of Example NFP as of June 30,19X1,
and the changes in its net assets and its cash flows for the year then ended in
conformity with generally accepted accounting principles.
In accordance with Government Auditing Standards, we have also issued our
report dated [date ofreport] on our consideration ofExample NFP’s internal control
over financial reporting and on our tests of its compliance with certain provisions
of laws, regulations, contracts, and grants.9 That report is an integral part of
an audit performed in accordance with Government Auditing Standards and should
be read in conjunction with this report in considering the results of our audit.
The accompanying schedule of expenditures of federal awards10 is presented
for purposes of additional analysis as required by U.S. Office of Management and
Budget Circular A-133, Audits of States, Local Governments, and Non-Profit
Organizations, and is not a required part of the basic financial statements. Such
information has been subjected to the auditing procedures applied in the audit of
the basic financial statements and, in our opinion, is fairly stated, in all material
respects, in relation to the basic financial statements taken as a whole.11
[Signature}
[Date}
6 Auditors may also refer to the AICPA Audit and Accounting Guide Not-For-Profit Organizations
for additional guidance on reporting on the financial statements of a not-for-profit organization.
7 If the not-for-profit organization is a voluntary health and welfare organization, this phrase should
be modified to state “and the related statements of activities, functional expenses and cash flows.”
8 See footnote 2.
9 See footnote 3.
10 If the auditor is reporting on additional supplementary information (for example, a compari
son of actual and budgeted expenses), this paragraph should be modified to describe the additional
supplementary information. SAS No. 29 provides useful guidance.
11 See footnote 5.
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Example 2

Report on Compliance and on Internal Control Over
Financial Reporting12 Based on an Audit of Financial
Statements Performed in Accordance With Government
Auditing Standards [No Reportable Instances of
Noncompliance and No Material Weaknesses [No
Reportable Conditions Identified])13
[Addressee]
We have audited the financial statements of Example Entity as of and for the

year ended June 30, 19X1, and have issued our report thereon dated August
15, 19X1.14 We conducted our audit in accordance with generally accepted
auditing standards and the standards applicable to financial audits contained
in Government Auditing Standards,15 issued by the Comptroller General of the
United States.

Compliance
As part of obtaining reasonable assurance about whether Example Entity’s
financial statements are free of material misstatement, we performed tests of
its compliance with certain provisions of laws, regulations, contracts, and
grants, noncompliance with which could have a direct and material effect on
the determination of financial statement amounts. However, providing an
opinion on compliance with those provisions was not an objective of our audit,
and accordingly, we do not express such an opinion. The results of our tests
disclosed no instances of noncompliance that are required to be reported under
Government Auditing Standards.16, 17

Internal Control Over Financial Reporting

In planning and performing our audit, we considered Example Entity’s internal
control over financial reporting in order to determine our auditing procedures
for the purpose of expressing our opinion on the financial statements and not
to provide assurance on the internal control over financial reporting. Our
consideration of the internal control over financial reporting would not neces
sarily disclose all matters in the internal control over financial reporting that
might be material weaknesses. A material weakness is a condition in which the
12 See paragraph 4.12 for a description of internal control over financial reporting.
13 The auditor should use the portions of examples 2 and 2a that apply to a specific auditee
situation. For example, if the auditor will be giving an unqualified opinion on compliance but has
identified reportable conditions, the compliance section of this report would be used along with the
internal control section of example 2a. Alternatively, if the auditor will be giving a qualified opinion
on compliance but has not identified reportable conditions, the internal control section of this report
would be used along with the compliance section of example 2a.
14 Describe any departure from the standard report (for example, a qualified opinion, a modifica
tion as to consistency because of a change in accounting principle, or a reference to the report of other
auditors).
16 See footnote 2.
16 See paragraphs 5.18 and 5.19 of Government Auditing Standards for the criteria for reporting.
17 If the auditor has issued a separate letter to management to communicate matters that do not
meet the criteria for reporting in paragraph 5.18 of Government Auditing Standards, this paragraph
should be modified to include a statement such as the following: “However, we noted certain
immaterial instances of noncompliance, which we have reported to management of Example Entity
in a separate letter dated August 15, 19X1.” This reference to management is intended to be
consistent with paragraph 5.20 of Government Auditing Standards which indicates that communica
tions to “top” management should be referred to.
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design or operation of one or more of the internal control components does not
reduce to a relatively low level the risk that misstatements in amounts that
would be material in relation to the financial statements being audited may
occur and not be detected within a timely period by employees in the normal
course of performing their assigned functions. We noted no matters involving
the internal control over financial reporting and its operation that we consider
to be material weaknesses.18
This report is intended solely for the information and use of the audit commit
tee, management, [specify legislative or regulatory body}, and federal awarding
agencies and pass-through entities and is not intended to be and should not be
used by anyone other than these specified parties.19,20
[Signature]
[Date]

18 If the auditor has issued a separate letter to management to communicate other matters
involving the design and operation of the internal control over financial reporting, this paragraph
should be modified to include a statement such as the following: “However, we noted other matters
involving the internal control over financial reporting, which we have reported to management of
Example Entity in a separate letter dated August 15, 19X1.” This reference is not intended to
preclude the auditor from including other matters in the separate letter to management. Further
more, the reference to management is intended to be consistent with paragraph 5.28 of Government
Auditing Standards which indicates that communications to “top” management should be referred
to.
19 If this report is issued for an audit that is not subject to Circular A-133, this sentence should
be modified as follows: “This report is intended solely for the information and use of the audit
committee, management, and [specify legislative or regulatory body] and is not intended to be and
should not be used by anyone other than these specified parties.”
20 This paragraph conforms to SAS No. 87, Restricting the Use of an Auditor’s Report (AICPA,
Professional Standards, vol. 1, AU sec. 532). See SAS No. 87 for additional guidance on restricted-use
reports.
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Example 2a

Report on Compliance and on Internal Control Over
Financial Reporting21 Based on an Audit of Financial
Statements Performed in Accordance With Government
Auditing Standards (Reportable Instances of
Noncompliance and Reportable Conditions Identified)22
[Addressee]

We have audited the financial statements of Example Entity as of and for the
year ended June 30, 19X1, and have issued our report thereon dated August
15, 19X1.23 We conducted our audit in accordance with generally accepted
auditing standards and the standards applicable to financial audits contained
in Government Auditing Standards,™ issued by the Comptroller General of the
United States.
Compliance
As part of obtaining reasonable assurance about whether Example Entity’s
financial statements are free of material misstatement, we performed tests of
its compliance with certain provisions of laws, regulations, contracts, and
grants, noncompliance with which could have a direct and material effect on
the determination of financial statement amounts. However, providing an
opinion on compliance with those provisions was not an objective of our audit,
and accordingly, we do not express such an opinion. The results of our tests
disclosed instances of noncompliance that are required to be reported under
Government Auditing Standards25 and which are described in the accompany
ing schedule of findings and questioned costs as items [list the reference
numbers of the related findings, for example, 97-2 and 97-5].26

Internal Control Over Financial Reporting

In planning and performing our audit, we considered Example Entity’s internal
control over financial reporting in order to determine our auditing procedures
for the purpose of expressing our opinion on the financial statements and not
to provide assurance on the internal control over financial reporting. However,
we noted certain matters involving the internal control over financial reporting
and its operation that we consider to be reportable conditions. Reportable
conditions involve matters coming to our attention relating to significant
deficiencies in the design or operation of the internal control over financial
reporting that, in ourjudgment, could adversely affect Example Entity’s ability
to record, process, summarize, and report financial data consistent with the
21 See footnote 12.
22 See footnote 13.
23 See footnote 14.
24 See footnote 2.
25 See footnote 16.
26 If the auditor has issued a separate letter to management to communicate matters that do not
meet the criteria for reporting in paragraph 5.18 of Government Auditing Standards, this paragraph
should be modified to include a statement such as the following: “We also noted certain immaterial
instances of noncompliance, which we have reported to management of Example Entity in a separate
letter dated August 15, 19X1.” This reference to management is intended to be consistent with
chapter 5, paragraph 5.20 of Government Auditing Standards, which indicates that communications
to “top” management should be referred to.
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assertions of management in the financial statements. Reportable conditions
are described in the accompanying schedule of findings and questioned costs
as items [list the reference numbers of the related findings, for example, 97-1,
97-4, and 97-8].

A material weakness is a condition in which the design or operation of one or
more of the internal control components does not reduce to a relatively low level
the risk that misstatements in amounts that would be material in relation to
the financial statements being audited may occur and not be detected within a
timely period by employees in the normal course of performing their assigned
functions. Our consideration of the internal control over financial reporting
would not necessarily disclose all matters in the internal control that might be
reportable conditions and, accordingly, would not necessarily disclose all re
portable conditions that are also considered to be material weaknesses. How
ever, we believe that none of the reportable conditions described above is a
material weakness.27,28
This report is intended solely for the information and use of the audit commit
tee, management, [specify legislative or regulatory body], and federal awarding
agencies and pass-through entities and is not intended to be and should not be
used by anyone other than these specified parties.29,30
[Signature]
[Date]

27 If conditions believed to be material weaknesses are disclosed, the report should identify the
material weaknesses that have come to the auditor’s attention. The last sentence of this paragraph
should be replaced with language such as the following: “However, of the reportable conditions
described above, we consider items [list the reference numbers of the related findings, for example,
97-1 and 97-8] to be material weaknesses.”
28 If the auditor has issued a separate letter to management to communicate other matters
involving the design and operation of the internal control over financial reporting, this paragraph
should be modified to include a statement such as the following: “We also noted other matters
involving the internal control over financial reporting, which we have reported to management of
Example Entity in a separate letter dated August 15, 19X1.” This reference is not intended to
preclude the auditor from including other matters in the separate letter to management. Further
more, the reference to management is intended to be consistent with paragraph 5.28 of Government
Auditing Standards which indicates that communications to “top” management should be referred to.
29 If this report is issued for an audit that is not subject to Circular A-133, this sentence should
be modified as follows: “This report is intended solely for the information and use of the audit
committee, management, and [specify legislative or regulatory body] and is not intended to be and
should not be used by anyone other than these specified parties.” All references to the schedule of
findings and questioned costs should also be removed, and instead, a description of the findings
should be included in the report.
30 See footnote 20.
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Example 3

Report on Compliance With Requirements Applicable to
Each Major Program and on Internal Control Over
Compliance in Accordance With OMB Circular A-133
(Unqualified Opinion on Compliance and No Material
Weaknesses [No Reportable Conditions Identified])31
[Addressee]

Compliance
We have audited the compliance of Example Entity with the types of compliance
requirements described in the U. S. Office of Management and Budget (OMB)
Circular A-133 Compliance Supplement that sire applicable to each of its major
federal programs for the year ended June 30, 19X1. Example Entity’s major
federal programs are identified in the summary of auditor’s results section of
the accompanying schedule of findings and questioned costs. Compliance with
the requirements of laws, regulations, contracts, and grants applicable to each
of its major federal programs is the responsibility of Example Entity’s manage
ment. Our responsibility is to express an opinion on Example Entity’s compli
ance based on our audit.
We conducted our audit of compliance in accordance with generally accepted
auditing standards; the standards applicable to financial audits contained in
Government Auditing Standards,32 issued by the Comptroller General of the
United States; and OMB Circular A-133, Audits of States, Local Governments,
and Non-Profit Organizations. Those standards and OMB Circular A-133
require that we plan and perform the audit to obtain reasonable assurance
about whether noncompliance with the types of compliance requirements
referred to above that could have a direct and material effect on a major federal
program occurred. An audit includes examining, on a test basis, evidence about
Example Entity’s compliance with those requirements and performing such
other procedures as we considered necessary in the circumstances. We believe
that our audit provides a reasonable basis for our opinion. Our audit does not
provide a legal determination of Example Entity’s compliance with those
requirements.
In our opinion, Example Entity complied, in all material respects, with the
requirements referred to above that are applicable to each of its major federal
programs for the year ended June 30,19X1. However, the results of our auditing
procedures disclosed instances of noncompliance with those requirements,
which are required to be reported in accordance with OMB Circular A-133 and
which are described in the accompanying schedule of findings and questioned
costs as items [list the reference numbers of the related findings, for example,
97-3 and 97-6] 33
91 The auditor should use the portions of examples 3 and 3a that apply to a specific auditee
situation. For example, if the auditor will be giving an unqualified opinion on compliance but has
identified reportable conditions, the compliance section of this report would be used along with the
internal control section of example 3a. Alternatively, if the auditor will be giving a qualified opinion
on compliance but has not identified reportable conditions, the internal control section of this report
would be used along with the compliance section of example 3a.
32 See footnote 2.
33 When there are no such instances of noncompliance identified in the schedule of findings and
questioned costs, the last sentence should be omitted.

§11,320

Copyright © 1999, American Institute of Certified Public Accountants, Inc.

Audits of Governments and NPOs Receiving Federal Awards

31,227

Internal Control Over Compliance
The management of Example Entity is responsible for establishing and main
taining effective internal control over compliance with the requirements of
laws, regulations, contracts, and grants applicable to federal programs. In
planning and performing our audit, we considered Example Entity’s internal
control over compliance with requirements that could have a direct and mate
rial effect on a major federal program in order to determine our auditing
procedures for the purpose of expressing our opinion on compliance and to test
and report on the internal control over compliance in accordance with OMB
Circular A-133.
Our consideration of the internal control over compliance would not necessarily
disclose all matters in the internal control that might be material weaknesses.
A material weakness is a condition in which the design or operation of one or
more of the internal control components does not reduce to a relatively low level
the risk that noncompliance with applicable requirements of laws, regulations,
contracts, and grants that would be material in relation to a major federal
program being audited may occur and not be detected within a timely period
by employees in the normal course of performing their assigned functions. We
noted no matters involving the internal control over compliance and its opera
tion that we consider to be material weaknesses.34

This report is intended solely for the information and use of the audit commit
tee, management, {specify legislative or regulatory body], and federal awarding
agencies and pass-through entities and is not intended to be and should not be
used by anyone other than these specified parties.36
[Signature]

[Date]

34 As noted in notes 3 and 9, there may be instances in which it would be appropriate to report
on the schedule of expenditures of federal awards in this report (that is, a separate single audit
package is issued). In such a circumstance, a new section should be added immediately following this
paragraph as follows:
Schedule of Expenditures of Federal Awards
We have audited the (general-purpose or basic] financial statements of Example Entity as of and
for the year ended June 30,19X1, and have issued our report thereon dated August 15,19X1. Our
audit was performed for the purpose of forming an opinion on the (general-purpose or basic] finan
cial statements taken as a whole. The accompanying schedule of expenditures of federal awards
is presented for purposes of additional analysis as required by OMB Circular A-133 and is not a
required part of the (general-purpose or basic] financial statements. Such information has been
subjected to the auditing procedures applied in the audit of the [general-purpose or basic] finan
cial statements and, in our opinion, is fairly stated, in all material respects, in relation to the (gen
eral-purpose or basic] financial statements taken as a whole.
Describe any departure from the standard report (for example, a qualified opinion, a modification
as to consistency because of a change in accounting principle, or a reference to the report of other
auditors). Auditors should also refer to notes 5 and 11 for additional guidance.
35 See footnote 20.
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Example 3a

Report on Compliance With Requirements Applicable to
Each Major Program and on Internal Control Over
Compliance in Accordance With OMB Circular A-133
(Qualified Opinion on Compliance and Reportable
Conditions Identified)36
[Addressee]

Compliance
We have audited the compliance of Example Entity with the types of compliance
requirements described in the U.S. Office of Management and Budget (OMB)
Circular A-133 Compliance Supplement that are applicable to each of its major
federal programs for the year ended June 30, 19X1. Example Entity’s major
federal programs are identified in the summary of auditor’s results section of
the accompanying schedule of findings and questioned costs. Compliance with
the requirements of laws, regulations, contracts, and grants applicable to each
of its major federal programs is the responsibility of Example Entity’s manage
ment. Our responsibility is to express an opinion on Example Entity’s compli
ance based on our audit.
We conducted our audit of compliance in accordance with generally accepted
auditing standards; the standards applicable to financial audits contained in
Government Auditing Standards,37 issued by the Comptroller General of the
United States; and OMB Circular A-133, Audits of States, Local Governments,
and Non-Profit Organizations. Those standards and OMB Circular A-133
require that we plan and perform the audit to obtain reasonable assurance
about whether noncompliance with the types of compliance requirements
referred to above that could have a direct and material effect on a major federal
program occurred. An audit includes examining, on a test basis, evidence about
Example Entity’s compliance with those requirements and performing such
other procedures as we considered necessary in the circumstances. We believe
that our audit provides a reasonable basis for our opinion. Our audit does not
provide a legal determination of Example Entity’s compliance with those
requirements.
As described in item [list the reference numbers ofthe related findings, for example,
97-10] in the accompanying schedule of findings and questioned costs, Example
Entity did not comply with requirements regarding [identify the type(s) of compli
ance requirement] that are applicable to its [identify the major federal program].
Compliance with such requirements is necessary, in our opinion, for Example
Entity to comply with the requirements applicable to that program.
In our opinion, except for the noncompliance described in the preceding para
graph, Example Entity complied, in all material respects, with the requirements
referred to above that are applicable to each of its major federal programs for
the year ended June 30,19X1.38
36 See footnote 31.
37 See footnote 2.
38 When other instances of noncompliance are identified in the schedule of findings and ques
tioned costs as required by Circular A-133, the following sentence should be added: “The results of our
auditing procedures also disclosed other instances of noncompliance with those requirements, which
are required to be reported in accordance with OMB Circular A-133 and which are described in the
accompanying schedule of findings and questioned costs as items [list the reference numbers of the
related findings, for example, 97-3 and 97-6].”
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Internal Control Over Compliance

The management of Example Entity is responsible for establishing and main
taining effective internal control over compliance with the requirements of
laws, regulations, contracts, and grants applicable to federal programs. In
planning and performing our audit, we considered Example Entity’s internal
control over compliance with requirements that could have a direct and mate
rial effect on a major federal program in order to determine our auditing
procedures for the purpose of expressing our opinion on compliance and to test
and report on the internal control over compliance in accordance with OMB
Circular A-133.
We noted certain matters involving the internal control over compliance and
its operation that we consider to be reportable conditions. Reportable conditions
involve matters coming to our attention relating to significant deficiencies in
the design or operation of the internal control over compliance that, in our
judgment, could adversely affect Example Entity’s ability to administer a major
federal program in accordance with the applicable requirements of laws,
regulations, contracts, and grants. Reportable conditions are described in the
accompanying schedule of findings and questioned costs as items [list the
reference numbers of the related findings, for example, 97-7, 97-8, and 97-9].

A material weakness is a condition in which the design or operation of one or
more of the internal control components does not reduce to a relatively low level
the risk that noncompliance with the applicable requirements of laws, regula
tions, contracts, and grants that would be material in relation to a major federal
program being audited may occur and not be detected within a timely period
by employees in the normal course of performing their assigned functions. Our
consideration of the internal control over compliance would not necessarily
disclose all matters in the internal control that might be reportable conditions
and, accordingly, would not necessarily disclose all reportable conditions that
are also considered to be material weaknesses. However, we believe that none
of the reportable conditions described above is a material weakness.39,40
This report is intended solely for the information and use of the audit commit
tee, management, [specify legislative or regulatory body], and federal awarding
agencies and pass-through entities and is not intended to be and should not be
used by anyone other than these specified parties.41
[Signature]

[Date]

39 See footnote 27.
40 See footnote 34.
41 See footnote 20.
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Example 4

Report on Compliance With Requirements Applicable to
Each Major Program and on Internal Control Over
Compliance in Accordance With OMB Circular A-133
(Qualified Opinion on Compliance—Scope Limitation for
One Major Program, Unqualified Opinion on
Compliance for Other Major Programs, Reportable
Conditions Identified)
[Addressee]
Compliance

We have audited the compliance of Example Entity with the types of compliance
requirements described in the U.S. Office of Management and Budget (OMB)
Circular A-133 Compliance Supplement that are applicable to each of its major
federal programs for the year ended June 30, 19X1. Example Entity’s major
federal programs are identified in the summary of auditor’s results section of
the accompanying schedule of findings and questioned costs. Compliance with
the requirements of laws, regulations, contracts, and grants applicable to each
of its major federal programs is the responsibility of Example Entity’s manage
ment. Our responsibility is to express an opinion on Example Entity’s compli
ance based on our audit.
Except as discussed in the following paragraph, we conducted our audit of
compliance in accordance with generally accepted auditing standards; the
standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States; and OMB
Circular A-133, Audits of States, Local Governments, and Non-Profit Organi
zations. Those standards and OMB Circular A-133 require that we plan and
perform the audit to obtain reasonable assurance about whether noncompli
ance with the types of compliance requirements referred to above that could
have a direct and material effect on a major federal program occurred. An audit
includes examining, on a test basis, evidence about Example Entity’s compli
ance with those requirements and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides
a reasonable basis for our opinion. Our audit does not provide a legal determi
nation of Example Entity’s compliance with those requirements.
We were unable to obtain sufficient documentation supporting the compliance
of Example Entity with [identify the major federal program] regarding [identify
the type(s) of compliance requirement], nor were we able to satisfy ourselves as
to Example Entity’s compliance with those requirements by other auditing
procedures.
In our opinion, except for the effects of such noncompliance, if any, as might
have been determined had we been able to examine sufficient evidence regard
ing Example Entity’s compliance with the requirements of [identify the major
federal program] regarding [identify the type(s) of compliance requirement],
Example Entity complied, in all material respects, with the requirements
referred to above that are applicable to each of its other major federal programs
for the year ended June 30, 19X1.43
42 See footnote 2.
43 See footnote 38.
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Internal Control Over Compliance

The management of Example Entity is responsible for establishing and main
taining effective internal control over compliance with the requirements of
laws, regulations, contracts, and grants applicable to federal programs. In
planning and performing our audit, we considered Example Entity’s internal
control over compliance with requirements that could have a direct and mate
rial effect on a major federal program in order to determine our auditing
procedures for the purpose of expressing our opinion on compliance and to test
and report on the internal control over compliance in accordance with OMB
Circular A-133.
We noted certain matters involving the internal control over compliance and
its operation that we consider to be reportable conditions. Reportable conditions
involve matters coming to our attention relating to significant deficiencies in
the design or operation of the internal control over compliance that, in our
judgment, could adversely affect Example Entity’s ability to administer a major
federal program in accordance with the applicable requirements of laws,
regulations, contracts, and grants. Reportable conditions are described in the
accompanying schedule of findings and questioned costs as items [list the
reference numbers of the related findings, for example, 97-7, 97-8, and 97-9].

A material weakness is a condition in which the design or operation of one or
more of the internal control components does not reduce to a relatively low level
the risk that noncompliance with the applicable requirements of laws, regula
tions, contracts, and grants that would be material in relation to a major federal
program being audited may occur and not be detected within a timely period
by employees in the normal course of performing their assigned functions. Our
consideration of the internal control over compliance would not necessarily
disclose all matters in the internal control that might be reportable conditions
and, accordingly, would not necessarily disclose all reportable conditions that
are also considered to be material weaknesses. However, we believe that none
of the reportable conditions described above is a material weakness.44, 45

This report is intended solely for the information and use of the audit commit
tee, management, [specify legislative or regulatory body], and federal awarding
agencies and pass-through entities and is not intended to be and should not be
used by anyone other than these specified parties.46
[Signature]
[Date]

44 See footnote 27.
46 See footnote 34.
46 See footnote 20.

AICPA Technical Practice Aids

§11,320

31,232

Statements of Position

Example 5

Report on Compliance With Requirements Applicable to
Each Major Program and on Internal Control Over
Compliance in Accordance With OMB Circular A-133
[Adverse Opinion on Compliance for One Major Program,
Unqualified Opinion on Compliance hr Omer Major
Programs, and Material Weaknesses Identified)
[Addressee]
Compliance

We have audited the compliance of Example Entity with the types of compliance
requirements described in the U.S. Office of Management and Budget (OMB)
Circular A-133 Compliance Supplement that are applicable to each of its major
federal programs for the year ended June 30, 19X1. Example Entity’s major
federal programs are identified in the summary of auditor’s results section of
the accompanying schedule of findings and questioned costs. Compliance with
the requirements of laws, regulations, contracts, and grants applicable to each
of its major federal programs is the responsibility of Example Entity’s manage
ment. Our responsibility is to express an opinion on Example Entity’s compli
ance based on our audit.
We conducted our audit of compliance in accordance with generally accepted
auditing standards; the standards applicable to financial audits contained in
Government Auditing Standards,47 issued by the Comptroller General of the
United States; and OMB Circular A-133, Audits of States, Local Governments,
and Non-Profit Organizations. Those standards and OMB Circular A-133
require that we plan and perform the audit to obtain reasonable assurance
about whether noncompliance with the types of compliance requirements
referred to above that could have a direct and material effect on a major federal
program occurred. An audit includes examining, on a test basis, evidence about
Example Entity’s compliance with those requirements and performing such
other procedures as we considered necessary in the circumstances. We believe
that our audit provides a reasonable basis for our opinion. Our audit does not
provide a legal determination of Example Entity’s compliance with those
requirements.
As described in items [list the reference numbers ofthe related findings, for example,
97-10, 97-11, and 97-12] in the accompanying schedule of findings and questioned
costs, Example Entity did not comply with requirements regarding [identify the
types of compliance requirements] that are applicable to its [identify the major
federal program]. Compliance with such requirements is necessary, in our opinion,
for Example Entity to comply with requirements applicable to that program.

In our opinion, because of the effects of the noncompliance described in the
preceding paragraph, Example Entity did not comply in all material respects,
with the requirements referred to above that are applicable to [identify the
major federal program]. Also, in our opinion, Example Entity complied, in all
material respects, with the requirements referred to above that are applicable
to each of its other major federal programs for the year ended June 30,19X1.48
47 See footnote 2.
48 See footnote 38.
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Internal Control Over Compliance

The management of Example Entity is responsible for establishing and main
taining effective internal control over compliance with the requirements of
laws, regulations, contracts, and grants applicable to federal programs. In
planning and performing our audit, we considered Example Entity’s internal
control over compliance with requirements that could have a direct and mate
rial effect on a major federal program in order to determine our auditing
procedures for the purpose of expressing our opinion on compliance and to test
and report on the internal control over compliance in accordance with OMB
Circular A-133.
We noted certain matters involving the internal control over compliance and
its operation that we consider to be reportable conditions. Reportable conditions
involve matters coming to our attention relating to significant deficiencies in
the design or operation of the internal control over compliance that, in our
judgment, could adversely affect Example Entity’s ability to administer a major
federal program in accordance with the applicable requirements of laws,
regulations, contracts, and grants. Reportable conditions are described in the
accompanying schedule of findings and questioned costs as items [list the
reference numbers of the related findings, for example, 97-7, 97-8, and 97-9].

A material weakness is a condition in which the design or operation of one or
more of the internal control components does not reduce to a relatively low level
the risk that noncompliance with the applicable requirements of laws, regula
tions, contracts, and grants that would be material in relation to a major federal
program being audited may occur and not be detected within a timely period
by employees in the normal course of performing their assigned functions. Our
consideration of the internal control over compliance would not necessarily
disclose all matters in the internal control that might be reportable conditions
and, accordingly, would not necessarily disclose all reportable conditions that
are also considered to be material weaknesses. However, of the reportable
conditions described above, we consider items [list the reference numbers of the
related findings, for example 97-8 and 97-9] to be material weaknesses.49
This report is intended solely for the information and use of the audit commit
tee, management, [specify legislative or regulatory body], and federal awarding
agencies and pass-through entities and is not intended to be and should not be
used by anyone other than these specified parties.60
[Signature]

[Date]

49 See footnote 34.
50 See footnote 20.
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Example 6

Unqualified Opinion on the Financial Statement of a
Federal Program in Accordance With the Program-Specific
Audit Option Under OMB Circular A-133
Independent Auditor’s Report

We have audited the accompanying schedule of expenditures of federal awards
for the [identify the federal program] of Example Entity for the year ended June
30, 19X1. This financial statement is the responsibility of Example Entity’s
management. Our responsibility is to express an opinion on the financial
statement of the program based on our audit.51
We conducted our audit in accordance with generally accepted auditing stand
ards; the standards applicable to financial audits contained in Government
Auditing Standards,52 issued by the Comptroller General of the United States;
and OMB Circular A-133, Audits ofStates, Local Governments, and Non-Profit
Organizations. Those standards and OMB Circular A-133 require that we plan
and perform the audit to obtain reasonable assurance about whether the
financial statement is free of material misstatement. An audit includes exam
ining, on a test basis, evidence supporting the amounts and disclosures in the
financial statement. An audit also includes assessing the accounting principles
used and the significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audit provides
a reasonable basis for our opinion.

In our opinion, the schedule of expenditures of federal awards referred to
above63 presents fairly, in all material respects, the expenditures of federal
awards under the [identify the federal program] in conformity with generally
accepted accounting principles. 54, 55
[Signature]

[Date]

51 In many cases, the financial statements of the program will consist only of the schedule of
expenditures of federal awards (and notes to the schedule), which is the minimum financial state
ment presentation required by section 235 of Circular A-133. If the auditee issues financial state
ments that consist of more than the schedule, this paragraph should be modified to describe the
financial statements. Also refer to paragraph 11.10 for a discussion of the possible necessity to issue
a separate report to meet the reporting requirements of Government Auditing Standards.
52 See footnote 2.
53 If the auditee issues financial statements that consist of more than the schedule, this sentence
should be modified to identify the results displayed in the financial presentation.
54 The auditor should follow the guidance in SAS No. 62, Special Reports when the auditee
prepares the financial statement of the program in conformity with a basis of accounting other than
GAAP.
55 If a separate report is issued to meet the reporting requirements of Government Auditing
Standards (see paragraph 11.10), an additional paragraph should be added as follows: “In accordance
with Government Auditing Standards, we have also issued our report dated [date of report] on our
consideration of Example Entity’s internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts, and grants.”
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Example 6a

Report on Compliance With Requirements Applicable
to the Federal Program and on Internal Control Over
Compliance in Accordance With the Program-Specific Audit
Option Under OMB Circular A-13356 (Unqualified Opinion
on Compliance and No Material Weaknesses [No
Reportable Conditions Identified])57
[Addressee]

Compliance
We have audited the compliance of Example Entity with the types of compliance
requirements described in the U.S. Office of Management and Budget (OMB)
Circular A-133 Compliance Supplement that are applicable to [identify the
federal program] for the year ended June 30, 19X1. Compliance with the
requirements of laws, regulations, contracts, and grants applicable to its major
federal program is the responsibility of Example Entity’s management. Our
responsibility is to express an opinion on Example Entity’s compliance based
on our audit.

We conducted our audit of compliance in accordance with generally accepted
auditing standards; the standards applicable to financial audits contained in
Government Auditing Standards,58 issued by the Comptroller General of the
United States; and OMB Circular A-133, Audits of States, Local Governments,
and Non-Profit Organizations. Those standards and OMB Circular A-133
require that we plan and perform the audit to obtain reasonable assurance
about whether noncompliance with the types of compliance requirements
referred to above that could have a direct and material effect on [identify the
federal program] occurred. An audit includes examining, on a test basis,
evidence about Example Entity’s compliance with those requirements and
performing such other procedures as we considered necessary in the circum
stances. We believe that our audit provides a reasonable basis for our opinion.
Our audit does not provide a legal determination of Example Entity’s compli
ance with those requirements.
In our opinion, Example Entity complied, in all material respects, with the
requirements referred to above that are applicable to its [identify the federal
program] for the year ended June 30,19X1. However, the results of our auditing
procedures disclosed instances of noncompliance with those requirements,
which are required to be reported in accordance with OMB Circular A-133 and
which are described in the accompanying schedule of findings and questioned
costs as items [list the reference numbers of the related findings, for example,
97-1 and 97-2].59
56 This is an example of a report on a program-specific audit under Circular A-133 when no
federal audit guide applicable to the program being audited is available. When a federal audit guide
applicable to the program is available, Circular A-133 requires that the auditor follow the reporting
requirements of that federal audit guide (see paragraph 11.4 for a discussion of the auditor’s
responsibility when a program-specific audit guide is not current).
57 If issuing a qualified or adverse opinion on compliance, the auditor should modify the compliance
section of this report to be consistent with the wording used in examples 3a or 5, accordingly. If reporting
reportable conditions, including material weaknesses, the auditor should modify the internal control
section of this report to be consistent with the wording used in example 3a.
58 See footnote 2.
59 See footnote 33.
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Internal Control Over Compliance
The management of Example Entity is responsible for establishing and main
taining effective internal control over compliance with the requirements of
laws, regulations, contracts, and grants applicable to federal programs. In
planning and performing our audit, we considered Example Entity’s internal
control over compliance with requirements that could have a direct and mate
rial effect on its [identify the federalprogram] in order to determine our auditing
procedures for the purpose of expressing our opinion on compliance and to test
and report on the internal control over compliance in accordance with OMB
Circular A-133.
Our consideration of the internal control over compliance would not necessarily
disclose all matters in the internal control that might be material weaknesses.
A material weakness is a condition in which the design or operation of one or
more of the internal control components does not reduce to a relatively low level
the risk that noncompliance with the applicable requirements of laws, regula
tions, contracts, and grants that would be material in relation to a major federal
program being audited may occur and not be detected within a timely period
by employees in the normal course of performing their assigned functions. We
noted no matters involving the internal control over compliance and its opera
tion that we consider to be material weaknesses.

This report is intended solely for the information and use of the audit commit
tee, management, [specify legislative or regulatory body], and the federal
awarding agency and pass-through entity and is not intended to be and should
not be used by anyone other than these specified parties.60
[Signature]
[Date]

60 See footnote 20.
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Appendix E
Illustrative Schedule of Findings and Questioned Costs

Example Entity
Schedule of Findings and Questioned Costs
For the Year Ended June 30,19X1
Section I—Summary of Auditor’s Results
Financial Statements

Type of auditor’s report issued [unqualified, qualified, adverse, or disclaimer]:
Internal control over financial reporting:

•

Material weakness(es) identified?

•

Reportable condition(s) identified
that are not considered to be material
weaknesses?

yes

Noncompliance material to financial
statements noted?

no

yes

none reported

yes

no

Federal Awards
Internal control over major programs:

yes

•

Material weakness(es) identified?

•

Reportable condition(s) identified
that are not considered to be material
weakness(es)?

no

none reported

yes

Type of auditor’s report issued on compliance for major programs [unquali
fied, qualified, adverse, or disclaimer]:

Any audit findings disclosed that are
required to be reported in accordance
with section 510(a) of Circular A-133?

yes

no

Identification of major programs:2
CFDA Number(s)3

Name of Federal Program or Cluster4

1 If the audit report for one or more major programs is other than unqualified, indicate the type
of report issued for each program. For example, if the audit report on major program compliance for
an auditee having five major programs includes an unqualified opinion for three of the programs, a
qualified opinion for one program, and a disclaimer of opinion for one program, the response to this
question could be as follows: “Unqualified for all major programs except for [name ofprogram}, which
was qualified and [name ofprogram}, which was a disclaimer.”
2 Major programs should generally be identified in the same order as reported on the schedule of
expenditures of federal awards.
3 When the CFDA number is not available, include other identifying number, if applicable.
4 The name of the federal program or cluster should be the same as that listed in the schedule of
expenditures of federal awards. For clusters, auditors are only required to list the name of the cluster
and not each individual program within the cluster.
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Dollar threshold used to distinguish
between type A and type B programs:
Auditee qualified as low-risk auditee?

$

yes

no

Section II—Financial Statement Findings
[This section identifies the reportable conditions, material weaknesses, and
instances ofnoncompliance related to the financial statements that are required
to be reported in accordance with paragraphs 5.18 through 5.20 of Government
Auditing Standards. Auditors should refer to those paragraphs, as well as the
reports content section of chapter 7 of Government Auditing Standards, for
additional guidance on preparing this section of the schedule.

Identify each finding with a reference number.5 If there are no findings, state
that no matters were reported. Audit findings that relate to both the financial
statements and federal awards should be reported in both section II and section
III. However, the reporting in one section may be in summary form with a
reference to a detailed reporting in the other section ofthe schedule. For example,
a material weakness in internal control that effects an entity as a whole,
including its federal awards, would generally be reported in detail in this
section. Section III would then include a summary identification of the finding
and a reference back to the specific finding in this section. Each finding should
be presented in the following level of detail, as applicable:

•

Criteria or specific requirement

•

Condition

•

Questioned costs

•

Context6

•

Effect

•

Cause

•

Recommendation

•

Management's response7]

Section III—Federal Award Findings and Questioned Costs
[This section identifies the audit findings required to be reported by section
510(a) of Circular A-133 (for example, reportable conditions, material weak
nesses, and instances of noncompliance, including questioned costs). Where
practical, findings should be organized by federal agency or pass-through entity.

Identify each finding with a reference number.8 If there are no findings, state
that no matters were reported. Audit findings that relate to both the financial
statements and federal awards should be reported in both section II and section
5 A suggested format for assigning reference numbers is to use the last two digits of the fiscal
year being audited, followed by a numeric sequence of findings. For example, findings identified and
reported in the audit of fiscal year 1997 would be assigned reference numbers of 97-1, 97-2, etc.
6 Provide sufficient information forjudging the prevalence and consequences of the finding, such
as the relation to the universe of costs and/or the number of items examined and quantification of
audit findings in dollars.
7 See paragraphs 5.18 through 5.20 and 7.38 through 7.42 of Government Auditing Standards for
additional guidance on reporting management’s response.
8 See footnote 5.
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III. However, the reporting in one section may be in summary form with a
reference to a detailed reporting in the other section ofthe schedule. For example,
a finding of noncompliance with a federal program law that is also material to
the financial statements would generally be reported in detail in this section.
Section II would then include a summary identification of the finding and a
reference back to the specific finding in this section. Each finding should be
presented in the following level of detail, as applicable:
•

Information on the federal program9

•

Criteria or specific requirement (including statutory, regulatory, or
other citation)

•

Condition10

•

Questioned costs11

•

Context12

•

Effect

●

Cause

•

Recommendation

•

Management’s response13]

9 Provide the federal program (CFDA number and title) and agency, the federal award’s number
and year, and the name of the pass-through entity, if applicable. When this information is not
available, the auditor should provide the best information available to describe the federal award.
10 Include facts that support the deficiency identified in the audit finding.
11 Identify questioned costs as required by sections 510(a)(3) and 510(a)(4) of Circular A-133.
12 See footnote 6.
13 To the extent practical, indicate when management does not agree with the finding, ques
tioned cost, or both.
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Statement of Position 98-6
Reporting on Management's Assessment
Pursuant to the Life Insurance Ethical Market
Conduct Program of the Insurance
Marketplace Standards Association
April 9,1998
NOTE
This Statement of Position presents the recommendations of the AICPA
Insurance Companies Committee regarding the application of Statements on
Standards for Attestation Engagements to engagements to report on
management’s assessment pursuant to the Life Insurance Ethical Market Conduct
Program of the Insurance Marketplace Standards Association. Members of the
AICPA Auditing Standards Board have found the recommendations in this
Statement of Position to be consistent with existing standards covered by Rule 202
of the AICPA Code of Professional Conduct. AICPA members should be prepared
to justify departures from the recommendations in this Statement of Position.

Summary
This Statement of Position (SOP) provides guidance to practitioners in conduct
ing and reporting on an independent examination performed pursuant to the
AICPA Statement on Standards for Attestation Engagements to assist an
entity in meeting the requirements of the Insurance Marketplace Standards
Association (IMSA) program (the IMSA program). IMSA requires that such
engagements use the criteria it sets forth; consequently, users of this SOP
should be familiar with the IMSA program and its Assessment Handbook and
requirements.
The SOP amends chapter 9, “Auditor’s Reports,” of the AICPA Audit and
Accounting Guide Audits of Property and Liability Insurance Companies and
chapter 11, “Auditors’ Reports,” of the AICPA Industry Audit Guide Audits of
Stock Life Insurance Companies. It is effective for independent assessments
with IMSA report dates after January 31,1998.

Introduction and Background
.01 Within the past several years, the life insurance industry has experi
enced allegations of improper market conduct practices such as questionable
sales practices and potentially misleading policyholder illustrations. These
allegations have triggered regulatory scrutiny, class action litigation, signifi
cant monetary settlements, and negative publicity related to market conduct
issues. As a result, the industry is taking steps to promote a higher standard
of ethical behavior that it hopes will reverse the negative perceptions held by
many customers. In that regard, the American Council of Life Insurers (ACLI),
AICPA Technical Practice Aids
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the largest life insurance trade organization, has established the Insurance
Marketplace Standards Association (IMSA) as a nonaffiliated membership
organization with its own board of directors composed of chief executives of life
insurance companies. IMSA seeks to encourage and assist participating life
insurance entities (hereinafter referred to as entities) in the design and imple
mentation of sales and marketing policies and procedures that are intended to
benefit and protect the consumer. Entities that desire to join IMSA will be
required to adopt the IMSA Principles of Ethical Market Conduct (the Princi
ples) and the Code of Ethical Market Conduct (the Code) and Accompanying
Comments and respond affirmatively to an assessment questionnaire (the
Questionnaire). Each prospective member also will be required to conduct a
self-assessment to determine that it has policies and procedures in place that
will enable it to respond affirmatively to the Questionnaire. An entity’s self-as
sessment responses to the Questionnaire will need to be validated by an
independent examination of the self-assessment. On obtaining an unqualified
third-party assessment report, entities will be eligible for IMSA membership.
Membership in IMSA is valid for a three-year period. Members are permitted
to use IMSA’s logo subject to rules set forth by IMSA for advertising and other
promotional activities. The assessment process is intended to encourage enti
ties and help them continually review and modify their policies and procedures
in order to improve their market conduct practices and those of the industry
and to strengthen consumer confidence in the life insurance business.
.02 Certified public accountants in the practice of public accounting
(herein referred to as practitioners as defined by Statement on Standards for
Attestation Engagements [SSAE] No. 1, Attestation Standards [AICPA, Profes
sional Standards, vol. 1, AT sec. 100, “Attestation Engagements”]), may be
engaged to examine and/or provide various consulting services related to the
entity’s self-assessment. This Statement of Position (SOP) provides guidance
to practitioners in conducting and reporting on an independent examination
performed pursuant to the American Institute of Certified Public Accountants
(AICPA) SSAEs to assist an entity in meeting the requirements of the IMSA
Life Insurance Ethical Market program (the IMSA program). As described
herein, IMSA requires that such engagements use the criteria it sets forth;
consequently, users of this SOP should be familiar with the IMSA program and
its Assessment Handbook and requirements.

Scope
.03 This SOP applies to engagements to report on an entity’s assertion
that the affirmative responses to the Questionnaire relating to the IMSA
Principles and Code and Accompanying Comments are based on policies and
procedures in place at the IMSA report date. Reporting on assertions made in
connection with the IMSA program are examination engagements that should
be performed under SSAE No. 1 (AT sec. 100).

Overview of the IMSA Life Insurance Ethical Market
Conduct Program
Principles of Ethical Market Conduct
.04 The Principles consist of six statements that set certain standards
with respect to the sale and service of individually sold life and annuity
products. The Principles that the entity is required to adopt are as follows:
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Principle 1
To conduct business according to high standards of honesty and fairness
and to render that service to its customers which, in the same circum
stances, it would apply to or demand for itself.

Principle 2
To provide competent and customer-focused sales and service.
Principle 3

To engage in active and fair competition.
Principle 4

To provide advertising and sales materials that are clear as to purpose and
honest and fair as to content.
Principle 5
To provide for fair and expeditious handling of customer complaints and
disputes.
Principle 6

To maintain a system of supervision and review that is reasonably de
signed to achieve compliance with these Principles of Ethical Market
Conduct.

.05 IMSA developed the Code of Ethical Market Conduct to expand the
Principles of Ethical Market Conduct to the operating level and to identify the
attributes of the sales, marketing, and compliance systems that IMSA believes
should support each of the Principles.
.06 To further expand on the Principles and Code, IMSA developed Ac
companying Comments, which further define the intention of the Principles
and Code and, in some instances, provide examples of implementation.

IMSA Assessment Questionnaire
.07 As noted above, IMSA developed the Questionnaire to provide pro
spective members with uniform criteria to demonstrate for self-assessment
purposes that they have policies and procedures in place that meet the objec
tive of the questions in the Questionnaire.

Insurance Marketplace Standards Association Membership and
Certification Process
.08 Participation in the IMSA program requires an entity to adopt the
Principles and Code and to undertake a two-step assessment process. First, an
entity conducts a self-assessment, using the Questionnaire and Assessment
Handbook, with the objective of concluding that it can respond affirmatively to
every question in the Questionnaire in conformity with the criteria set forth in
IMSA’s Principles, Code, and Accompanying Comments. Second, an inde
pendent assessor from a list of IMSA-approved assessors examines the self-as
sessment materials to determine whether the entity has a reasonable basis for
its affirmative responses to the Questionnaire.

.09 Once the assessment process is complete, the entity submits its IMSA
Membership Application (the application) and Self-Assessment Report. The
Self-Assessment Report states that the entity has adopted the Principles and
AICPA Technical Practice Aids

§11,330.09

31,288

Statements of Position

Code, has conducted a self-assessment of its policies and procedures, and has
determined that the answer to each of the questions in the Questionnaire is
“yes” in conformity with the Assessment Handbook. The entity also submits an
unqualified examination report from an IMSA-approved independent assessor.

IMSA Independent Assessor Application Process and
Required Training
.10 IMSA will accept independent assessor reports only from those asses
sors that have been preapproved by IMSA. To become an independent assessor,
a candidate is required to submit an IMSA Independent Assessor Application
that requires that the candidate meet specific educational and professional
requirements established by the IMSA board of directors. IMSA also requires
that all independent assessors attend IMSA training as outlined by the board
of IMSA. Independent assessors may be of various occupations or professional
disciplines, including certified public accountants.

IMSA Assessment Handbook
.11 IMSA developed an Assessment Handbook (the Handbook or the
IMSA Handbook) to assist companies in the implementation of the IMSA
program and provide guidance to independent assessors. Entity personnel and
independent assessors should use the Handbook to gain an understanding of
the assessment process and as a source of information for performing an
assessment. The Handbook is intended for companies of all sizes regardless of
the means by which they distribute individually sold life and annuity products.
IMSA acknowledges that this is a new program that will evolve over time.
Therefore, the Handbook may be revised as companies and independent asses
sors provide IMSA with suggestions for improvement. Practitioners should
ensure that they are utilizing the most current version of the Handbook in
planning and performing their work.

Conclusions

Planning the Engagement
.12 To satisfy IMSA program requirements, practitioners need to perform
an examination engagement pursuant to SSAE No. 1 (AT sec. 100), which
states that planning an attest engagement involves developing an overall
strategy for the expected conduct and scope of the engagement. To develop such
a strategy, practitioners should have adequate technical training and profi
ciency in the attest function and have adequate knowledge in life insurance
market conduct and the IMSA program to enable them to sufficiently under
stand the events, transactions, and practices that, in their judgment, have a
significant effect on the presentation of the assertions.
.13 The examination should be made in accordance with standards estab
lished by the AICPA, including obtaining an understanding of the policies and
procedures in place upon which the affirmative responses to the Questionnaire
are based. To be acceptable to IMSA, the engagement also should be performed
in accordance with the criteria set forth in the IMSA Handbook. This SOP is
intended to provide neither all the required criteria set forth in the IMSA
Handbook nor all the applicable standards established by the AICPA.
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.14 In accordance with SSAE No. 1 (AT sec. 100.33-.35) and the Hand
book, a practitioner performing the examination should supervise the engage
ment team, which involves directing the efforts of the engagement team in
accomplishing the objectives of the engagement and determining whether the
engagement objectives were met. If the practitioner is not an IMSA-approved
independent assessor, such an assessor should be a member of the engagement
team with responsibility for, among other things, assisting the practitioner in
performing these functions.
.15 The engagement team should be informed of its responsibilities,
including the objectives of the procedures that they are to perform and matters
that may affect the nature, extent, and timing of such procedures. The work
performed by each member of the engagement team should be reviewed to
determine if it was adequately performed.
.16 IMSA, through its Handbook, has adopted a methodology to foster a
uniform determination by entities and their independent assessor on whether
policies and procedures are in place. The Handbook requires the following
three aspects be present: approach, deployment, and monitoring. (See appen
dix B, paragraph B-2 [paragraph .38], for further discussion.)

Establishing an Understanding With the Client
.17 The practitioner should consider the risks associated with accepting
an engagement to examine and report on an entity’s assertion about its
responses to the IMSA Questionnaire. The practitioner should establish an
understanding with the client regarding the services to be performed. The
understanding should include the objectives of the engagement, management’s
responsibilities, the practitioner’s responsibilities, limitations of the engage
ment, provision for changes in the scope of the engagement, and the expected
form of the report. The practitioner should document the understanding in the
working papers, preferably through a written communication with the client,
such as an engagement letter. Appendix C [paragraph .39] contains a sample
engagement letter that may be used for this type of engagement.

Assessments of Attestation Risk
.18 The practitioner should evaluate the attestation risk that policies and
procedures may not be in place to support affirmative responses to the Ques
tionnaire and should consider this risk in designing the attest procedures to be
performed. In examining whether policies and procedures are in place, the
practitioner determines whether the policies and procedures have been
adopted and are in operation and whether such policies and procedures satisfy
the six components required by IMSA for the entity to respond affirmatively to
each question, as discussed in appendix B [paragraph .38]. Whether an entity
has policies and procedures in place does not encompass whether those policies
and procedures operated effectively as of a particular date, or over any period
of time, to ensure compliance with the Principles, Code, and Accompanying
Comments or about whether the entity or its employees have complied with
applicable laws and regulations.
.19 Examples of risk considerations that may affect the nature, timing,
and extent of testing procedures are listed in appendix A [paragraph .37]. Not
all the examples are relevant in all circumstances, and some may be of greater
or lesser significance in entities of different size, distribution channels, product
lines, or sales volume. In determining the examination procedures to be
performed, practitioners should assess the impact that those risk considera
tions, individually and in combination, may have on attestation risk.
AICPA Technical Practice Aids
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.20 Before performing attestation procedures, the practitioner should be
adequately trained and should obtain an understanding of the entity’s overall
operations and market conduct practices, as well as its policies and procedures
that have been identified in the self-assessment as supporting its affirmative
responses to the Questionnaire. In addition, the practitioner should obtain an
understanding of the operation and history of the entity’s distribution systems
and products sold and of sales volume by product and distribution system. The
practitioner should also obtain an understanding of the entity’s past market
conduct issues and related corrective measures.

Evidential Matter
.21 In an examination engagement performed under the attestation stand
ards, the practitioner’s objective is to accumulate sufficient evidence to limit
attestation risk to a level that is, in the practitioner’s professional judgment,
appropriately low for the high level of assurance that may be imparted by his or
her report. In such an engagement, the practitioner should select from all available
procedures any combination that can limit attestation risk to such an appropri
ately low level. Accordingly, in an examination engagement it is necessary for a
practitioner’s procedures to go beyond reading relevant policies and procedures
and making inquiries of appropriate members of management to determine
whether the policies and procedures supporting affirmative responses to the
Questionnaire were in place. Examination procedures should also include verifi
cation procedures, such as inspecting documents and records, confirming asser
tions with employees or agents, and observing activities. See appendix B
[paragraph .38] for examples of illustrative procedures.

.22 As outlined in the Handbook, the entity should provide the practi
tioner with adequate information for the practitioner to obtain reasonable
assurance that there is a basis for an affirmative response to each of the
questions in the Questionnaire. The AICPA’s concept of reasonable assurance
in the context of an attestation engagement is set forth in SSAE No. 2,
Reporting on an Entity’s Internal Control Over Financial Reporting (AICPA,
Professional Standards, vol. 1, AT sec. 400.13), and SSAE No. 3, Compliance
Attestation (AICPA, Professional Standards, vol. 1, AT sec. 500.30). These
concepts are consistent with IMSA’s concept of reasonable assurance as de
fined in the Handbook.1
.23 In an examination of management’s assertion about an entity’s af
firmative responses to the Questionnaire, the practitioner’s evaluation of
sufficiency and competency of evidential matter should include consideration
of (a) the nature of management’s assertion and the related indicators used to
support such assertions, (b) the nature and frequency of deviations from
expected results of applying examination procedures, and (c) qualitative con
siderations, including the needs and expectations of the report’s users.

Reporting Considerations
.24 SSAE No. 1 (AT sec. 100) defines an attest engagement as one in
which a practitioner is engaged to issue a written communication that expres
1 Reasonable (assurance) is defined in the Handbook as follows: “In the context of the IMSA
program documents, the term reasonable is used to modify assurance, as an acknowledgment that it
is virtually impossible to provide absolute and certain assurance that an event will happen (e.g., that
a policy will address every possible circumstance, or that procedures will be applied without excep
tion). Reasonable, as a qualifier, suggests that there exists a standard in both design and perform
ance, and that such a standard, while conforming to the judgment or discernment of a knowledgeable
person, is neither excessive nor extreme.”
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ses a conclusion about the reliability of a written assertion that is the respon
sibility of another party. The accompanying affirmative responses to the
questions in the Questionnaire are written assertions of the entity. When a
practitioner is engaged by an entity to express a written conclusion about
management’s assertions about its policies and procedures, such an engage
ment involves a written conclusion about the reliability of an assertion that is
the responsibility of the entity. The entity is responsible for the design,
implementation, and monitoring of the policies and procedures upon which the
responses to the Questionnaire are based.
.25 Self-assessment is based in part on criteria set forth in the IMSA
Handbook, which is prepared by an industry organization for the specific use
of its members. Such criteria are not suitable for general distribution report
ing. Accordingly, the independent accountant’s report should contain a state
ment that it is intended solely for the information and use of the entity’s board
of directors and management as well as IMSA.
.26 IMSA has adopted a uniform assessment report that all independent
assessors (regardless of professional discipline) are required to use when
reporting on the results of an independent assessment. IMSA has indicated
that deviations from its standard report format, except as discussed below, will
not be accepted. The following is an illustration of an independent accountant’s
report on a company’s assertion relating to its affirmative responses to the
IMSA Questionnaire. The third paragraph in the following report deviates
from the IMSA format, where the practitioner specifies that the examination
was made in accordance with standards established by the AICPA, and refers
to those standards before referring to the criteria set forth in the IMSA
Handbook. The other deviation is that the report is titled “Independent Ac
countant’s Report” rather than “Independent Assessor Report.” Repre
sentatives of IMSA have indicated that they will accept only these deviations
for reports issued by practitioners.
Independent Accountant’s Report

To [name of insurer] Board of Directors and the Insurance Marketplace Stand
ards Association:
We have examined management’s assertion that the affirmative responses of
[name of insurer] to the Questionnaire relating to the Principles of Ethical
Market Conduct and the Code of Ethical Market Conduct and Accompanying
Comments for individually sold life and annuity products, adopted by the
Insurance Marketplace Standards Association (“IMSA”), are based on policies
and procedures in place as of [the IMSA report date]. The Company is respon
sible for the design, implementation, and monitoring of the policies and proce
dures in place upon which the responses to the Questionnaire are based.

Our examination was made in accordance with standards established by the
American Institute of Certified Public Accountants and in accordance with the
criteria set forth in the IMSA Assessment Handbook, and included obtaining
an understanding of the policies and procedures in place upon which the
affirmative responses to the Questionnaire are based and such other procedures
as we considered necessary in the circumstances. We believe that our exami
nation provides a reasonable basis for our opinion. Our examination was not
designed to evaluate whether the policies and procedures, upon which the
Company’s responses to the Questionnaire are based, have or will operate
effectively, nor have we evaluated whether or not the Company has or will
comply with applicable laws or regulations. Accordingly, we do not express an
opinion or any other form of assurance thereon.
AICPA Technical Practice Aids
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In our opinion, management’s assertion that the affirmative responses to the
Questionnaire are based on policies and procedures in place as of [the IMSA
report date} is fairly stated, in all material respects, based upon the criteria set
forth in the Principles of Ethical Market Conduct, the Code of Ethical Market
Conduct and Accompanying Comments, and the Assessment Handbook.

This report is intended solely for the information and use of the board of
directors and management of the Company and the Insurance Marketplace
Standards Association and should not be used for any other purpose.

[IMSA Report Date; see paragraph .28]

[Company (Insurer)]

[Name of Independent Assessor; see paragraph .27]

[Signature of Independent Accountant or Firm]

[Date of Signature; see paragraph .29]
Note: In any instance where an alternative indicator is used to support an
affirmative answer to any question in the Questionnaire, such alternative
indicator must be fully set forth in an attachment to this Assessor Report (see
paragraph .30).

Elements of the Report
.27 Signatures and Identification of the Independent Assessor. IMSA
prefers that the independent assessor sign his or her name on the report.
However, many AICPA member firms require that a manual or printed signa
ture of the firm name be presented on the face of the report and prohibit a
member of the firm from signing the report as an individual. Although IMSA
will accept this practice, it requires the identification on the face of the
independent accountant’s report of the IMSA-approved independent assessor
who actively participated in and supervised relevant portions of the engage
ment on behalf of the firm. In addition, in circumstances where the IMSA-approved independent assessor does not sign the report as an individual, IMSA
requires an affirmation from the independent assessor to be attached to the
independent accountant’s report. A sample affirmation follows:
Affirmation of Independent Assessor

I, [print name], affirm that I have reviewed the attached Independent Account
ant’s Report on management’s assertions regarding the IMSA program for
[insurer] as of [IMSA report date] and that I was the Independent Assessor
responsible for supervising relevant portions of the assessment identified
herein.

[Signature]
[Date of Signature]
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.28 IMSA Report Date. The IMSA report date referred to in the inde
pendent accountant’s report is the date of the self-assessment and the date to
which the entity and the independent assessor have agreed as the point in time
which the policies and procedures supporting the affirmative response to the
Questionnaire are in place. Due care should be taken to ensure that repre
sentations made by management on the basis of a self-assessment are current
as of the IMSA report date. If a significant amount of time has elapsed between
the date of the performance of the practitioner’s procedures on certain ques
tions and the IMSA report date, due care should be taken to ensure that
policies and procedures were in place as of the IMSA report date.

.29 Date of Signature. The date of signature is the date fieldwork is
completed. Changes in the policies and procedures, personnel changes, or other
considerations that might significantly affect responses to the Questionnaire
may occur subsequent to the IMSA report date but before the date of signature
or the date when the report is issued. The practitioner should obtain manage
ment’s representations relating to such matters and perform such other proce
dures regarding subsequent events considered necessary in the circumstances.
The practitioner has no responsibility to perform examination procedures or
update his or her report for events subsequent to the date when the report is
issued; however, the practitioner may later become aware of conditions that
existed at that date that might have affected the practitioner’s opinion had he
or she been aware of them. The practitioner’s consideration of such subsequent
information is similar to an auditor’s consideration of information discovered
subsequent to the date of a report on an audit of financial statements described
in SAS No. 1 (AICPA, Professional Standards, vol. 1, AU sec. 561, “Subsequent
Discovery of Facts Existing at the Date of the Auditor’s Report”).
.30 Alternative Indicators. A list of indicators in the Handbook corre
sponds to each of the questions in the Questionnaire and lists possible policies
and procedures identified by IMSA that an entity can have in place to be able
to respond affirmatively to a question. A company must support each “yes”
response to a question by the selection of indicators sufficient to meet the six
required components and to meet the objective of each question. IMSA has
established limitations on the use of indicators other than those contained in
the Handbook. Alternative indicators that are used as support for an affirm
ative response to a question in the Questionnaire may require preapproval by
IMSA in certain situations, as noted in the Handbook. It will be necessary for
the practitioner to evaluate whether an alternative indicator used by the entity
supports an affirmative response to the question. The alternative indicators
should be disclosed by the practitioner to IMSA in the basic independent
accountant’s report as an attached appendix, and an explanatory paragraph
should be added to the standard independent accountant’s report in paragraph
.26. The following is an example of a paragraph that should be included in the
examination report when alternative indicators are used by management. The
paragraph should precede the opinion paragraph.
Management’s assertion supporting an affirmative response to certain ques
tions is supported by the use of alternative indicators, as that term is defined
in the IMSA Handbook. The attached appendix to this report lists the questions
and alternative indicators used by management.

.31 Negative Responses. IMSA will not grant membership applications to
an entity whose application contains a “no” response to any question. In
circumstances where no report will be issued to IMSA, management may
request the practitioner to report findings to management or the board of dir
AICPA Technical Practice Aids
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ectors. In this situation, the practitioner and management should agree on the
means and format of such communication and document this understanding in
writing.
.32 Working Papers. The practitioner should prepare and maintain
working papers in connection with an engagement under the attestation
standards; such working papers should be appropriate to the circumstances
and the practitioner’s needs on the engagement to which they apply. Although
it is not possible to specify the form or content of the working papers that a
practitioner should prepare in connection with an assessment because circum
stances vary in individual engagements, the practitioner’s working papers
ordinarily should indicate that—
a.

The work was adequately planned and supervised.

b.

Evidential matter (SSAE No. 1 [AT sec. 100.36-.39]) was obtained to
provide a reasonable basis for the conclusion that the policies and
procedures underlying the affirmative responses contained in the
Questionnaire are in place.

In its required training, IMSA has advised IMSA-approved independent asses
sors to appreciate the sensitivity of insurers to litigation risks and the produc
tion of documents that litigation typically requires. IMSA has reminded
assessors and insurers alike that the self-assessment process is designed to
demonstrate compliance currently with IMSA assessment criteria and that
reports will not be accepted by IMSA unless all questions are answered in the
affirmative. Accordingly, IMSA has stated its belief that IMSA-approved asses
sors will have no need, at least for IMSA’s purposes, to maintain documentation
of noncompliance with the IMSA assessment criteria currently or in the past.
.3 3 Concern over access to the practitioner’s working papers might cause
some clients to inquire about working paper requirements. In situations where
the practitioner is requested to not maintain copies of certain client documen
tation, or to not prepare and maintain documentation similar to client docu
ments, the practitioner may refer to the auditing Interpretation “The Effect of
an Inability to Obtain Evidential Matter Relating to Income Tax Accruals”
(AICPA, Professional Standards, vol. 1, AU sec. 9326.06-.17) for guidance. See
the attest Interpretation “Providing Access to or Photocopies of Working
Papers to a Regulator” (AICPA, Professional Standards, vol. 1, AT sec.
9100.58) for guidance related to providing access to or photocopies of working
papers to a regulator in connection with work performed on an attestation
engagement.
.3 4 Management’s Representations. The practitioner should obtain writ

ten representation from management—
a.

Acknowledging management’s responsibility for the design, imple
mentation, and monitoring of the policies and procedures in place
upon which the responses to the Questionnaire are based and that
the affirmative responses to the Questionnaire are based on such
policies and procedures in place as of a specific point in time.

b.

Stating that management has adopted the Principles and Code, and
has performed and made available to the practitioners all documen
tation related to a self-assessment of the policies and procedures in
place as of the IMSA report date upon which the affirmative re
sponses to the Questionnaire are based.
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c.

Stating that management has disclosed to the practitioner all mat
ters regarding the design, implementation, and monitoring of poli
cies and procedures that could adversely affect the entity’s ability to
answer affirmatively the questions in the Questionnaire.

d.

Describing any related material fraud or other fraud or illegal acts
that, whether or not material, involve management or other employ
ees who have a significant role in the entity’s design, implementa
tion, and monitoring of the policies and procedures in place upon
which the responses to the Questionnaire were made.

e.

Stating whether there were, subsequent to the date of management’s
self-assessment (that is, the IMSA report date), any known changes
or deficiencies in the design, implementation, and monitoring of the
policies and procedures in place, including any personnel changes or
other considerations of reference to the IMSA Questionnaire subject
matter.

f.

Stating that management has disclosed any communication from
regulatory agencies, internal auditors, and other parties concerning
matters regarding the design, implementation, and monitoring of the
policies and procedures in place, including communication received
between the IMSA report date (the date of management’s assertion)
and the date of the practitioner’s report (the date of signature).

g.

Stating that management has disclosed to the practitioners, orally
or in writing, information about past market conduct issues (for
example, policyholder complaints or litigation) of relevance to the
IMSA Questionnaire subject matter and the related corrective meas
ures taken to support affirmative responses in those areas.

.3 5 Management’s refusal to furnish all appropriate written repre
sentations constitutes a limitation on the scope of the examination sufficient
to preclude an unqualified report suitable for submission to IMSA. Further, the
practitioner should consider the effects of management’s refusal on his or her
ability to rely on other management representations.

Effective Date
.3 6 This SOP is effective for independent assessments with IMSA report
dates after January 31,1998. Early application is permissible.

AICPA Technical Practice Aids

§11,330.36

31,296

Statements of Position

.37

Appendix A
Assessment of Attestation Risk
1.
A.
The following are examples of considerations that may influence the
nature, timing, and extent of a practitioner’s testing procedures relating to an
entity’s assertion of its affirmative responses to the Questionnaire. The consid
erations may also affect a practitioner’s decision to accept such an engagement.
The examples are not intended to be a complete list.
Management Characteristics and Influence Over the Control
Environment
•

Management’s attitude regarding internal control over sales and
marketing practices, which may affect its ability to foster a more
comprehensive and effective compliance program

•

Management’s financial support of the internal resources allocated to
the development and maintenance of compliance with the IMSA
program through adequate funding, resources, time, etc.

•

Management’s history of ensuring that sales personnel are qualified,
trained, licensed, and supervised

•

Management’s history and systems for tracking complaint and re
placement trends

•

Management’s ability to generate timely, complete, and accurate
information on issues of regulatory concern regarding sales and mar
keting practices

•

The entity’s relationship with its current independent assessor, regu
latory authorities, or both (The practitioner should gain an under
standing of the circumstances surrounding the disengagement of
predecessor independent assessors, any issues identified in prior self
assessments or independent assessments, and consider making in
quires of predecessor assessors.)

•

Consistent application of policies and procedures across product lines
and distribution channels (If the entity did not address each distribu
tion channel, product line, or both because it deemed certain ones to
be immaterial in terms of premiums earned or in force, or because of
low volume of production, the practitioner will need to use his or her
professional judgment to assess whether the omitted product lines or
distribution channels should have been considered in the entity’s
self-assessment and assess the impact on his or her ability to opine on
management’s assertions by exercising that judgment. The definition
of the term appropriate to its size in the Handbook may also apply.)

•

Whether the entity’s approach to its self-assessment includes valida
tion of the information it collected to support that policies and proce
dures are in place

Industry Conditions
•

Changes in regulations or laws, such as those governing various
products, sales methods and materials, agent compensation, and cus
tomer disclosure
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•

Publicity about sales and marketing practices and increased litigation
to seek remedy

•

Rapid changes in the industry, such as the introduction of new and
complex product offerings or information technology

•

The degree of competition or market saturation

Distribution, Sales Volume, and Products

•

The diversity of distribution systems

•

The relative volume of business for different products and distribution
systems

•

The length of time that products, distribution systems, or both have
been available, used, or both

•

Limitations of an entity’s ability to assert control over producers

•

Compliance training provided by management to its producers and
employees involved in the sales process

•

The complexity of product offerings

•

The targeted markets for various products

•

Whether the entity is applying for IMSA membership as a fleet of
entities or as an individual entity (If the entity is applying for fleet
membership, the independent assessor should plan the engagement
to address whether the policies and procedures are in place at each
company within the fleet, including newly acquired subsidiaries or
affiliates in the fleet.)

Other Considerations

●

Issues identified in prior self-assessments, independent assessments,
and other services provided

•

Findings from recent market conduct examinations conducted by
regulatory authorities or internal auditors

•

Policyholder concerns expressed through complaints or litigation

•

Ratings received from rating agencies

AICPA Technical Practice Aids
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Appendix B
Illustrative Procedures
B.l. Examples of illustrative procedures are provided in this appendix. The
procedures are organized by the three aspects of each question. Many of these
procedures can be used for more than one question. The illustrative procedures
are intended to be used as a guide and are not to be considered all-inclusive.
Because the objective and the types of policies and procedures for each question
will differ according to the methods for establishing, maintaining, communi
cating, deploying, and monitoring as they differ by entity and for each question,
no single methodology for testing can be suggested. Practitioners should use
judgment to determine the procedures necessary to be performed to render an
opinion. It will be more difficult to obtain objective evidence about some
indicators than others. Accordingly, the practitioner should adjust the proce
dures selected for testing. A challenging aspect of the IMSA program is its
application to various distribution channels, including independent producers,
and how entities will satisfy questions relating to these various channels. This
is because an entity’s ability to enforce or encourage producers to use its policies
and procedures varies by channel. The practitioner needs to clearly understand
how an entity manages each significant distribution channel.
B.2. IMSA has identified three aspects of each question: approach, deploy
ment, and monitoring. The aspects are defined in the glossary of the Handbook
as follows:
Approach—A systematic method or means used by the entity to address the
requirements of the Principles and Code, as queried by the specific question.

Deployment—Refers to the extent to which the entity’s approach is actually
being applied to the provisions of the Principles and Code.
Monitoring —To check routinely and systematically with a view to collecting
certain specified categories of information, to investigate and resolve questions
concerning anomalous or unexpected information, and to identify the need for
or to make recommendations designed to reduce the probability of future
anomalies. The Principles, Code, Accompanying Comments, and Questionnaire
require that monitoring be performed to provide reasonable assurance that
policies accurately reflect management’s (or other applicable governing bodies’)
point of view, that procedures are designed to support those policies, and that
procedures are appropriately executed.

Approach
B.3. The two components underlying the first aspect, approach, as defined
by the Handbook are as follow:
a.

Does the insurer have in place policies and procedures that address
the objective of the question?

b.

Is someone (an individual or a team) responsible for establishing,
maintaining, communicating, deploying, and monitoring these poli
cies and procedures?

B.4. The following are examples of procedures the practitioner and engage
ment team may employ to test the affirmative responses for the approach
aspect:
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Examine Documentation
Obtain and read written policies and procedures to obtain an under
standing of—

•

a.

The policies and procedures that are supposed to be in place and
to which distribution systems, products, and markets those
policies and procedures apply.

b.

How the policies and procedures respond to the objective of the
question.

c.

Who (a person or department) is responsible for establishing,
maintaining, communicating, deploying, and monitoring those
policies and procedures.

Examine job descriptions, titles, organization charts, and other com
munications for those identified as being responsible for the policies
and procedures to support the assignment of those responsibilities.

•

Inquiry
•

Through inquiry, obtain an understanding of—

a.

How the policies and procedures are being used in practice.

b.

Who is responsible for the policies and procedures being ad
dressed.

c.

The responsibilities of management and employees who oversee
the policies and procedures.

d.

Evidence that supports that the policies and procedures exist.

e.

Evidence that policies and procedures have been in place for a
sufficient period.

f.

The distribution systems, products, and markets to which the
policies and procedures apply.

g.

How the policies and procedures respond to the selected indica
tor.

Deployment
B.5. The two components underlying the second aspect, deployment, as
defined by the Handbook are as follow:
a.

Are the policies and procedures communicated?

b.

Does the insurer consistently use these policies and procedures?

B.6. The following are examples of procedures the practitioner and engage
ment team may employ to test the affirmative responses for the deployment
aspect:

Examine/lnspect Documentation
•

Obtain and read internal documents—including memos, email, hand
books, policy manuals, and contracts—to verify that communications
have been made.

•

Obtain and read written confirmation or other evidence that the
intended audience of the policies and procedures has received and read
the communication.
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Obtain independent confirmation that policies and procedures are
being used.

•

Observation
•

Observe that reference materials (internal or external) that may be
required for personnel to adequately perform the policies and proce
dures are reasonably accessible.

•

For a sample of items, perform a walkthrough of the policies and
procedures deemed to be in place in the approach aspect to support
that those policies and procedures are being consistently applied for
distribution channels and product lines that use those policies and
procedures. Determine that the policies and procedures have also been
consistently applied for a sufficient time by including transactions for
various dates in the sample of transactions for the walkthrough.

Inquiry
Interview personnel who perform the activities described in the poli
cies and procedures documents to support that policies and procedures
have been communicated to them.

•

Monitoring
B.7. The two components underlying the third aspect, monitoring, as
defined by the Handbook are as follow:
a.

Does the insurer routinely monitor the operation of these policies and
procedures with a view toward achieving the intended result?

b.

Does the insurer act upon the information received?

B.8. The following are examples of procedures the practitioner and engage
ment team may employ to test the affirmative responses for the monitoring
aspect:

Examine Documentation
•

Obtain and examine documents prepared by entity personnel that
provide the responsible party with appropriate monitoring tools (for
example, management reports, trend analyses, and tracking logs).

•

Examine monitoring tools to identify deviations from the expected
results, provide analysis of these deviations, and demonstrate inves
tigation has occurred.

•

Examine documentation of the corrective actions taken in response to
information received by the responsible parties.

•

Examine monitoring documents subsequent to corrective action tak
ing place to ascertain whether the incidence of an identified problem
or complaint has decreased in frequency because of the corrective
action.

Inquiry
•

Interview the personnel responsible for preparing reports used as
monitoring tools to determine that the appropriate information is
being gathered in a reasonable manner.
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Interview the personnel responsible for acting on the information
provided and identify the procedures in place to perform corrective
actions.

Observation

•

Examine monitoring reports to ascertain whether they are prepared
and distributed on a regular basis to the responsible personnel.

*

Perform a walkthrough for a selection of transactions in which the
action described by the identified responsible party should have oc
curred and ascertain whether the procedure was put in place.

•

Observe changes in policies and procedures or communications to
entity personnel that have occurred because of the recurrence of an
identified problem or complaint.
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Appendix C

Sample Engagement Letter
The following is an illustration of a sample engagement letter that may be used
for this type of engagement.
[CPA Firm Letterhead]

[Client’s Name and Address]
Dear:
This will confirm our understanding of the arrangements for our examination
of management’s assertion that the affirmative responses of [name of client
entity] to the Insurance Marketplace Standards Association ("IMSA”) question
naire (the “Questionnaire”) relating to the Principles of Ethical Market Conduct
and the Code of Ethical Market Conduct and Accompanying Comments for
individually sold life and annuity products, are based on policies and procedures
in place as of [the IMSA report date].

We will examine management’s assertion that the affirmative responses to the
Questionnaire are based on policies and procedures in place as of the IMSA
report date for the purpose of expressing an opinion as to whether manage
ment’s assertion is fairly stated, in all material respects, based upon the criteria
set forth in the Principles of Ethical Market Conduct, Code of Ethical Market
Conduct and Accompanying Comments, and Assessment Handbook. The Com
pany is responsible for the design, implementation, and monitoring of the
policies and procedures in place upon which the responses are based. Our
responsibility is to express an opinion on management’s assertion based on our
examination.
We will conduct our examination in accordance with standards established by
the American Institute of Certified Public Accountants and in accordance with
the criteria set forth in the IMSA Assessment Handbook. Our examination will
include obtaining an understanding ofthe policies and procedures in place upon
which the affirmative responses to the Questionnaire are based and such other
procedures as we consider necessary in the circumstances. Our examination
will not be designed to evaluate whether the policies and procedures, upon
which [the entity’s] responses to the Questionnaire are based, operate effec
tively, nor will we evaluate whether [the entity] has complied with applicable
laws or regulations. Accordingly, we will not express an opinion or any other
form of assurance thereon.2

Working papers that are prepared in connection with this engagement are the
property of the independent accountant. The working papers are prepared for
the purpose of providing the principal support for the independent accountant’s
report.
At the completion of our work we expect to issue an examination report in a
form acceptable to IMSA (example attached). If, however, we are not able to
conclude that management’s assertion that the affirmative responses to the
2 The independent accountant may wish to include an understanding with the client about any
limitation or other arrangements regarding liability of the practitioner or the client in the engage
ment letter.
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Questionnaire are based on policies and procedures in place as of the IMSA
report date, we will so advise you. At that time we will discuss with you the
form of communication, if any, that you desire for our findings. We will ask you
to confirm your request in writing at that time. If no report is requested, we
understand that our engagement will be terminated, our working papers will
be destroyed (at your request), our professional fees will be payable in full, and
our professional responsibilities to you will be complete. We will have no
responsibility to report in writing at a later date. If you request written or oral
communication of our findings, we will do so and our working papers will be
retained in accordance with our firm’s working paper retention policy. Our
professional fees will be subject to adjustment. If you request that we delay
issuance of our report until corrective action is taken that will result in
affirmative answers to all questions, we will do so only at your written request.
Our working papers will be retained in accordance with our firm’s working
paper retention policy. Again, our fees will be subject to adjustment. If we
conclude that we are unable to issue an unqualified report, we reserve the right
to bring the matter to the attention of an appropriate level of management or
the board of directors.

The distribution of the independent accountant’s report will be restricted to the
board of directors and management of [the entity] and IMSA. [The entity] agrees
that it will not use the CPA firm’s name in advertising materials referring to
[the entity’s] membership in IMSA

Our fees will be billed as work progresses and are based on the amount of time
required at various levels of responsibility plus actual out-of-pocket expenses.
Invoices are payable upon presentation. We will notify you immediately of any
circumstances we encounter that could significantly affect our initial estimate
of total fees.
If this letter correctly expresses your understanding of this engagement, please
sign the enclosed copy where indicated and return it to us.
We appreciate the opportunity to serve you.

Sincerely,
[Partner’s Signature]
[Firm Name or Firm Representative]

Accepted and agreed to:
[Client Representative’s Signature]
[Title]

[Date]
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Statement of Position 99-1
Guidance to Practitioners in Conducting and
Reporting on an Agreed-Upon Procedures
Engagement to Assist Management in
Evaluating the Effectiveness of Its Corporate
Compliance Program
May 21,1999

NOTE
This Statement of Position presents the recommendations of the AICPA Health
Care Pilot Task Force regarding the application of Statements on Standards for
Attestation Engagements to agreed-upon procedures attestation engagements
performed to assist a health care provider in evaluating the effectiveness of its
corporate compliance program consistent with the requirements of a Corporate
Integrity Agreement entered into with the Office of Inspector General of the U.S.
Department of Health and Human Services. The Auditing Standards Board has
found the recommendations in this Statement of Position to be consistent with
existing standards covered by Rule 202 of the AICPA Code ofProfessional Conduct.
AICPA members should be prepared to justify departures from the
recommendations in this Statement of Position.

Summary
This Statement of Position (SOP) provides guidance to practitioners in conduct
ing and reporting on an agreed-upon procedures engagement performed pur
suant to the AICPA Statements on Standards for Attestation Engagements to
assist a health care provider in evaluating the effectiveness of its corporate
compliance program consistent with the requirements of a Corporate Integrity
Agreement (CIA) entered into with the Office of Inspector General (OIG) of the
U.S. Department of Health and Human Services. CIAs are specific to the entity
involved; consequently, users of this SOP should be familiar with the specific
requirements of the entity’s CIA.

Introduction and Background
.01 Within the past several years, the health care industry has experi
enced a significant increase in the number and magnitude of allegations of
fraud and abuse involving federal health care programs (for example, Medicare
AICPA Technical Practice Aids
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and Medicaid) and private health care insurance. These allegations have
triggered regulatory scrutiny, litigation, significant monetary settlements, and
negative publicity related to—among other things—coding and billing prac
tices, patient referrals, cost reporting, quality of care, and clinical practices.
Typically, as part of the global resolution of these allegations, the entity enters
into a Corporate Integrity Agreement (CIA) with the Office of Inspector Gen
eral (OIG) of the U.S. Department of Health and Human Services. Such
agreements require that management annually report on its compliance with
the terms of the CIA and that there be an assessment of the entity’s compliance
with the CIA. This assessment includes a billing analysis, which may be
performed by an independent review organization (such as a practitioner or
consultant) or the provider (if permitted by the OIG), and an agreed-upon
procedures engagement.

.02 This SOP provides guidance to practitioners in conducting and report
ing on an agreed-upon procedures engagement performed pursuant to the
American Institute of Certified Public Accountants (AICPA) Statements on
Standards for Attestation Engagements (SSAEs) to assist an entity in evalu
ating the effectiveness of its corporate compliance program consistent with
the requirements of a CIA.1 The terms of a CIA are unique to the entity;
consequently, users of this SOP need to be familiar with the actual CIA and its
requirements.
.03 This SOP applies to agreed-upon procedures engagements to assist in
evaluating an entity’s compliance for a specified period. Such engagements
should follow the AICPA attestation standards, including SSAE No. 1, Attesta
tion Standards; SSAE No. 3, Compliance Attestation; and SSAE No. 4, AgreedUpon Procedures Engagements. The engagement should be conducted in
accordance with standards established by the AICPA, including the criteria set
forth in this SOP. However, this SOP is not intended to provide all the required
criteria set forth in individual CIAs, nor all the applicable standards estab
lished by the AICPA. Additionally, the SOP contains some guidance that may
be applied in evaluating an organization’s corporate compliance program, even
though the program was not imposed by a CIA.

Overview of a Typical Corporate Integrity Agreement
.04 A CIA is an agreement between a health care provider and the OIG
in conjunction with a global settlement of a fraud investigation. Such an
agreement typically seeks to establish a compliance program within the health
care provider (for example, hospital, clinical lab, physician group) that will
promote compliance with the requirements of Medicare, Medicaid, and all
other federal health care programs.

.05 CIAs are case-specific. Their terms are tailored to address the organ
izational and operating deficiencies related to providing and billing for health
care services that have been identified by the OIG, the entity, or others. Detailed
1 The practitioner also might be engaged to assist in other areas beyond an agreed-upon
procedures engagement such as providing consulting services in connection with evaluating the
company’s billing practices, policies, and procedures as required by the CIA or in implementing,
assessing, and reporting on voluntarily adopted compliance programs. In addition, the practitioner
may assist in preparing an entity’s self-disclosure reports to federal health agencies related to billing
errors and other compliance matters. Similarly, practitioners may be involved in an entity’s prepara
tion of government-required (but not CIA-imposed) compliance reporting (for example, contract
requirements for Medicare part C) beyond an agreed-upon procedures engagement.
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compliance requirements are imposed as a condition for continued participa
tion in federal health care programs. A sample CIA, provided by the OIG and
intended to identify potential requirements, is included in appendix A [para
graph .32], “Sample Corporate Integrity Agreement.” Typical agreements
cover five years and require the entity to address the following areas:

•

Appointment of a compliance officer and establishment of a compli
ance committee

•

Establishment of a code of conduct

•

Establishment of policies and procedures regarding the compliance
program

•

Development of an information and education program as to CIA
requirements, compliance program and code of conduct

•

Annual assessment of billing policies, procedures, and practices

•

Establishment of a confidential disclosure program

•

Prohibition of employment of excluded or convicted persons

•

Notification to OIG of investigation or legal proceedings

●

Reporting of credible evidence of misconduct

•

Notifications to OIG of new provider locations

●

Provision of implementation and annual reports

●

Proper notification and submission of required reports

•

Granting of OIG access to documents and individuals to conduct
assessments

•

Documentation of record retention requirements

•

Awareness of disclosure criteria

•

Agreement to comply with certain default provisions, penalties, and
remedies

•

Review of rights as to dispute resolution

•

Review of effective and binding agreement clauses

Conditions for Engagement Performance
. 06 A practitioner may perform an agreed-upon procedures engagement
related to management’s compliance with a CIA if all of the conditions specified
in SSAE No. 4 and SSAE No. 3 are met.

. 07 As discussed more fully in the SSAEs noted in paragraph .06, man
agement’s assertions as to its compliance must be capable of evaluation against
reasonable criteria that either have been established by a recognized body or
are stated in or attached to the practitioner’s report in a sufficiently clear and
comprehensive manner. Generally, to avoid confusion, management’s asser
tions, which are based on the specific terms of its CIA, should be attached to
the practitioner’s report. If the entity is not subject to a CIA, management may
develop its assertions using the model CIA. A sample based on the model CIA,
which is not meant to be all-inclusive, is included as appendix B [paragraph
.33], “Sample Statement of Management’s Assertions.”
AICPA Technical Practice Aids
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Establishing an Understanding With the Client
. 08 The practitioner should document the understanding in the working
papers, preferably through a written communication with the client, such as
an engagement letter. Appendix C [paragraph .341, “Sample Engagement
Letter,” contains a sample engagement letter that may be used for this kind of
engagement.

Users' Responsibilities
. 09 Users typically would be the management of the health care provider
and the OIG. Management is responsible for ensuring that the entity complies
with the requirements of the CIA. That responsibility encompasses (a) identi
fying applicable compliance requirements, (b) establishing and maintaining
internal control policies and procedures to provide reasonable assurance that
the entity complies with those requirements, (c) evaluating and monitoring the
entity’s compliance, and (d) preparing reports that satisfy legal, regulatory, or
contractual requirements. Management’s evaluation may include documenta
tion such as accounting or statistical data, policy manuals, accounting manu
als, narrative memoranda, procedural write-ups, flowcharts, completed
questionnaires, internal auditors’ reports, and other special studies or analy
ses. The form and extent of documentation will vary depending on the nature
of the compliance requirements and the size and complexity of the entity.
Management may engage the practitioner to gather information to assist it in
evaluating the entity’s compliance. Regardless of the procedures performed by
the practitioner, management must accept responsibility for its assertions and
must not base such assertions solely on the practitioner’s procedures.
. 10 Specified users are responsible for the sufficiency (nature, timing, and
extent) of the agreed-upon procedures because they best understand their own
needs. The specified users assume the risk that such procedures might be
insufficient for their purposes. In addition, the specified users assume the risk
that they might misunderstand or otherwise inappropriately use findings
properly reported by the practitioner.

Practitioner's Responsibilities
. 11 The objective of the practitioner’s agreed-upon procedures is to pre
sent specific findings to assist users in evaluating an entity’s compliance with
the requirements specified in the CIA. (See appendix D [paragraph .35],
“Sample Procedures.”)
. 12 The practitioner’s procedures generally may be as limited or extensive
as the specified users desire, as long as the specified users agree upon the
procedures performed or to be performed and take responsibility for the
sufficiency of the agreed-upon procedures for their purposes.
. 13 To satisfy the requirements that the practitioner and the specified.
users agree upon the procedures performed or to be performed and that the
specified users take responsibility for the sufficiency of the agreed-upon proce
dures for their purposes, ordinarily the practitioner should communicate di
rectly with and obtain affirmative acknowledgment from each of the specified
users. For the purposes of these engagements, an effective way to obtain this
agreement ordinarily is to distribute a draft of the report, detailing the proce
dures, that is expected to be issued to the OIG with a request for any comments
it may have.
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. 14 To avoid possible misunderstandings, the practitioner should circu
late the draft with a legend stating that these are the procedures expected to
be performed, and unless informed otherwise, the practitioner assumes that
there are no additional procedures that he or she is expected to perform. A
legend such as the following might be used.
This draft is furnished solely for the purpose of indicating the form of report that
we would expect to be able to furnish pursuant to the request by Management of
[Provider] for our performance of limited procedures relating to [Provider’s]
compliance with the Corporate Integrity Agreement with the Office of Inspector
General (OIG) of the U.S. Department of Heath and Human Services. Based on
our discussions with [Provider], it is our understanding that the procedures
outlined in this draft report are those we are expected to follow. Unless informed
otherwise within ninety (90) days of this transmittal, we shall assume that there
are no additional procedures that we are expected to follow. The text of the
definitive report will depend, of course, on the results of the procedures.

Involvement of a Specialist2
. 15 The practitioner’s education and experience enable him or her to be
knowledgeable about business matters in general, but he or she is not expected
to have the expertise of a person trained for or qualified to engage in the
practice of another profession or occupation. In certain circumstances, it may
be appropriate to involve a specialist to assist the practitioner in the perform
ance of one or more procedures. The following are examples:

•

An attorney might provide assistance concerning the application of
laws, regulations, or rules to a client’s situation.

•

A medical specialist might provide assistance in understanding the
characteristics of diagnosis codes documented in patient medical records.

. 16 The practitioner and the specified users should agree to the involve
ment of a specialist in assisting a practitioner in the performance of an
agreed-upon procedures engagement. This agreement may be reached when
obtaining agreement on the procedures performed or to be performed and
acknowledgment of responsibility for the sufficiency of the procedures, as
discussed previously. The practitioner’s report should describe the nature of
the assistance provided by the specialist.

. 17 A practitioner may agree to apply procedures to the report or work
product of a specialist that does not constitute assistance by the specialist to
the practitioner in an agreed-upon procedures engagement. For example, the
practitioner may make reference to information contained in a report of a
specialist in describing an agreed-upon procedure. However, it is inappropriate
for the practitioner to agree to merely read the specialist’s report solely to
describe or repeat the findings, or to take responsibility for all or a portion of
any procedures performed by a specialist or the specialist’s work product.

Internal Auditors and Other Personnel3
. 18 The agreed-upon procedures to be enumerated or referred to in the
practitioner’s report are to be performed entirely by the practitioner except as
2 A specialist is a person (or firm) possessing special skill or knowledge in a particular field other
than the attest function. As used herein, a specialist does not include a person employed by the
practitioner’s firm who participates in the attestation engagement.
3 SAS No. 65, The Auditor’s Consideration of the Internal Audit Function in an Audit of
Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 322), does not apply to
agreed-upon procedures engagements.
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discussed in paragraphs .16-.18 of this SOP. However, internal auditors or
other personnel may prepare schedules, accumulate data, perform an internal
assessment of management’s compliance, or provide other information for the
practitioner’s use in performing the agreed-upon procedures.
. 19 A practitioner may agree to perform procedures on information docu
mented in the working papers of internal auditors. For example, the practi
tioner may agree to—

•

Repeat all or some of the procedures.

•

Determine whether the internal auditors’ working papers contain
documentation of procedures performed and whether the findings
documented in the working papers are presented in a report by the
internal auditors.

20 However, it is inappropriate for the practitioner to—

.
•

Agree to merely read the internal auditor’s report solely to describe or
repeat its findings.

•

Take responsibility for all or a portion of any procedures performed by
internal auditors by reporting those findings as the practitioner’s own.

•

Report in any manner that implies shared responsibility for the
procedures with the internal auditors.

Planning the Engagement
. 21 Planning an agreed-upon procedures engagement involves working
with the users to develop an overall strategy for the expected conduct and scope
of the engagement. To develop such a strategy, practitioners should have
adequate technical training and proficiency in the attestation standards and
have adequate knowledge in health care regulatory matters to enable them to
sufficiently understand the events, transactions, and practices that, in their
judgment, have a significant effect on the presentation of the assertions.

Working Papers
. 22 The practitioner should prepare and maintain working papers in
connection with an engagement under the attestation standards; such working
papers should be appropriate to the circumstances and the practitioner’s needs
on the engagement to which they apply.
. 23 Concern over access to the practitioner’s working papers might
cause some clients to inquire about working paper requirements. In situ
ations where the practitioner is requested to not maintain copies of certain
client documentation, or to not prepare and maintain documentation simi
lar to client documents, the practitioner may refer to the Auditing Interpre
tation, “The Auditor’s Consideration of the Completeness Assertion”
(AICPA, Professional Standards, vol. 1, AU sec. 9326.06-.17), for guidance. See
the Attest Interpretation, “Providing Access to or Photocopies of Working
Papers to a Regulator,” for guidance related to providing access to or photocop
ies of working papers to a regulator in connection with work performed on an
attestation engagement.
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Management's Representations
. 24 The practitioner should obtain written representation from manage
ment on various matters including the following:

a.

Acknowledging management’s responsibility for complying with the
CIA

b.

Acknowledging management’s responsibility for establishing and
maintaining effective internal control over compliance

c.

Stating that management has performed an evaluation of the entity’s
compliance with CIA-specified requirements

d.

Stating management’s assertions about the entity’s compliance with
all aspects of the CIA, including the specific issues that gave rise to
the CIA4

e.

Stating that management has disclosed to the practitioner all known
noncompliance with the CIA

f.

Stating that management has made available all documentation
relating to compliance with the CIA

g.

Stating management’s interpretation of any compliance require
ments that have varying interpretations

h.

Stating that management has disclosed any communication from
regulatory agencies, internal auditors, legal counsel, and other par
ties concerning matters regarding the design, implementation, and
monitoring of the policies and procedures in place, including commu
nication received between the end of the reporting period and the
date of the practitioner’s report (the date of signature)

i.

Stating that management has disclosed any known noncompliance
occurring subsequent to the end of the reporting period

j.

Describing any related material fraud or abuse, other fraud, abuse
or illegal acts that, whether or not material, involve management or
other employees who have a significant role in the entity’s design,
implementation, and monitoring of the policies and procedures in
place upon which compliance is based

k.

Stating that management has disclosed to the practitioners, orally
or in writing, information about past noncompliance issues covered
in the settlement agreement that gave rise to the CIA and the related
corrective measures taken to support compliance in those areas

Management’s refusal to furnish all appropriate written representations con
stitutes a limitation on the scope of the engagement sufficient to require
withdrawal from the engagement.
4 Depending on the circumstances, representations in the following areas might be appropriate.
• Violations or possible violations of laws or regulations, such as those related to the Medicare
and Medicaid antifraud and abuse statutes
• Compliance of third-party billings with applicable coding guidelines (for example, ICD-9-CM,
CPT) and laws and regulations (including medical necessity, proper approvals, and proper
rendering of care)
• Proper filing of all required Medicare, Medicaid, and similar reports under the applicable
reimbursement rules and regulations (including nature of costs—allowable, patient-related,
properly allocated, in accordance with applicable rules and regulations, properly adjusted to
reflect prior audit adjustments) and adequacy of disclosures (including disputed costs)

AICPA Technical Practice Aids

§11,350.24

31,388

Statements of Position

Reporting Considerations
.25 A practitioner should present the results of applying agreed-upon
procedures to the specific subject matter in the form of findings. The practi
tioner should not provide negative assurance about whether the assertion is
fairly stated in accordance with established or stated criteria. For example, the
practitioner should not include a statement that “nothing came to my attention
that caused me to believe that the assertion is not fairly stated in accordance
with (established or stated) criteria.”
.26 The practitioner should report all findings from the application of the
agreed-upon procedures. The concept of materiality does not apply to findings
to be reported in an agreed-upon procedures engagement unless the definition
of materiality is agreed to by the specified users. Any agreed-upon materiality
limits should be described in the practitioner’s report.
.27 The practitioner has no obligation to perform procedures beyond the
agreed-upon procedures. However, if noncompliance related to management’s
assertion comes to the practitioner’s attention by other means, such informa
tion ordinarily should be included in his or her report.
.28 The practitioner may become aware of noncompliance related to
management’s assertion that occurs subsequent to the reporting period but
before the date of the practitioner’s report. The practitioner should consider
including information regarding such noncompliance in his or her report.
However, the practitioner has no responsibility to perform procedures to detect
such noncompliance other than obtaining management’s representation about
noncompliance in the subsequent period.
.29 The practitioner should follow the reporting guidance in SSAE No. 4.
A sample report is included in appendix E [paragraph .36], “Sample Report.”
.30 Evaluating compliance with certain requirements may require inter
pretation of the laws, regulations, rules, contracts, or other agreements that
establish those requirements. In such situations, the practitioner should con
sider whether he or she is provided with the reasonable criteria required to
evaluate an assertion under the third general attestation standard. If these
interpretations are significant, the practitioner may include a paragraph stat
ing the description and the source of interpretations made by the entity’s
management. An example of such a paragraph, which should precede the
procedures and findings paragraph(s), follows:
We have been informed that, under [name ofentity’s] interpretation of [identify
the compliance requirement], [explain the nature and source of the relevant
interpretation].

.31 The date of completion of the agreed-upon procedures should be used
as the date of the practitioner’s report.
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.32

Appendix A

Sample Corporate Integrity Agreement
Between the Office of Inspector General
of the Department of Health and
Human Services and [Provider]
I.

Preamble

[Provider] (“[Provider]”) hereby enters into this Corporate Integrity Agree
ment (“CIA”) with the Office of Inspector General (“OIG”) of the United States
Department of Health and Human Services (“HHS”) to ensure compliance by
its employees with the requirements of Medicare, Medicaid and all other
Federal health care programs (as defined in 42 U.S.C. 1320a-7b(f)) (hereinafter
collectively referred to as the “Federal health care programs”). [Provider’s]
compliance with the terms and conditions in this CIA shall constitute an
element of [Provider’s] present responsibility with regard to participation in
the Federal health care programs. Contemporaneously with this CIA,
[Provider] is entering into a Settlement Agreement with the United States, and
this CIA is incorporated by reference into the Settlement Agreement.
II.

Term of the CIA

The period of the compliance obligations assumed by [Provider] under this
CIA shall be 5 years from the effective date of this CIA (unless otherwise
specified). The effective date of this CIA will be the date on which the final
signatory of this CIA executes this CIA (the “effective date”).*

III.

Corporate Integrity Obligations

[Provider] shall establish a compliance program that includes the following
elements:
A. Compliance Officer
Within ninety (90) days after the effective date of this CIA, [Provider]
shall appoint an individual to serve as Compliance Officer, who shall
be responsible for developing and implementing policies, procedures,
and practices designed to ensure compliance with the requirements
set forth in this CIA and with the requirements of the Federal health
care programs. The Compliance Officer shall be a member of senior
management of [Provider], shall make regular (at least quarterly)
reports regarding compliance matters directly to the CEO and/or to
the Board of Directors of [Provider] and shall be authorized to report
to the Board of Directors at any time. The Compliance Officer shall be
responsible for monitoring the day-to-day activities engaged in by
[Provider] to further its compliance objectives as well as any reporting
obligations created under this CIA. In the event a new Compliance
Officer is appointed during the term of this CIA, [Provider] shall notify
the OIG, in writing, within fifteen (15) days of such a change.
Source: Office of the Inspector General of the United States Department of Health and Human
Services.
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[Provider} shall also appoint a Compliance Committee within ninety
(90) days after the effective date of this CIA. The Compliance Commit
tee shall, at a minimum, include the Compliance Officer and any other
appropriate officers as necessary to meet the requirements of this CIA
within the provider’s corporate structure (e.g., senior executives of
each major department, such as billing, clinical, human resources,
audit, and operations). The Compliance Officer shall chair the Com
pliance Committee and the Committee shall support the Compliance
Officer in fulfilling his/her responsibilities.

B. Written Standards
1.

Code of Conduct. Within ninety (90) days of the effective date of
this CIA, [Provider] shall establish a Code of Conduct. The Code of
Conduct shall be distributed to all employees within ninety (90) days
of the effective date of this CIA. [Provider] shall make the promotion
of, and adherence to, the Code of Conduct an element in evaluating
the performance of managers, supervisors, and all other employees.
The Code of Conduct shall, at a minimum, set forth:
a.

[Provider’s] commitment to full compliance with all stat
utes, regulations, and guidelines applicable to Federal
health care programs, including its commitment to pre
pare and submit accurate billings consistent with Federal
health care program regulations and procedures or in
structions otherwise communicated by the Health Care
Financing Administration (“HCFA”) (or other appropriate
regulatory agencies) and/or its agents;

b.

[Provider’s] requirement that all of its employees shall be
expected to comply with all statutes, regulations, and
guidelines applicable to Federal health care programs and
with [Provider’s] own policies and procedures (including
the requirements of this CIA);

c.

the requirement that all of [Provider’s] employees shall be
expected to report suspected violations of any statute,
regulation, or guideline applicable to Federal health care
programs or with [Provider’s] own policies and procedures;

d.

the possible consequences to both [Provider] and to any
employee of failure to comply with all statutes, regula
tions, and guidelines applicable to Federal health care
programs and with [Provider's] own policies and proce
dures or of failure to report such non-compliance; and

e.

the right of all employees to use the confidential disclosure
program, as well as [Provider’s] commitment to confiden
tiality and non-retaliation with respect to disclosures.

Within ninety (90) days of the effective date of the CIA, each
employee shall certify, in writing, that he or she has received,
read, understands, and will abide by [Provider’s] Code of Conduct.
New employees shall receive the Code of Conduct and shall
complete the required certification within two (2) weeks after the
commencement of their employment or within ninety (90) days of
the effective date of the CIA, whichever is later.

[Provider] will annually review the Code of Conduct and will make
any necessary revisions. These revisions shall be distributed within
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thirty (30) days of initiating such a change. Employees shall
certify on an annual basis that they have received, read, under
stand and will abide by the Code of Conduct.
Policies and Procedures. Within ninety (90) days of the effective
date of this CIA, [Provider] shall develop and initiate implemen
tation of written Policies and Procedures regarding the operation
of [Provider’s] compliance program and its compliance with all
federal and state health care statutes, regulations, and guide
lines, including the requirements of the Federal health care pro
grams. At a minimum, the Policies and Procedures shall
specifically address [insert language relevant to allegations in the
case]. In addition, the Policies and Procedures shall include disci
plinary guidelines and methods for employees to make disclosures
or otherwise report on compliance issues to [Provider] manage
ment through the Confidential Disclosure Program required by
section III.E. [Provider] shall assess and update as necessary the
Policies and Procedures at least annually and more frequently, as
appropriate. A summary of the Policies and Procedures will be
provided to OIG in the Implementation Report. The Policies and
Procedures will be available to OIG upon request.
Within ninety (90) days of the effective date of the CIA, the
relevant portions of the Policies and Procedures shall be distrib
uted to all appropriate employees. Compliance staff or supervisors
should be available to explain any and all policies and procedures.

C. Training and Education

1.

General Training. Within ninety (90) days of the effective date
of this CIA, [Provider] shall provide at least two (2) hours of

training to each employee. This general training shall explain
[Provider’s]:
a.

Corporate Integrity Agreement requirements;

b.

Compliance Program (including the Policies and Proce
dures as they pertain to general compliance issues); and

Code of Conduct.
These training materials shall be made available to the OIG, upon
request.
New employees shall receive the general training described above
within thirty (30) days of the beginning of their employment or
within ninety (90) days after the effective date of this CIA, which
ever is later. Each year, every employee shall receive such general
training on an annual basis.
Specific Training. Within ninety (90) days of the effective date of
this CIA, each employee who is involved directly or indirectly in
the delivery of patient care and/or in the preparation or submis
sion of claims for reimbursement for such care (including, but not
limited to, coding and billing) for any Federal health care pro
grams shall receive at least [insert number of training hours]
hours of training in addition to the general training required
above. This training shall include a discussion of:
c.

2.

a.

the submission of accurate bills for services rendered to
Medicare and/or Medicaid patients;
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b.

policies, procedures and other requirements applicable to
the documentation of medical records;

c.

the personal obligation of each individual involved in the
billing process to ensure that such billings are accurate;

d.

applicable reimbursement rules and statutes;

e.

the legal sanctions for improper billings; and

examples of proper and improper billing practices.
These training materials shall be made available to OIG, upon
request. Persons providing the training must be knowledgeable
about the subject area.
Affected new employees shall receive this training within thirty
(30) days of the beginning of their employment or within ninety
(90) days of the effective date of this CIA, whichever is later. If a
new employee has any responsibility for the delivery of patient
care, the preparation or submission of claims and/or the assign
ment of procedure codes prior to completing this specific training,
a [Provider] employee who has completed the substantive training
shall review all of the untrained person’s work regarding the
assignment of billing codes.
Each year, every employee shall receive such specific training on
an annual basis.
Certification. Each employee shall certify, in writing, that he or
she has attended the required training. The certification shall
specify the type of training received and the date received. The
Compliance Officer shall retain the certifications, along with
specific course materials. These shall be made available to OIG
upon request.
f.

3.

D. Review Procedures
[Provider] shall retain an entity, such as an accounting, auditing or
consulting firm (hereinafter “Independent Review Organization”), to
perform review procedures to assist [Provider] in assessing the ade
quacy of its billing and compliance practices pursuant to this CIA. This
shall be an annual requirement and shall cover a twelve (12) month
period. The Independent Review Organization must have expertise in
the billing, coding, reporting and other requirements of the Federal
health care programs from which [Provider] seeks reimbursement.
The Independent Review Organization must be retained to conduct
the assessment of the first year within ninety (90) days of the effective
date of this CIA. For purposes of complying with this review proce
dures requirement, the OIG at its discretion, may permit the
[Provider] to utilize internal auditors to perform the review(s). In such
case, the [Provider] will engage the Independent Review Organization
to verify the propriety of the internal auditors’ methods and accuracy
of their results. The [Provider] will request the Independent Review
Organization to produce a report on its findings which report shall be
included in the Annual Report to the OIG.
The Independent Review Organization (or the [Provider], if permitted
by the OIG, as set forth above) will conduct two separate engagements.
One will be an analysis of [Provider’s] billing to the Federal health care
programs to assist the [Provider] and OIG in determining compliance
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with all applicable statutes, regulations, and directives/guidance
(“billing engagement”). The second engagement will assist the
[Provider] and OIG in determining whether [Provider] is in compliance
with this CIA (“compliance engagement”).
1. Billing Engagement. The billing engagement shall consist of a
review of a statistically valid sample of claims for the relevant
period. The sample size shall be determined through the use of a
probe sample.1 At a minimum, the full sample must be within a
ninety (90) percent confidence level and a precision of twenty-five
(25) percent. The probe sample must contain at least thirty (30)
sample units and cannot be used as part of the full sample. Both
the probe sample and the sample must be selected through ran
dom numbers. [Provider] shall use OIG’s Office of Audit Services
Statistical Sampling Software, also known as “RAT-STATS”,
which is available through the Internet at www.hhs.gov/progorg/ratstat.html.

Each annual billing engagement analysis shall include the follow
ing components in its methodology:

a.

Billing Engagement Objective: Provide a statement stat
ing clearly the objective intended to be achieved by the
billing engagement and the procedure or combination of
procedures that will be applied to achieve the objective.

b.

Billing Engagement Population: Identify the population,
which is the group about which information is needed.
Explain the methodology used to develop the population
and provide the basis for this determination.

c.

Sources of Data: Provide a full description of the source of
the information upon which the billing engagement con
clusions will be based, including the legal or other stand
ards applied, documents relied upon, payment data,
and/or any contractual obligations.

d.

Sampling Unit: Define the sampling unit, which is any of
the designated elements that comprise the population of
interest.

e.

Sampling Frame: Identify the sampling frame, which is
the totality of the sampling units from which the sample
will be selected.

As part of the billing engagement:
a.

Inquire of management as to the procedures and controls
affecting the billing process subject to the annual assess
ment as specified in the CIA. Document that aspect of the
billing process (e.g., flow of documents, processing activi
ties), and those controls that will be tested in the sample.
The documentation may consist of flow charts, excerpts
from policies and procedures manuals, control question
naires, etc.

b.

Report the sample results, including the overall error rate
and the nature of the errors found (e.g., no documentation,
inadequate documentation, assignment of incorrect code).

1 Probe sample is defined as a small, random preliminary sample.
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Document findings related to [Provider's] procedures to
correct inaccurate billings and codings to the Federal
health care programs and findings regarding the steps
[Provider] is taking to bring its operations into compliance
or to correct problems identified by the audit.
Agreed-upon Procedures or Compliance Engagement. An Inde
pendent Review Organization (or the [Provider], if permitted by
the OIG) shall also conduct an agreed-upon procedures or compli
ance engagement, which shall assist the users in determining
whether [Provider's] program, policies, procedures, and opera
tions comply with the terms of this CIA. This engagement shall
include a section by section analysis of the requirements of this
CIA.
A complete copy of the Independent Review Organization’s billing
and agreed-upon procedures or compliance engagement shall be
included in each of [Provider’s] Annual Reports to OIG.
Disclosure of Overpayments and Material Deficiencies. If, as a
result of these engagements, [Provider] or the Independent Re
view Organization identifies any billing, coding or other policies,
procedures and/or practices that result in an overpayment,
[Provider] shall notify the payor (e.g., Medicare fiscal intermedi
ary or carrier) within 30 days of discovering the deficiency or
overpayment and take remedial steps within 60 days of discovery
(or such additional time as may be agreed to by the payor) to
correct the problem, including preventing the deficiency from
recurring. The notice to the payor shall include:
c.

2.

3.

a.

a statement that the refund is being made pursuant to this
CIA;

b.

a description of the complete circumstances surrounding
the overpayment;

c.

the methodology by which the overpayment was deter
mined;

d.

the amount of the overpayment;

e.

any claim-specific information used to determine the over
payment (e.g., beneficiary health insurance number, claim
number, service date, and payment date);

f.

the cost reporting period; and

the provider identification number under which the repay
ment is being made.
If [Provider] determines an overpayment represents a material
deficiency, contemporaneous with [Provider's] notification to the
payor as provided above, [Provider] shall also notify OIG of:
g.
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a.

a complete description of the material deficiency;

b.

amount of overpayment due to the material deficiency;

c.

[Provider's] action(s) to correct and prevent such material
deficiency from recurring;

d.

the payor’s name, address, and contact person where the
overpayment was sent;
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the date of the check and identification number (or elec
tronic transaction number) on which the overpayment was
repaid.

For purposes of this CIA, an “overpayment” shall mean the
amount of money the provider has received in excess of the
amount due and payable under the Federal health care programs’
statutes, regulations or program directives, including carrier and
intermediary instructions.

For purposes of this CIA, a “material deficiency” shall mean
anything that involves: (i) a substantial overpayment or improper
payment relating to the Medicare and/or Medicaid programs; (ii)
conduct or policies that clearly violate the Medicare and/or Medi
caid statute, regulations or directives issued by HCFA and/or its
agents; or (iii) serious quality of care implications for federal
health care beneficiaries or recipients. A material deficiency may
be the result of an isolated event or a series of occurrences.
4.

Verification/Validation. In the event that the OIG determines
that it is necessary to conduct an independent review to determine
whether or the extent to which [Provider] is complying with its
obligations under this CIA, [Provider] agrees to pay for the rea
sonable cost of any such review or engagement by the OIG or any
of its designated agents.

E. Confidential Disclosure Program
Within ninety (90) days after the effective date of this CIA, [Provider]
shall establish a Confidential Disclosure Program, which must include
measures (e.g., a toll-free compliance telephone line) to enable employees,
contractors, agents or other individuals to disclose, to the Compliance
Officer or some other person who is not in the reporting individual’s chain
of command, any identified issues or questions associated with
[Provider’s] policies, practices or procedures with respect to the Federal
health care program, believed by the individual to be inappropriate.
[Provider] shall publicize the existence of the hotline (e.g., e-mail to
employees or post hotline number in prominent common areas).
The Confidential Disclosure Program shall emphasize a non-retribution,
non-retaliation policy, and shall include a reporting mechanism for
anonymous, confidential communication. Upon receipt of a complaint,
the Compliance Officer (or designee) shall gather the information in
such a way as to elicit all relevant information from the individual
reporting the alleged misconduct. The Compliance Officer (or desig
nee) shall make a preliminary good faith inquiry into the allegations
set forth in every disclosure to ensure that he or she has obtained all
of the information necessary to determine whether a further review
should be conducted. For any disclosure that is sufficiently specific so
that it reasonably: (1) permits a determination of the appropriateness
of the alleged improper practice, and (2) provides an opportunity for
taking corrective action, [Provider] shall conduct an internal review of
the allegations set forth in such a disclosure and ensure that proper
follow-up is conducted.
The Compliance Officer shall maintain a confidential disclosure log,
which shall include a record and summary of each allegation received,
the status of the respective investigations, and any corrective action
taken in response to the investigation.
AICPA Technical Practice Aids
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F. Ineligible Persons
[Provider} shall not hire or engage as contractors any “Ineligible
Person.” For purposes of this CIA, an “Ineligible Person” shall be any
individual or entity who: (i) is currently excluded, suspended, debarred
or otherwise ineligible to participate in the Federal health care pro
grams; or (ii) has been convicted of a criminal offense related to the
provision of health care items or services and has not been reinstated
in the Federal health care programs after a period of exclusion,
suspension, debarment, or ineligibility.
Within ninety (90) days of the effective date of this CIA, [Provider] will
review its list of current employees and contractors against the Gen
eral Services Administration’s List of Parties Excluded from Federal
Programs (available through the Internet at http://www.arnet.gov/epls)
and the HHS/OIG Cumulative Sanction Report (available through the
Internet at http://www.dhhs.gov/progorg/oig) to ensure that it is not
currently employing or contracting with any Ineligible Person. There
after, [Provider] will review the list once semi-annually to ensure that
no current employees or contractors are or have become Ineligible
Persons.
To prevent hiring or contracting with any Ineligible Person, [Provider]
shall screen all prospective employees and prospective contractors
prior to engaging their services by (i) requiring applicants to disclose
whether they are Ineligible Persons, and (ii) reviewing the General
Services Administration’s List of Parties Excluded from Federal Pro
grams (available through the Internet at http://www.arnet.gov/epls)
and the HHS/OIG Cumulative Sanction Report (available through the
Internet at http://www.dhhs.gov/progorg/oig).
If [Provider] has notice that an employee or agent is charged with a
criminal offense related to any Federal health care program, or is
suspended or proposed for exclusion during his or her employment or
contract with [Provider], within 10 days of receiving such notice
[Provider] will remove such employee from responsibility for, or in
volvement with, [Provider's] business operations related to the Fed
eral health care programs until the resolution of such criminal action,
suspension, or proposed exclusion. If [Provider] has notice that an
employee or agent has become an Ineligible Person, [Provider] will
remove such person from responsibility for, or involvement with,
[Provider’s] business operations related to the Federal health care
programs and shall remove such person from any position for which
the person’s salary or the items or services rendered, ordered, or
prescribed by the person are paid in whole or in part, directly or
indirectly, by Federal health care programs or otherwise with Federal
funds at least until such time as the person is reinstated into partici
pation in the Federal health care programs.

G. Notification ofProceedings

Within thirty (30) days of discovery, [Provider] shall notify OIG, in
writing, of any ongoing investigation or legal proceeding conducted or
brought by a governmental entity or its agents involving an allegation
that [Provider] has committed a crime or has engaged in fraudulent
activities or any other knowing misconduct. This notification shall
include a description of the allegation, the identity of the investigating
or prosecuting agency, and the status of such investigation or legal
proceeding. [Provider] shall also provide written notice to OIG within
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thirty (30) days of the resolution of the matter, and shall provide OIG
with a description of the findings and/or results of the proceedings, if
any.

H. Reporting
1.

Credible evidence of misconduct. If [Provider] discovers credible
evidence of misconduct from any source and, after reasonable
inquiry, has reason to believe that the misconduct may violate
criminal, civil, or administrative law concerning [Provider’s] prac
tices relating to the Federal health care programs, then [Provider]
shall promptly report the probable violation of law to OIG. Defen
dants shall make this disclosure as soon as practicable, but, not
later than thirty (30) days after becoming aware of the existence
of the probable violation. The [Provider’s] report to OIG shall
include:
a.

the findings concerning the probable violation, including
the nature and extent of the probable violation;

b.

[Provider’s] actions to correct such probable violation; and

c.

any further steps it plans to take to address such probable
violation and prevent it from recurring.

To the extent the misconduct involves an overpayment, the report
shall include the information listed in section III.D.3 regarding
material deficiencies.
2.

IV.

Inappropriate Billing. If [Provider] discovers inappropriate or
incorrect billing through means other than the Independent Re
view Organization’s engagement, the provider shall follow proce
dures in section III.D.3 regarding overpayments and material
deficiencies.

New Locations

In the event that [Provider] purchases or establishes new business units
after the effective date of this CIA, [Provider] shall notify OIG of this fact within
thirty (30) days of the date of purchase or establishment. This notification shall
include the location of the new operations), phone number, fax number,
Federal health care program provider number(s) (if any), and the corresponding
payor(s) (contractor specific) that has issued each provider number. All employ
ees at such locations shall be subject to the requirements in this CIA that apply
to new employees (e.g., completing certifications and undergoing training).

V.

Implementation and Annual Reports
A. Implementation Report
Within one hundred and twenty (120) days after the effective date of
this CIA, [Provider] shall submit a written report to OIG summarizing
the status of its implementation of the requirements of this CIA. This
Implementation Report shall include:
1.

the name, address, phone number and position description of the
Compliance Officer required by section III.A;

2.

the names and positions of the members of the Compliance Com
mittee required by section III.A;

3.

a copy of [Provider’s] Code of Conduct required by section III.B.1;
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4.

the summary of the Policies and Procedures required by section
III.B.2;

5.

a description of the training programs required by section III.C
including a description of the targeted audiences and a schedule
of when the training sessions were held;

6.

a certification by the Compliance Officer that:

a.

the Policies and Procedures required by section III.B have
been developed, are being implemented, and have been
distributed to all pertinent employees;

b.

all employees have completed the Code of Conduct certifi
cation required by section III.B.1; and;

c.

all employees have completed the training and executed
the certification required by section III.C;

7.

a description of the confidential disclosure program required by
section III.E;

8.

the identity of the Independent Review Organization(s) and the
proposed start and completion date of the first audit; and

9.

a summary of personnel actions taken pursuant to section III.F.

B. Annual Reports
[Provider] shall submit to OIG an Annual Report with respect to the
status and findings of [Provider’s] compliance activities. The Annual
Reports shall include:
1.

any change in the identity or position description of the Compli
ance Officer and/or members of the Compliance Committee de
scribed in section III.A;

2.

a certification by the Compliance Officer that:
a.

b.

all employees have completed the annual Code of Conduct
certification required by section III.B.1; and
all employees have completed the training and executed
the certification required by section III.C;

3.

notification of any changes or amendments to the Policies and
Procedures required by section III.B and the reasons for such
changes (e.g., change in contractor policy);

4.

a complete copy of the report prepared pursuant to the Inde
pendent Review Organization’s billing and compliance engage
ment, including a copy of the methodology used;

5.

[Provider's] response/corrective action plan to any issues raised
by the Independent Review Organization;

6.

a summary of material deficiencies reported throughout the
course of the previous twelve (12) months pursuant to III.D.3 and
III.H;
a report of the aggregate overpayments that have been returned
to the Federal health care programs that were discovered as a
direct or indirect result of implementing this CIA. Overpayment
amounts should be broken down into the following categories:
Medicare, Medicaid (report each applicable state separately) and
other Federal health care programs;

7.
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a copy of the confidential disclosure log required by section III.E;
a description of any personnel action (other than hiring) taken by
[Provider] as a result of the obligations in section III.F;
10. a summary describing any ongoing investigation or legal proceed
ing conducted or brought by a government entity involving an
allegation that [Provider] has committed a crime or has engaged
in fraudulent activities, which have been reported pursuant to
section III.G. The statement shall include a description of the
allegation, the identity of the investigating or prosecuting agency,
and the status of such investigation, legal proceeding or requests
for information;
11. a corrective action plan to address the probable violations of law
identified in section III.H; and
12. a listing of all of the [Provider's] locations (including locations and
mailing addresses), the corresponding name under which each
location is doing business, the corresponding phone numbers and
fax numbers, each location’s Federal health care program
provider identification number(s) and the payor (specific contrac
tor) that issued each provider identification number.
The first Annual Report shall be received by the OIG no later than one
year and thirty (30) days after the effective date of this CIA. Sub
sequent Annual Reports shall be submitted no later than the anniver
sary date of the due date of the first Annual Report.

8.
9.

C. Certifications

The Implementation Report and Annual Reports shall include a certifi
cation by the Compliance Officer under penalty of perjury, that: (1)
[Provider] is in compliance with all of the requirements of this CIA, to the
best of his or her knowledge; and (2) the Compliance Officer has reviewed
the Report and has made reasonable inquiry regarding its content and
believes that, upon such inquiry, the information is accurate and truthful.

VI.

Notifications and Submission of Reports

Unless otherwise stated in writing subsequent to the effective date of this
CIA, all notifications and reports required under this CIA shall be submitted
to the entities listed below:
OIG:
Civil Recoveries Branch—Compliance Unit
Office of Counsel to the Inspector General
Office of Inspector General
U.S. Department of Health and Human Services
Cohen Building, Room 5527
330 Independence Avenue, SW
Washington, DC 20201
Phone 202-619-2078; Fax 202-205-0604
[Provider]:
[Address and Telephone number of Provider's Compliance Contact]

VII. OIG Inspection, Audit and Review Rights
In addition to any other rights OIG may have by statute, regulation, or
contract, OIG or its duly authorized representative(s), may examine
[Provider’s] books, records, and other documents and supporting materials for
AICPA Technical Practice Aids
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the purpose of verifying and evaluating: (a) [Provider’s] compliance with the
terms of this CIA; and (b) [Provider’s] compliance with the requirements of the
Federal health care programs in which it participates. The documentation
described above shall be made available by [Provider] to OIG or its duly
authorized representative(s) at all reasonable times for inspection, audit or
reproduction. Furthermore, for purposes of this provision, OIG or its duly
authorized representative(s) may interview any of [Provider’s] employees who
consent to be interviewed at the employee’s place of business during normal
business hours or at such other place and time as may be mutually agreed upon
between the employee and OIG. [Provider] agrees to assist OIG in contacting
and arranging interviews with such employees upon OIG’s request. [Provider’s]
employees may elect to be interviewed with or without a representative of
[Provider] present.

VIII.

Document and Record Retention

[Provider] shall maintain for inspection all documents and records relating
to reimbursement from the Federal health care programs or to compliance with
this CIA one year longer than the term of this CIA (or longer if otherwise
required by law).

IX.

Disclosures

Subject to HHS’s Freedom of Information Act (“FOIA”) procedures, set forth
in 45 C.F.R. Part 5, the OIG shall make a reasonable effort to notify [Provider]
prior to any release by OIG of information submitted by [Provider] pursuant to
its obligations under this CIA and identified upon submission by [Provider] as
trade secrets, commercial or financial information and privileged and confiden
tial under the FOIA rules. [Provider] shall refrain from identifying any infor
mation as trade secrets, commercial or financial information and privileged and
confidential that does not meet the criteria for exemption from disclosure under
FOIA.

X.

Breach and Default Provisions

[Provider] is expected to fully and timely comply with all of the obligations
herein throughout the term of this CIA or other time frames herein agreed to.

A. StipulatedPenalties for Failure to Comply with Certain Obligations
As a contractual remedy, [Provider] and OIG hereby agree that failure to
comply with certain obligations set forth in this CIA may lead to the
imposition of the following monetary penalties (hereinafter referred to as
“Stipulated Penalties”) in accordance with the following provisions.
1. A Stipulated Penalty of $2,500 (which shall begin to accrue on the
day after the date the obligation became due) for each day,
beginning 120 days after the effective date of this CIA and con
cluding at the end of the term of this CIA, [Provider] fails to have
in place any of the following:
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a.

a Compliance Officer;

b.

a Compliance Committee;

c.

a written Code of Conduct;

d.

written Policies and Procedures;

e.

a training program; and

f.

a Confidential Disclosure Program;
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A Stipulated Penalty of $2,500 (which shall begin to accrue on the
day after the date the obligation became due) for each day
[Provider] fails to meet any of the deadlines to submit the Imple
mentation Report or the Annual Reports to the OIG.
A Stipulated Penalty of $2,000 (which shall begin to accrue on the
date the failure to comply began) for each day [Provider]:
a.

b.

hires or contracts with an Ineligible Person after that
person has been listed by a federal agency as excluded,
debarred, suspended or otherwise ineligible for participa
tion in the Medicare, Medicaid or any other Federal health
care program (as defined in 42 U.S.C. 1320a7b(f)). This
Stipulated Penalty shall not be demanded for any time
period if [Provider] can demonstrate that it did not dis
cover the person’s exclusion or other ineligibility after
making a reasonable inquiry (as described in section III.F)
as to the status of the person;
employs or contracts with an Ineligible Person and that
person: (i) has responsibility for, or involvement with,
[Provider’s] business operations related to the Federal
health care programs or (ii) is in a position for which the
person’s salary or the items or services rendered, ordered,
or prescribed by the person are paid in whole or in part,
directly or indirectly, by the Federal health care programs
or otherwise with Federal funds (this Stipulated Penalty
shall not be demanded for any time period during which
[Provider] can demonstrate that it did not discover the
person’s exclusion or other ineligibility after making a
reasonable inquiry (as described in III.F) as to the status
of the person);

employs or contracts with a person who: (i) has been
charged with a criminal offense related to any Federal
health care program, or (ii) is suspended or proposed for
exclusion, and that person has responsibility for, or in
volvement with, [Provider’s] business operations related
to the Federal health care programs (this Stipulated Pen
alty shall not be demanded for any time period before 10
days after [Provider] received notice of the relevant matter
or after the resolution of the matter).
A Stipulated Penalty of $1,500 (which shall begin to accrue on the
date the [Provider] fails to grant access) for each day [Provider]
fails to grant access to the information or documentation as
required in section V of this CIA.
A Stipulated Penalty of $1,000 (which shall begin to accrue ten
(10) days after the date that OIG provides notice to [Provider] of
the failure to comply) for each day [Provider] fails to comply fully
and adequately with any obligation of this CIA. In its notice to
[Provider], the OIG shall state the specific grounds for its deter
mination that the [Provider] has failed to comply fully and ade
quately with the CIA obligation(s) at issue.
c.

4.

5.

B. Payment of Stipulated Penalties

1.

Upon a finding that [Provider] has failed to
comply with any of the obligations described in section X.A and

Demand Letter.
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determining that Stipulated Penalties are appropriate, OIG shall
notify [Provider] by personal service or certified mail of (a)
[Provider’s] failure to comply; and (b) the OIG’s exercise of its
contractual right to demand payment of the Stipulated Penalties
(this notification is hereinafter referred to as the “Demand Letter”).
Within fifteen (15) days of the date of the Demand Letter,
[Provider] shall either (a) cure the breach to the OIG’s satisfaction
and pay the applicable stipulated penalties, or (6) request a
hearing before an HHS administrative law judge (“ALJ”) to dis
pute the OIG’s determination of noncompliance, pursuant to the
agreed-upon provisions set forth below in section X.D. In the event
[Provider] elects to request an ALJ hearing, the Stipulated Pen
alties shall continue to accrue until [Provider] cures, to the OIG’s
satisfaction, the alleged breach in dispute. Failure to respond to
the Demand Letter in one of these two manners within the allowed
time period shall be considered a material breach of this CIA and
shall be grounds for exclusion under section X.C.
2.

Timely Written Requests for Extensions. [Provider] may submit a
timely written request for an extension of time to perform any act
or file any notification or report required by this CIA. Notwith
standing any other provision in this section, if OIG grants the
timely written request with respect to an act, notification, or
report, Stipulated Penalties for failure to perform the act or file
the notification or report shall not begin to accrue until one day
after [Provider] fails to meet the revised deadline as agreed to by
the OIG-approved extension. Notwithstanding any other provi
sion in this section, if OIG denies such a timely written request,
Stipulated Penalties for failure to perform the act or file the
notification or report shall not begin to accrue until two (2)
business days after [Provider] receives OIG’s written denial of
such request. A “timely written request” is defined as a request in
writing received by OIG at least five (5) business days prior to the
date by which any act is due to be performed or any notification
or report is due to be filed.

3.

Form of Payment. Payment of the Stipulated Penalties shall be

4.

made by certified or cashier’s check, payable to “Secretary of the
Department of Health and Human Services,” and submitted to
OIG at the address set forth in section VI.
Independence from Material Breach Determination. Except as
otherwise noted, these provisions for payment of Stipulated Pen
alties shall not affect or otherwise set a standard for the OIG’s
determination that [Provider] has materially breached this CIA,
which decision shall be made at the OIG’s discretion and governed
by the provisions in section X.C, below.

C. Exclusion for Material Breach of this CIA
1.

Notice of Material Breach and Intent to Exclude. The parties
agree that a material breach of this CIA by [Provider] constitutes

an independent basis for [Provider’s] exclusion from participation
in the Federal health care programs (as defined in 42 U.S.C.
1320a7b(f)). Upon a determination by OIG that [Provider] has
materially breached this CIA and that exclusion should be im
posed, the OIG shall notify [Provider] by certified mail of (a)
[Provider’s] material breach; and (b) OIG’s intent to exercise its
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contractual right to impose exclusion (this notification is herein
after referred to as the “Notice of Material Breach and Intent to
Exclude”).

2.

Opportunity to Cure. [Provider] shall have thirty-five (35) days
from the date of the Notice of Material Breach and Intent to
Exclude Letter to demonstrate to the OIG’s satisfaction that:

a.

[Provider] is in full compliance with this CIA;

b.

the alleged material breach has been cured; or

c.

the alleged material breach cannot be cured within the
35-day period, but that: (i) [Provider] has begun to take
action to cure the material breach, (ii) [Provider] is pursu
ing such action with due diligence, and (iii) [Provider] has
provided to OIG a reasonable timetable for curing the
material breach.

3.

Exclusion Letter. If at the conclusion of the thirty-five (35) day
period, [Provider] fails to satisfy the requirements of section
X.C.2, OIG may exclude [Provider] from participation in the
Federal health care programs. OIG will notify [Provider] in writ
ing of its determination to exclude [Provider] (this letter shall be
referred to hereinafter as the “Exclusion Letter”). Subject to the
Dispute Resolution provisions in section X.D, below, the exclusion
shall go into effect thirty (30) days after the date of the Exclusion
Letter. The exclusion shall have national effect and will also apply
to all other federal procurement and non-procurement programs.
If [Provider] is excluded under the provisions of this CIA,
[Provider] may seek reinstatement pursuant to the provisions at
42 C.F.R. §§1001.3001-.3004.

4.

Material Breach. A material breach of this CIA means:

a.

a failure by [Provider] to report a material deficiency, take
corrective action and pay the appropriate refunds, as pro
vided in section III.D;

b.

repeated or flagrant violations of the obligations under
this CIA, including, but not limited to, the obligations
addressed in section X.A of this CIA;

c.

a failure to respond to a Demand Letter concerning the
payment of Stipulated Penalties in accordance with sec
tion X.B above; or

d.

a failure to retain and use an Independent Review Organi
zation for review purposes in accordance with section
III.D.

D. Dispute Resolution
1.

Review Rights. Upon the OIG’s delivery to [Provider] of its De
mand Letter or of its Exclusion Letter, and as an agreed-upon
contractual remedy for the resolution of disputes arising under
the obligation of this CIA, [Provider] shall be afforded certain
review rights comparable to the ones that are provided in 42
U.S.C. §§1320a7(f) and 42 C.F.R. §1005 as if they applied to the
Stipulated Penalties or exclusion sought pursuant to this CIA.
Specifically, the OIG’s determination to demand payment of
Stipulated Penalties or to seek exclusion shall be subject to review
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by an ALJ and, in the event of an appeal, the Departmental Appeals
Board (“DAB”), in a manner consistent with the provisions in 42
C.F.R. §§1005.2-.21. Notwithstanding the language in 42 C.F.R.
§1005.2(c), the request for a hearing involving stipulated penalties
shall be made within fifteen (15) days of the date of the Demand
Letter and the request for a hearing involving exclusion shall be
made within thirty (30) days of the date of the Exclusion Letter.

2.

Stipulated Penalties Review. Notwithstanding any provision of
Title 42 of the United States Code or Chapter 42 of the Code of
Federal Regulations, the only issues in a proceeding for stipulated
penalties under this CIA shall be (a) whether [Provider] was in full
and timely compliance with the obligations of this CIA for which the
OIG demands payment; and (b) the period of noncompliance.
[Provider] shall have the burden of proving its full and timely
compliance and the steps taken to cure the noncompliance, if any. If
the ALJ finds for the OIG with regard to a finding of a breach of this
CIA and orders [Provider] to pay Stipulated Penalties, such Stipu
lated Penalties shall become due and payable twenty (20) days after
the AU issues such a decision notwithstanding that [Provider] may
request review of the AU decision by the DAB.

3.

Exclusion Review. Notwithstanding any provision of Title 42 of
the United States Code or Chapter 42 of the Code of Federal
Regulations, the only issues in a proceeding for exclusion based
on a material breach of this CIA shall be (a) whether [Provider]
was in material breach of this CIA; (b) whether such breach was
continuing on the date of the Exclusion Letter; and (c) the alleged
material breach cannot be cured within the 35-day period, but that
(i) [Provider] has begun to take action to cure the material breach,
(ii) [Provider] is pursuing such action with due diligence, and (iii)
[Provider] has provided to OIG a reasonable timetable for curing
the material breach.
For purposes of the exclusion herein, exclusion shall take effect
only after an AU decision that is favorable to the OIG. [Provider’s]
election of its contractual right to appeal to the DAB shall not
abrogate the OIG’s authority to exclude [Provider] upon the issu
ance of the AU’S decision. If the AU sustains the determination
of the OIG and determines that exclusion is authorized, such
exclusion shall take effect twenty (20) days after the AU issues
such a decision, notwithstanding that [Provider] may request
review of the AU decision by the DAB.
Finality of Decision. The review by an AU or DAB provided for
above shall not be considered to be an appeal right arising under
any statutes or regulations. Consequently, the parties to this CIA
agree that the DAB’s decision (or the ALJ’s decision if not ap
pealed) shall be considered final for all purposes under this CIA
and [Provider] agrees to waive any right it may have to appeal the
decision administratively, judicially or otherwise seek review by
any court or other adjudicative forum.

4.

XI.

Effective and Binding Agreement

Consistent with the provisions in the Settlement Agreement pursuant to
which this CIA is entered, and into which this CIA is incorporated, [Provider]
and OIG agree as follows:

§11,350.32
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This CIA shall be binding on the successors, assigns and transferees
of [Provider];

b.

This CIA shall become final and binding on the date the final
signature is obtained on the CIA;

c.

Any modifications to this CIA shall be made with the prior written
consent of the parties to this CIA; and

d.

The undersigned [Provider] signatories represent and warrant that
they are authorized to execute this CIA. The undersigned OIG
signatory represents that he is signing this CIA in his official capac
ity and that he is authorized to execute this CIA.
On Behalf of [Provider]
[Date]
[Date]
[Date]

[Please identify all signatories]

ON BEHALF OF THE OFFICE OF INSPECTOR GENERAL
OF THE DEPARTMENT OF HEALTH AND HUMAN SERVICES

Lewis Moris

[Date]

Assistant Inspector General for Legal Affairs
Office of Inspector General
U.S. Department of Health and Human Services
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Appendix B

Sample Statement of Managements Assertions
[Date]
In connection with the Corporate Integrity Agreement (CIA) entered into with
the Office of the Inspector General of the United States Department of Health
and Human Services dated [date], we make the following assertions, which are
true to the best of our knowledge and belief.

Governance
Within 90 days of the date of the CIA, we—
1.

Established a Compliance Committee, which meets at least monthly
and requires a quorum to meet.

2.

Appointed to our Compliance Committee members who include at a
minimum those individuals specified in the CIA.

3.

Delegated to the Compliance Committee the authority to implement
and monitor the CIA, as evidenced by the organization chart or the
Compliance Committee’s charter.

4.

Appointed a compliance officer, who reports directly to the individual
specified in the CIA.

We appointed a compliance officer who—
1.

Has sufficient staff and resources to carry out his or her responsibilities.

2.

Actively participates in compliance training.

3.

Has authority to conduct full and complete internal investigations
without restriction.

4.

Periodically revises the compliance program to meet changing cir
cumstances and risks.

Billing Practices, Policies, and Procedures
Although no system of internal controls can provide absolute assurance that
all bills comply in all respects with Medicare, Medicaid, and other federal
health care program guidelines, we are not aware of any material weaknesses
in our billing practices, policies, and procedures. Billings to third-party payors
comply in all material respects with applicable coding principles and laws and
regulations (including those dealing with Medicare and Medicaid antifraud and
abuse) and only reflect charges for goods and services that were medically
necessary, properly approved by regulatory bodies (e.g., the Food and Drug
Administration), if required and properly rendered. [Insert other assertions as
necessary to address matters covered in the CIA.] Any Medicare, Medicaid, and
other federal health program billing deficiencies that we identified have been
properly reported to the applicable payor within 60 days of discovery of the
deficiency.

Corporate Integrity Policy
1.

§11,350.33
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2.

The policy addresses the Company’s commitment to preparation and
submission of accurate billings consistent with the standards set
forth in federal health care program statutes, regulations, proce
dures and guidelines or as otherwise communicated by Health Care
Financing Administration (HCFA), its agents or any other agency
engaged in the administration of the applicable federal health care
program.

3.

The policy addressed the specific issues that gave rise to the settle
ment, as well as other risk areas identified by the OIG in published
Fraud Alerts issued through [date].

4.

Further details on the development and implementation of our policy
were provided to the OIG in our letter dated [date].

5.

Our policy was distributed to all employees, physicians and inde
pendent contractors involved in submitting or preparing requests for
reimbursement.

6.

We have prominently displayed a copy of our policy on the Company’s
premises.

Information and Education Program

As discussed more fully in our letter to the OIG dated [date], we conducted an
Information and Education Program within [number] days of the CIA. The
Information and Education Program requires that each officer, employee, agent
and contractor charged with administering federal health care programs (in
cluding, but not limited to billers, coders, nurses, physicians, medical records,
hospital administration and other individuals directly involved in billing fed
eral health care programs) receive at least [number] hours of training.
The training provided to employees involved in billing, coding, and/or charge
capture consisted of instructions on submitting accurate bills, the personal
obligations of each individual to ensure billings are accurate, the nature of
company-imposed disciplinary actions on individuals who violate company
policies and/or laws and regulations, applicable federal health care program
rules, legal sanctions against the company for submission of false or fraudulent
information, and how to report potential abuses or fraud. The training material
addresses those issues underlying our settlement with the OIG.

The experience of the trainers is consistent with the topics presented.
Confidential Disclosure Program

Our Confidential Disclosure Program—

days of the CIA.

1.

Was established within

2.

Enables any employee to disclose any practices or billing procedures
relating to federal health care programs.

3.

Provides a toll-free telephone line maintained by the Company,
which Company representatives have indicated is maintained
twenty-four hours a day, seven days a week, for the purpose of
making any disclosures regarding compliance with the Company’s
Compliance Program, the obligations in the CIA, and Company’s
overall compliance with federal and state standards.

AICPA Technical Practice Aids
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4.

Includes policies requiring the review of any disclosures to permit
a determination of the appropriateness of the billing practice
alleged to be involved and any corrective action to be taken to
ensure that proper follow-up is conducted.

5.

A detailed summary of the communications (including the num
ber of disclosures by employees and the dates of such disclosures)
concerning billing practices reported as, and found to be, inappro
priate under the Confidential Disclosure Program, and the results
of any internal review and the follow-up on such disclosures are
summarized in Attachment [title] to our Annual Report.

Excluded Individuals or Entities
Company policy—
1.

Prohibits the employment of or contracting with an individual or
entity that is listed by a federal agency as convicted of abuse or
excluded, suspended or otherwise ineligible for participation in
federal health care programs.

2.

Includes a process to make an inquiry into the status of any
potential employee or independent contractor.

3.

Provides for an annual review of the status of all existing employ
ees and contractors to verify whether any individual had been
suspended or excluded or charged with a criminal offense relating
to the provision of federal health care services.

We are not aware of any individuals employed in contravention of the prohibi
tions in the CIA.

Record Retention
Our record retention policy is consistent with the requirements of the CIA.
Signed by:

[Chief Executive Officer]
[Chief Financial Officer]
[Corporate Compliance Officer]

§11,350.33
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Appendix C

Sample Engagement Letter
The following is an illustration of a sample engagement letter that may be used
for this kind of engagement.
[CPA Firm Letterhead]
[Client’s Name and Address]
Dear:

This will confirm our understanding of the arrangements for our performance
of certain agreed-upon procedures in connection with management’s compli
ance with the terms of the Corporate Integrity Agreement (CIA) with the Office
of Inspector General (OIG) of the U.S. Department of Health and Human
Services (HHS) dated [date of CIA] for the period ending [date].
We will perform those procedures enumerated in the attachment to this letter.
Our responsibility is to carry out these procedures and report our findings. We
will conduct our engagement in accordance with standards established by the
American Institute of Certified Public Accountants. Our planned procedures
were agreed to by management and will be communicated to the OIG for its
review and are based on the terms specified in the CIA. The sufficiency of these
procedures is solely the responsibility of the specified users of the report.
Consequently, it is understood that we make no representation regarding the
sufficiency of the procedures described in the attachment for the purpose for
which this report has been requested or for any other purpose.

Management is responsible for the Company’s compliance with all applicable
laws, regulations, and contracts and agreements, including the CIA. Manage
ment also is responsible for the design, implementation, and monitoring of the
policies and procedures upon which compliance is based.
Our engagement to perform agreed-upon procedures is substantially less in
scope than an examination, the objective of which is the expression of an opinion
on management’s compliance with the CIA. Accordingly, we will not express
such an opinion or any other form of assurance thereon.1
1 The independent accountant may wish to include an understanding with the client about any
limitation or other arrangements regarding liability of the practitioner or the client in the engage
ment letter. For example, the following might be included in the letter
Our maximum liability relating to services rendered under this letter (regardless of form of
action, whether in contract, negligence or otherwise) shall be limited to the charges paid to us
for the portion of the services or work products giving rise to liability. We will not be liable for
consequential or punitive damages (including lost profits or savings) even if aware of their
possible existence.
You will indemnify us against any damage or expense that may result from any third-party
claim relating to our services or any use by you of any work product, and you will reimburse
us for all expenses (including counsel fees) as incurred by us in connection with any such claim,
except to the extent such claim (i) is finally determined to have resulted from our gross negli
gence or willful misconduct or (ii) is covered by any of the preceding indemnities.

AICPA Technical Practice Aids
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Working papers that are prepared in connection with this engagement are the
property of the independent accountant. The working papers are prepared for
the purpose of providing the principal support for the independent accountant’s
report. At the completion of our work, we expect to issue an agreed-upon
procedures report in the attached form.
If, however, we are not able to complete all of the specified procedures, we will
so advise you. At that time, we will discuss with you the form of communication,
if any, that you desire for our findings. We will ask you to confirm your request
in writing at that time. If you request that we delay issuance of our report until
corrective action is taken that will result in compliance with all aspects of the
CIA, we will do so only at your written request. Our working papers will be
retained in accordance with our firm’s working paper retention policy.

The distribution of the independent accountant’s report will be restricted to the
governing board and management of the Company and the OIG.

Our fees will be billed as work progresses and are based on the amount of time
required at various levels of responsibility plus actual out-of-pocket expenses.
Invoices are payable upon presentation. We will notify you immediately of any
circumstances we encounter that could significantly affect our initial estimate
of total fees.
We agree that to the extent required by law, we will allow the Comptroller General
ofthe United States, HHS, and their duly authorized representatives to have access
to this engagement letter and our documents and records to the extent necessary
to verify the nature and amount of costs of the services provided to the Company,
until the expiration of four years after we have concluded providing services to the
Company that are performed pursuant to this Engagement Letter. In the event
the Comptroller General, HHS, or their duly authorized representatives request
such records, we agree to notify the Company of such request as soon as practicable.

In the event we are requested or authorized by the Company or are required by
government regulation, subpoena, or other legal process to produce our documents
or our personnel as witnesses with respect to our engagements for the Company,
the Company will, so long as we are not a party to the proceeding in which the
information is sought, reimburse us for our professional time and expenses, as well
as the fees and expenses of our counsel, incurred in responding to such requests.

If this letter correctly expresses your understanding of this engagement, please
sign the enclosed copy where indicated and return it to us. We appreciate the
opportunity to serve you.
Sincerely,____________________________
[Partner’s Signature]
[Firm Name or Firm Representative]

Accepted and agreed to:
[Client Representative’s Signature]
[Title]____________________________________

[Date]___________________________________
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Appendix D
Sample Procedures
Procedure

Findings

Governance
1.

We read the Company’s corporate minutes and
organization chart and ascertained that, within
[number] days of the date of the Corporate Integ
rity Agreement (CIA), the Company—
a. Established a Compliance Committee, which
is to meet meets at least monthly and requires
a quorum to meet.
6. Appointed to its Compliance Committee
members who include, at a minimum, those
individuals specified in the CIA.
c. Delegated to the Compliance Committee the
authority to implement and monitor the CIA,
as evidenced by the organization chart or the
Compliance Committee’s charter.
d. Appointed a compliance officer who reports
directly to the individual specified in the CIA.

2.

We interviewed the compliance officer and were
informed that, in his or her opinion, the Compli
ance Officer—
a. Has sufficient staff and resources to carry out
his or her responsibilities.
b. Actively participates in compliance training.
c. Has the authority to conduct full and complete
internal investigations without restriction.
d. Periodically revises the compliance program
to meet changing circumstances and risks.

3.

We read the OIG notification letter as specified in
the CIA and noted that the appropriate official
signed the letter, that it was addressed to the OIG,
that it covered items (a) through (d) in Step 1, and
that it was dated within [number of] days of the
execution of the CIA.

Billing Practices, Policies, and Procedures
The practitioner might be engaged to provide consulting
services in connection with the evaluation of the
Company’s billing practices, policies, and procedures. If
so, generally no agreed-upon procedures would be
performed relating to this area.
Alternatively, if the procedures relating to the
Company’s billing practices, policies, and procedures
are performed by others such as the Company’s internal
audit staff, the practitioner performs Steps 4 through 9.
AICPA Technical Practice Aids
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Procedure

4.

Findings

We read the compliance work plan and noted the
following:
a. The work plan’s stated objectives include the
determination that billings are accurate and
complete, for services rendered that have been
deemed by medical specialists as being
necessary, and are submitted in accordance
with federal program guidelines.
b.
The work plan sampling methodology sets
confidence levels consistent with those defined
in the CIA.
c. The work plan identifies risk areas, as defined
in the CIA (if applicable), and specifies testing
procedures by risk area.
d. The work plan specifies that samples are
taken in risk areas (if applicable) identified by
the CIA.
e. The work plan includes testing procedures,
which the practitioner should modify as
required by the CIA, for the following risks
areas (if applicable) identified in the CIA:
(1) Clinical documentation, as follows:
(i) No documentation of service
(ii) Insufficient documentation of service
(iii) Improper diagnosis or treatment
plan giving rise to the provision of a
medically unnecessary service or
treatment
(iv) Service or treatment does not conform
medically with the documented
diagnosis or treatment plan
(v) Services incorrectly coded
(2) Billing and coding, as follows:
(i) Noncovered or unallowable service
(ii) Duplicate payment
(iii) DRG window error

(iv) Unbundling
(v) Utilization
(vi) Medicare credit balances
[Note to Practitioner: Modify the preceding list as
required by the CIA.]

5.

We selected {quantity} probe samples performed by
the independent review organization for the
following risk areas [list risk areas tested]. For the
probe samples selected, we noted that the—
a. Sample patient billing files were randomly
selected.
b.
Sample size reflected confidence levels
specified in the CIA.
c.
Sample plan describes how missing items (if
any) would be treated.

§11,350.35
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d.

e.

f.

g.

6.

Findings

Patient billing files tested were pulled per the
listing of random numbers and all patient
billing files were accounted for in the working
papers.
Work plans for the specific sample described
the risk areas (if applicable) being tested and
the testing approach/procedures.
Working papers noted the completion of each
work plan step.
Working papers contained a summary of
findings for the sample.

We reperformed the work plan steps [list ofspecific
for the sample patient billing
files. The reperformance of work plan steps related
to the medical review of the sample patient billing
files was performed by the following individuals

steps performed]

[note the professional qualifications of individuals
without listing names]. Any exceptions between

our findings and the Company’s are summarized
in the Attachment to this report.
7.

We read the summary findings of all internal
compliance reviews that the Company’s Internal
Audit department indicated it had performed for
the Company and noted that all material billing
deficiencies [specify material threshold as defined
by the Company} noted therein were discussed in
written communications addressed to the appro
priate payor (for example, Medicare Part B carrier)
and were dated within 60 days from the time the
deficiency occurred.1

8.

We inquired of [individual} as to whether the
Company took remedial steps within [number of}
days (or such additional time as agreed to by the
payor) to correct all material billing deficiencies
noted in Step 7. We were informed that such
remedial steps had been taken.

9.

By reading applicable correspondence, we noted
that any material billing deficiencies noted in Step
7 were communicated to the OIG, including
specific findings relative to the deficiency, the
Company’s actions taken to correct the deficiency,
and any further steps the Company plans to take
to prevent any similar deficiencies from recurring.

1 The CIA provides its own legal definition of a “material deficiency.” Determination of whether a
billing or other act meets this definition is normally beyond the auditor’s professional competence
and may have to await final determination by a court of law. Accordingly, to avoid confusion, a
working definition different from that provided in the CIA (e.g., a specified dollar threshold) may be
necessary.
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Procedure

Findings

Corporate Integrity Policy
10. We read the Company’s Corporate Integrity Policy
and noted the following.
a. The policy was developed and implemented
within [number of] days of execution of the
CIA.
b. The policy addressed the Company’s commit
ment to preparation and submission of ac
curate billings consistent with the standards
set forth in federal health care program
statutes, regulations, procedures, and
guidelines or as otherwise communicated by
HCFA, its agents, or any other agency
engaged in the administration of the
applicable federal health care program.
c. The policy addressed the specific issues that
gave rise to the settlement, as well as other
risk areas identified by the OIG in published
Fraud Alerts issued through [agency].
d. Correspondence addressed to the OIG covered
the development and implementation of the
policy.
e. Documentation indicating that the policy was
distributed to all employees, physicians, and
independent contractors involved in submit
ting or preparing requests for reimbursement.
f.
The prominent display of a copy of the policy
on the Company’s premises.

11. We selected a sample of ten employees (involved in
submitting and preparing requests for reimburse
ment) and examined written confirmation in the
employee’s personnel file indicating receipt of a
copy of the Corporate Integrity Policy.

Information and Education Program
12. We read the Company’s Information and Educa
tion Program and noted the following.
a. The Information and Education Program
agenda was dated within [number of] days of
execution of the CIA.
b. Correspondence covering the development
and implementation of the Information and
Education Program was addressed to the OIG.
c. The Information and Education Program re
quires that each officer, employee, agent, and
contractor charged with administering federal
health care programs (including, but not
limited to billers, coders, nurses, physicians,
medical records, hospital administration and
other individuals directly involved in billing
federal health care programs) receive at least
[number of] hours of training.
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Findings

13. We selected a sample of ten employees involved in
billing, coding and/or charge capture and ex
amined sign-in logs of the training classes and
noted that each had signed indicating that they
had received at least [number of] hours of training
as specified in the Information and Education Pro
gram. We also reviewed tests and surveys com
pleted by each of the ten trained employees noting
evidence that they were completed.

14. We inquired as to the training of individuals not
present during the regularly scheduled training
programs and were informed that each such indi
vidual is trained either individually or in a separ
ate make-up session. We inquired as to the names
of individuals not initially present and selected one
such individual and examined that individual’s
post-training test and survey for completion.
15. We read the course agenda and noted that the
training provided to employees involved in billing,
coding, and/or charge capture consisted of
instructions on submitting accurate bills, the
personal obligations of each individual to ensure
billings are accurate, the nature of companyimposed disciplinary actions on individuals who
violate company policies and/or laws and regula
tions applicable to federal health care program
rules, legal sanctions against the company for sub
mission of false or fraudulent information, and
how to report potential abuses or fraud. We also
noted that the training material addressed the
following issues which gave rise to the settlement
[practitioner list].

16. We inquired of the Corporate Compliance Officer
as to the qualifications and experience of the train
ers and were informed that, in the Corporate Com
pliance Officer’s opinion, they were consistent with
the topics presented.
17. We noted that the Company’s draft Annual Report
to the OIG dated [date] addresses certification of
training.
Confidential Disclosure Program

18. We read documentation of the Company’s Confi
dential Disclosure Program and noted that it—
a.
Includes the printed effective date that was
within [number of] days of execution of the CIA.
b. Consists of a confidential disclosure program
enabling any employee to disclose any prac
tices or billing procedures relating to federal
health care programs.
AICPA Technical Practice Aids
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Procedure
c.

d.

Provides a toll-free telephone line maintained
by the Company, which Company representa
tives have indicated is maintained twentyfour hours a day, seven days a week, for the
purpose of making any disclosures regarding
compliance with the Company’s Compliance
Program, the obligations in the CIA, and
Company’s overall compliance with federal
and state standards.
Includes policies requiring the review of any
disclosures to permit a determination of the
appropriateness of the billing practice alleged to
be involved and any corrective action to be taken
to ensure that proper follow-up is conducted.

19. We made five test calls to the toll-free telephone
line (hotline) and noted the following.
a. Each call was captured in the hotline logs and
reported with all other incoming calls.
b. Anonymity is not discouraged.

20. We noted that the Company included in its draft
Annual Report addressed to OIG dated [date] a
detailed summary of the communications (includ
ing the number of disclosures by employees and the
dates of such disclosures) concerning billing prac
tices reported as, and found to be, inappropriate
under the Confidential Disclosure Program, and
the results of any internal review and the follow-up
on such disclosures.
21. We observed the display of the Company’s Confiden
tial Disclosure Program, including notice of the
availability ofits hotline, on the Company’s premises.

Excluded Individuals or Entities
22. We read the Company’s written policy relating to
dealing with excluded or convicted persons or
entities and noted that the policy—
a. Prohibits the hiring of or contracting with an
individual or entity that is listed by a federal
agency as convicted of abuse or excluded, sus
pended, or otherwise ineligible for participa
tion in federal health care programs.
b. Includes a process to make an inquiry into the
status of any potential employee or indepen
dent contractor.
c. Provides for a semi-annual review of the
status of all existing employees and contrac
tors to verify whether any individual had been
suspended or excluded or charged with a cri
minal offense relating to the provision of
federal health care services.
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23. We selected a sample of ten employees hired over
the course of the test period as defined in the CIA
and examined support in the employee’s personnel
file documenting inquiries made into the status of
the employee, including documentation of com
parison to the [source specified in the CIA].
24. We performed the following procedures related to
the Company’s semi-annual review of employee
status.
a.
Read documentation of the semi-annual re
view as evidence that a review was performed.
b.
Selected and reviewed the lesser of ten or all
exceptions and determined that such employees
were removed from responsibility for or involve
ment with Provider business operations related
to the Federal health care programs.
c.
Examined a notification letter addressed to
the OIG and dated within 30 days of the em
ployee’s removal from employment.
d. Inquired of [officer] as to whether he or she
was aware of any individuals employed in
contravention of the prohibitions in the CIA.
If so, we further noted that [indicate specific
procedures] to confirm that such situation was
cured within 30 days by [indicate how situa
tion was cured].

Annual Report

25. We read the Company’s draft Annual Report dated
[date] and determined that it included the follow
ing items, to be modified as appropriate, by the
practitioner:
a. Compliance Program Charter and organiza
tion chart
b. Amendments to policies
c.
Detailed descriptions of reviews and audits
d. Summary of hotline communications
e.
Summary of annual review of employees
f.

Cross-referencing to items noted in the CIA

Record Retention

26. We read the Company’s record retention policy and
noted that it was consistent with the requirements
as outlined in the CIA.
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Appendix E

Sample Report
Independent Accountant’s Report
[Date]

[Sample Health Care Provider]

Office of Inspector General of the U.S. Department of Health and Human
Services

We have performed the procedures enumerated in the Attachment, which were
agreed to by Sample Health Care Provider (Company) and the Office of
Inspector General (OIG) of the U.S. Department of Health and Human Serv
ices, solely to assist the users in evaluating management’s assertion about
[name of entity’s] compliance with the Corporate Integrity Agreement (CIA)
with the OIG dated [date ofCIA] for the [period] ending [date], which is included
as Attachment A to this report. This agreed-upon procedures engagement was
performed in accordance with standards established by the American Institute
of Certified Public Accountants. The sufficiency of these procedures is solely
the responsibility of the specified users of the report. Consequently, we make
no representation regarding the sufficiency of the procedures described in
Attachment B either for the purpose for which this report has been requested
or for any other purpose.
We were not engaged to and did not perform an examination, the objective of
which would be the expression of an opinion on management’s compliance with
the CIA. Accordingly, we do not express such an opinion. Had we performed
additional procedures, other matters might have come to our attention that
would have been reported to you.

This report is intended solely for the information and use of the Compliance
Committee and management of the Company and the OIG, and is not intended
to be and should not be used by anyone other than those specified parties.
[Include as Attachments the CIA and the summary that enumerates procedures
and findings.]
[Signature]
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Section 11,360
Statement of Position 00-1
Auditing Health Care Third-Party
Revenues and Related Receivables
March 10,2000

NOTE
This Statement of Position presents the recommendations of the AICPA Health
Care Third-Party Revenue Recognition Task Force with regard to auditing
financial statement assertions about third-party revenues and related receivables
of health care entities. The Auditing Standards Board has found the
recommendations in this Statement of Position to be consistent with existing
standards covered by rule 202 of the AICPA Code of Professional Conduct. AICPA
members should be prepared to justify departures from the recommendations in
this Statement of Position.

Summary
This Statement of Position (SOP) provides guidance to auditors regarding
uncertainties inherent in health care third-party revenue recognition. It dis
cusses auditing matters to consider in testing third-party revenues and related
receivables, and provides guidance regarding the sufficiency of evidential
matter and reporting on financial statements of health care entities exposed to
material uncertainties.

Introduction and Background
.01 Most health care providers participate in payment programs that pay
less than full charges for services rendered. For example, some cost-based
programs retrospectively determine the final amounts reimbursable for serv
ices rendered to their beneficiaries based on allowable costs. With increasing
frequency, even non-cost-based programs (such as the Medicare Prospective
Payment System) have become subject to retrospective adjustments (for exam
ple, billing denials and coding changes). Often, such adjustments are not known
for a considerable period of time after the related services were rendered.
.02 The lengthy period of time between rendering services and reaching
final settlement, compounded further by the complexities and ambiguities of
reimbursement regulations, makes it difficult to estimate the net patient
service revenue associated with these programs. This situation has been
compounded due to the frequency of changes in federal program guidelines.

.03 The AICPA Audit and Accounting Guide Health Care Organizations
(the Guide) requires that patient revenues be reported net of provisions for
AICPA Technical Practice Aids
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contractual and other adjustments (paragraph 10.20). As a result, patient
receivables, including amounts due from third-party payors, are also reported
net of expected contractual and other adjustments. However, amounts ulti
mately realizable will not be known until some future date, which may be
several years after the period in which the services were rendered.
.04 This SOP provides guidance to auditors regarding uncertainties in
herent in health care third-party revenue recognition. It discusses auditing
matters to consider in testing third-party revenue and related receivables,
including the effects of settlements (both cost-based and non-cost-based thirdparty payment programs), and provides guidance regarding the sufficiency of
evidential matter and reporting on financial statements of health care entities
exposed to material uncertainties.

Scope and Applicability
.05 This SOP applies to audits of health care organizations falling within
the scope of the Guide. Its provisions are effective for audits of periods ending
on or after June 30, 2000. Early application of the provisions of this SOP is
permitted.

Third-Party Revenues and Related Receivables—
Inherent Uncertainties
.06 Health care entities need to estimate amounts that ultimately will be
realizable in order for revenues to be fairly stated in accordance with generally
accepted accounting principles (GAAP). The basis for such estimates may
range from relatively straightforward calculations using information that is
readily available to highly complex judgments based on assumptions about
future decisions.
.07 Entities doing business with governmental payors (for example,
Medicare and Medicaid) are subject to risks unique to the government
contracting environment that are hard to anticipate and quantify and that may
vary from entity to entity. For example—

•

A health care entity’s revenues may be subject to adjustment as a result
of examination by government agencies or contractors. The audit proc
ess and the resolution of significant related matters (including disputes
based on differing interpretations of the regulations) often are not
finalized until several years after the services were rendered. •

•

Different fiscal intermediaries (entities that contract with the federal
government to assist in the administration of the Medicare program)
may interpret governmental regulations differently.

•

Differing opinions on a patient’s principal medical diagnosis, including
the appropriate sequencing of codes used to submit claims for pay
ment, can have a significant effect on the payment amount.1

1 Historically, the Health Care Financing Administration (HCFA) contracted with Peer Review
Organizations (PROs) to validate the appropriateness of admissions and the clinical coding from
which reimbursement was determined. Such reviews were typically performed within ninety days of
the claim submission date. However, the government has modified its policies with respect to such
reviews and now analyzes coding errors through other means, including in conjunction with investi
gations conducted by the Office of the Inspector General (OIG) of the U. S. Department of Health and
Human Services.
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•

Otherwise valid claims may be determined to be nonallowable after
the fact due to differing opinions on medical necessity.

•

Claims for services rendered may be nonallowable if they are
later determined to have been based on inappropriate referrals.2

Governmental agencies may make changes in program interpreta
tions, requirements, or “conditions of participation,” some of which
may have implications for amounts previously estimated.
.08 Such factors often result in retrospective adjustments to interim
payments. Reasonable estimates of such adjustments are central to the thirdparty revenue recognition process in health care, in order to avoid recognizing
revenue that the provider will not ultimately realize. The delay between
rendering services and reaching final settlement, as well as the complexities
and ambiguities of billing and reimbursement regulations, makes it difficult to
estimate net realizable third-party revenues.
•

Management's Responsibilities
.09 Management is responsible for the fair presentation of its financial
statements in conformity with GAAP. Management also is responsible for
adopting sound accounting policies and for establishing and maintaining inter
nal control that will, among other things, record, process, summarize, and
report transactions (as well as events and conditions) consistent with manage
ment’s assertions embodied in the financial statements. Despite the inherent
uncertainties, management is responsible for estimating the amounts recorded
in the financial statements and making the required disclosures in accordance
with GAAP, based on management’s analysis of existing conditions.
.10 Management’s assertions regarding proper valuation of its revenues
and receivables are embodied in the financial statements. Management is
responsible for assuring that revenues are not recognized until their realiza
tion is reasonably assured. As a result, management makes a reasonable
estimate of amounts that ultimately will be realized, considering—among
other things—adjustments associated with regulatory reviews, audits, billing
reviews, investigations, or other proceedings. Estimates that are significant to
management’s assertions about revenue include the provision for third-party
payor contractual adjustments and allowances.
.11 Management also is responsible for preparing and certifying cost
reports submitted to federal and state government agencies in support of
claims for payment for services rendered to government program beneficiaries.

The Auditor's Responsibilities
.12 The auditor’s responsibility is to express an opinion on the financial
statements taken as a whole. In reaching this opinion, the auditor considers
the evidence in support of recorded amounts. If amounts are not known with
certainty, the auditor considers the reasonableness of management’s estimates
in the present circumstances. The auditor also considers the fairness of the
presentation and adequacy of the disclosures made by management.
2 Effective January 1, 1995, the Limitation on Certain Physician Referrals law prohibited
physicians from referring Medicare and Medicaid patients to health care organizations with which
they had a financial relationship for the furnishing of designated health services. Implementing
regulations have not yet been adopted as of the date of this publication.
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.13 In planning the audit, the auditor considers current industry condi
tions, as well as specific matters affecting the entity.3 Among a number of
things, the auditor’s procedures typically include an analysis of historical
results (for example, prior fiscal intermediary audit adjustments and compari
sons with industry benchmarks and norms) that enable the auditor to better
assess the risk of material misstatements in the current period. When there
are heightened risks, the auditor performs more extensive tests covering the
current period. Exhibit 5.1 of the Guide includes a number of examples of
procedures that auditors may consider.

.14 With respect to auditing third-party revenues, in addition to the usual
revenue recognition considerations, the auditor considers whether amounts
ultimately realizable are or should be presently known or are uncertain be
cause they are dependent on some other future, prospective actions or confirm
ing events. For example, under a typical fee-for-service contract with a
commercial payor, if the provider has performed a service for a covered indi
vidual, the revenue to which the provider is entitled should be determinable at
the time the service is rendered. On the other hand, if the service was provided
under a cost-based government contract, the revenue ultimately collectible
may not be known until certain future events occur (for example, a cost report
has been submitted and finalized after desk review or audit). In this case,
management estimates the effect of such potential future adjustments.
.15 As stated previously, management is responsible for preparing the
estimates contained in the financial statements. The auditor evaluates the
adequacy of the evidence supporting those estimates, reviews the facts sup
porting management’s judgments, and evaluates the judgments made based on
conditions existing at the time of the audit. The fact that net revenues recorded
at the time services are rendered differ materially from amounts that ulti
mately are realized does not necessarily mean the audit was not properly
planned or carried out. Similarly, the fact that future events may differ
materially from management’s assumptions or estimates does not necessarily
mean that management’s estimates were not valid or the auditor did not follow
generally accepted auditing standards (GAAS) as described in this SOP with
respect to auditing estimates.

Evidential Matter
.16 The measurement of estimates is inherently uncertain and depends
on the outcome of future events. Statement on Auditing Standards (SAS) No.
57, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1, AU
sec. 342), and SAS No. 79, Amendment to SAS No. 58, Reports on Audited
Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 508)
provide guidance to the auditor when the valuation of revenues is uncertain,
pending the outcome of future events. In the current health care environment,
conclusive evidence concerning amounts ultimately realizable cannot be ex
pected to exist at the time of the financial statement audit because the
uncertainty associated with future program audits, administrative reviews,
billing reviews, regulatory investigations, or other actions will not be resolved
until sometime in the future.
.17 The fact that information related to the effects of future program
audits, administrative reviews, regulatory investigations, or other actions does
3 Risk factors, including ones related to legislative and regulatory matters, are discussed annu
ally in the AICPA Audit Risk Alert Health Care Industry Developments.
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not exist does not lead to a conclusion that the evidential matter supporting
management’s assertions is not sufficient to support management’s estimates.
Rather, the auditor’s judgment regarding the sufficiency of the evidential
matter is based on the evidential matter that is available or can reasonably be
expected to be available in the circumstances. If, after considering the existing
conditions and available evidence, the auditor concludes that sufficient eviden
tial matter supports management’s assertions about the valuation of revenues
and receivables, and their presentation and disclosure in the financial state
ments, an unqualified opinion ordinarily is appropriate.

.18 If relevant evidential matter exists that the auditor needs and is
unable to obtain, the auditor should consider the need to express a qualified
opinion or to disclaim an opinion because of a scope limitation. For example, if
an entity has conducted an internal evaluation (for example, of coding or other
billing matters) under attorney—client privilege and management and its
legal counsel refuse to respond to the auditor’s inquiries and the auditor
determines the information is necessary, ordinarily the auditor qualifies his or
her opinion for a scope limitation.
.19 The auditor considers the reasonableness of management’s assump
tions in light of the entity’s historical experience and the auditor’s knowledge
of general industry conditions, because the accuracy of management’s assump
tions will not be known until future events occur. For certain matters, the best
evidential matter available to the auditor (particularly as it relates to clinical
and legal interpretations) may be the representations of management and its
legal counsel, as well as information obtained through reviewing correspon
dence from regulatory agencies.

.20 Pursuant to SAS No. 85, Management Representations (AICPA, Pro
fessional Standards, vol. 1, AU sec. 333), the auditor should obtain written
representations from management concerning the absence of violations or
possible violations of laws or regulations whose effects should be considered for
disclosure in the financial statements or as a basis for recording a loss contin
gency. Examples of specific representations include the following:
•

Receivables
— Adequate consideration has been given to, and appropriate provi
sion made for, estimated adjustments to revenue, such as for
denied claims and changes to diagnosis-related group (DRG)
assignments.
— Recorded valuation allowances are necessary, appropriate, and
properly supported.
— All peer review organizations, fiscal intermediary, and thirdparty payor reports and information have been made available.

•

Cost reports filed with third parties
— All required Medicare, Medicaid, and similar reports have been
properly filed.
— Management is responsible for the accuracy and propriety of all
cost reports filed.
— All costs reflected on such reports are appropriate and allowable
under applicable reimbursement rules and regulations and are
patient-related and properly allocated to applicable payors.
— The reimbursement methodologies and principles employed are
in accordance with applicable rules and regulations.
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Adequate consideration has been given to, and appropriate provi
sion made for, audit adjustments by intermediaries, third-party
payors, or other regulatory agencies.
— All items required to be disclosed, including disputed costs that
are being claimed to establish a basis for a subsequent appeal,
have been fully disclosed in the cost report.
— Recorded third-party settlements include differences between
filed (and to be filed) cost reports and calculated settlements,
which are necessary based on historical experience or new or
ambiguous regulations that may be subject to differing interpre
tations. While management believes the entity is entitled to all
amounts claimed on the cost reports, management also believes
the amounts of these differences are appropriate.
—

•

Contingencies
— There are no violations or possible violations of laws or regula
tions, such as those related to the Medicare and Medicaid antifraud and abuse statutes, including but not limited to the
Medicare and Medicaid Anti-Kickback Statute, Limitations on
Certain Physician Referrals (the Stark law), and the False Claims
Act, in any jurisdiction, whose effects should be considered for
disclosure in the financial statements or as a basis for recording
a loss contingency other than those disclosed or accrued in the
financial statements.
— Billings to third-party payors comply in all material respects with
applicable coding guidelines (for example, ICD-9-CM and CPT-4)
and laws and regulations (including those dealing with Medicare
and Medicaid antifraud and abuse), and billings reflect only
charges for goods and services that were medically necessary;
properly approved by regulatory bodies (for example, the Food and
Drug Administration), if required; and properly rendered.
— There have been no communications (oral or written) from regulatory
agencies, governmental representatives, employees, or others con
cerning investigations or allegations of noncompliance with laws and
regulations in any jurisdiction (including those related to the Medi
care and Medicaid antifraud and abuse statutes), deficiencies in
financial reporting practices, or other matters that could have a
material adverse effect on the financial statements.

.21 Management’s refusal to furnish written representations constitutes
a limitation on the scope of the audit sufficient to preclude an unqualified
opinion and is ordinarily sufficient to cause an auditor to disclaim an opinion
or withdraw from the engagement. However, based on the nature of the
representations not obtained or the circumstances of the refusal, the auditor
may conclude that a qualified opinion is appropriate.

Potential Departures From GAAP Related to Estimates
and Uncertainties
.22 In addition to examining the evidence in support of management’s
estimates, the auditor determines that there has not been a departure from
GAAP with respect to the reporting of those estimates in the financial state
ments. Such departures generally fall into one of the following categories:
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•

Unreasonable accounting estimates

•

Inappropriate accounting principles

•

Inadequate disclosure

Therefore, in order to render an opinion, the auditor’s responsibility is to
evaluate the reasonableness of management’s estimates based on present
circumstances and to determine that estimates are reported in accordance with
GAAP and adequately disclosed.
23 As discussed in SAS No. 31, Evidential Matter (AICPA, Professional
vol. 1, AU sec. 326), the auditor’s objective is to obtain sufficient
competent evidential matter to provide him or her with a reasonable basis for
forming an opinion. As discussed previously, exhibit 5.1 of the Guide provides
a number of sample procedures that the auditor might consider in auditing an
entity’s patient revenues and accounts receivable, including those derived from
third-party payors. For example, the Guide notes that the auditor might “test
the reasonableness of settlement amounts, including specific and unallocated
reserves, in light of the payors involved, the nature of the payment mechanism,
the risks associated with future audits, and other relevant factors.”4

.

Standards,

Unreasonable Accounting Estimates
. 24 In evaluating the reasonableness of management’s estimates, the
auditor considers the basis for management’s assumptions regarding the na
ture of future adjustments and management’s calculations as to the effects of
such adjustments.5 The auditor cannot determine with certainty whether such
estimates are right or wrong, because the accuracy of management’s assump
tions cannot be confirmed until future events occur.
. 25 Though difficult to predict, it is reasonable for the auditor to expect
that management has made certain assumptions (either in detail or in the
aggregate) in developing its estimates regarding conditions likely to result in
adjustments. The auditor gathers evidence regarding the reasonableness of the
estimates (for example, consistency with historical experience and basis of
management’s underlying assumptions). In evaluating reasonableness, the
auditor should obtain an understanding of how management developed the
estimate. Based on that understanding, the auditor should use one or a
combination of the following approaches:
a.

Review and test the process used by management to develop the
estimate.

b.

Develop an independent expectation of the estimate to corroborate
the reasonableness of management’s estimates.

c.

Review subsequent events or transactions occurring prior to comple
tion of fieldwork (AU sec. 342.10).

.2 6 Since no one accounting estimate can be considered accurate with
certainty, the auditor recognizes that a difference between an estimated
amount best supported by the audit evidence and the estimated amount
included in the financial statements may be reasonable, and such difference
would not be considered to be a likely misstatement. However, if the auditor
4 See paragraphs .25-.28.
5 The lack of such analyses may call into question the reasonableness of recorded amounts.
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believes the estimated amount included in the financial statements is unrea
sonable, he or she should treat the difference between that estimate and the
closest reasonable estimate in the range as a likely misstatement and aggre
gate it with other likely misstatements. The auditor also should consider
whether the difference between estimates best supported by the audit evidence
and the estimates included in the financial statements, which are individually
reasonable, indicate a possible bias on the part of the entity’s management. For
example, if each accounting estimate included in the financial statements was
individually reasonable, but the effect of the difference between each estimate
and the estimate best supported by the audit evidence was to increase income,
the auditor should reconsider the reasonableness of the estimates taken as a
whole (SAS No. 47, Audit Risk and Materiality in Conducting an Audit
[AICPA, Professional Standards, vol. 1, AU sec. 312.36]).
.27 The auditor recognizes that approaches and estimates will vary from
entity to entity. Some entities with significant prior experience may attempt
to quantify the effects of individual potential intermediary or other govern
mental (for example, the Office of Inspector General and the Department of
Justice) or private payor adjustments, basing their estimates on very detailed
calculations and assumptions regarding potential future adjustments. Some
may prepare cost report6 analyses to estimate the effect of potential adjust
ments. Others may base their estimates on an analysis of potential adjustments
in the aggregate, in light of the payors involved; the nature of the payment
mechanism; the risks associated with future audits; and other relevant factors.

.28 Normally, the auditor considers the historical experience of the entity
(for example, the aggregate amount of prior cost-report adjustments and
previous regulatory settlements) as well as the risk of potential future adjust
ments. The fact that an entity currently is not subject to a governmental
investigation does not mean that a recorded valuation allowance for potential
billing adjustments is not warranted. Nor do these emerging industry trends
necessarily indicate that an accrual for a specific entity is warranted.
.29 In evaluating valuation allowances, the auditor may consider the entity’s
historical experience and potential future adjustments in the aggregate. For
example, assume that over the past few years after final cost report audits were
completed, a hospital’s adjustments averaged 3 percent to 5 percent of total filed
reimbursable costs. Additionally, the hospital is subject to potential billing adjust
ments, including errors (for example, violations of the three-day window, dis
charge and transfer issues, and coding errors). Even though specific incidents are
not known, it may be reasonable for the hospital to estimate and accrue a valuation
allowance for such potential future retrospective adjustments, both cost-based and
non-cost-based. Based on this and other information obtained, the auditor may
conclude that a valuation allowance for the year under audit of 3 percent to 5
percent of reimbursable costs plus additional amounts for potential non-cost-based
program billing errors is reasonable.
6 Medicare cost reimbursement is based on the application of highly complex technical rules,
some of which are ambiguous and subject to different interpretations even among Medicare’s fiscal
intermediaries. It is not uncommon for fiscal intermediaries to reduce claims for reimbursement that
were based on management’s good faith interpretations of pertinent laws and regulations. Addition
ally, the Provider Reimbursement Review Board (PRRB) or the courts may be required to resolve
controversies regarding the application of certain rules. To avoid recognizing revenues before their
realization is reasonably assured, providers estimate the effects of such potential adjustments. This
is occasionally done by preparing a cost report based on alternative assumptions to help estimate
contractual allowances required by generally accepted accounting principles. The existence of re
serves or a reserve cost report does not by itself mean that a cost report was incorrectly or
fraudulently filed.
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.30 Amounts that ultimately will be realized by an entity are dependent
on a number of factors, many of which may be unknown at the time the
estimate is first made. Further, even if two entities had exactly the same
clinical and coding experience, amounts that each might realize could vary
materially due to factors outside of their control (for example, differing appli
cation of payment rules by fiscal intermediaries, legal interpretations of courts,
local enforcement initiatives, timeliness of reviews, and quality of documenta
tion). As a result, because estimates are a matter of judgment and their
ultimate accuracy depends on the outcome of future events, different entities
in seemingly similar circumstances may develop materially different esti
mates. The auditor may conclude that both estimates are reasonable in light
of the differing assumptions.

Inappropriate Accounting Principles
.31 The auditor also determines that estimates are presented in the
financial statements in accordance with GAAP. If the auditor believes that the
accounting principles have not been applied correctly, causing the financial
statements to be materially misstated, the auditor expresses a qualified or
adverse opinion.

.32 Valuation allowances are recorded so that revenues are not recog
nized until the revenues are realizable. Valuation allowances are not estab
lished based on the provisions of Financial Accounting Standards Board
(FASB) Statement of Financial Accounting Standards No. 5, Accounting for
Contingencies.

.33 The auditor should be alert for valuation allowances not associated
with any particular program, issue, or time period (for example, cost-report
year or year the service was rendered). Such a reserve may indicate measure
ment bias. The auditor also considers the possibility of bias resulting in
distorted earnings trends over time (for example, building up specific or
unallocated valuation allowances in profitable years and drawing them down
in unprofitable years).

Inadequate Disclosure
.34 If the auditor concludes that a matter involving a risk or an uncer
tainty is not adequately disclosed in the financial statements in conformity
with GAAP, the auditor should express a qualified or adverse opinion. SOP
94-6, Disclosure of Certain Significant Risks and Uncertainties [section 10,640],
provides guidance on the information that reporting entities should disclose
regarding risks and uncertainties existing as of the date of the financial
statements.
.35 In the health care environment, it is almost always at least reason
ably possible that estimates regarding third-party payments could change in
the near term as a result of one or more future confirming events (for example,
regulatory actions reflecting local or national audit or enforcement initiatives).
For most entities with significant third-party revenues, the effect of the change
could be material to the financial statements. Where material exposure exists,
the uncertainty regarding revenue realization is disclosed in the notes to the
financial statements. Because representations from legal counsel are often key
audit evidence in evaluating the reasonableness of management’s estimates of
potential future adjustments, the inability of an attorney to form an opinion on
matters about which he or she has been consulted may be indicative of an
uncertainty that should be specifically disclosed in the financial statements.
AICPA Technical Practice Aids
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.36 Differences between original estimates and subsequent revisions
might arise due to final settlements, ongoing audits and investigations, or
passage of time in relation to the statute of limitations. The Guide (paragraph
5.07) requires that these differences be included in the statement of operations
in the period in which the revisions are made and disclosed, if material. Such
differences are not treated as prior period adjustments unless they meet the
criteria for prior period adjustments as set forth in FASB Statement No. 16,
Prior Period Adjustments.

.37 Disclosures such as the following may be appropriate:
General Hospital (the Hospital) is a (not-for-profit, for-profit, or governmental
hospital or health care system) located in (City, State). The Hospital provides
health care services primarily to residents of the region.
Net patient service revenue is reported at estimated net realizable amounts
from patients, third-party payors, and others for services rendered and includes
estimated retroactive revenue adjustments due to future audits, reviews, and
investigations. Retroactive adjustments are considered in the recognition of
revenue on an estimated basis in the period the related services are rendered,
and such amounts are adjusted in future periods as adjustments become known
or as years are no longer subject to such audits, reviews, and investigations.

Revenue from the Medicare and Medicaid programs accounted for approxi
mately 40 percent and 10 percent, respectively, of the Hospital’s net patient
revenue for the year ended 1999. Laws and regulations governing the Medicare
and Medicaid programs are extremely complex and subject to interpretation.
As a result, there is at least a reasonable possibility that recorded estimates
will change by a material amount in the near term. The 1999 net patient service
revenue increased approximately $10,000,000 due to removal of allowances
previously estimated that are no longer necessary as a result of final settle
ments and years that are no longer subject to audits, reviews, and investiga
tions. The 1998 net patient service revenue decreased approximately
$8,000,000 due to prior-year retroactive adjustments in excess of amounts
previously estimated.
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Appendix
Other Considerations Related to
Government Investigations
In recent years, the federal government and many states have aggressively
increased enforcement efforts under Medicare and Medicaid anti-fraud and
abuse legislation. Broadening regulatory and legal interpretations have signifi
cantly increased the risk of penalties for providers; for example, broad inter
pretations of “false claims” laws are exposing ordinary billing mistakes to
scrutiny and penalty consideration. In such circumstances, evaluating the
adequacy of accruals for or disclosure of the potential effects of illegal acts in
the financial statements of health care organizations is a matter that is likely
to require a high level of professional judgment.
As previously discussed in this SOP, the far-reaching nature of alleged fraud
and abuse violations creates an uncertainty with respect to the valuation of
revenues, because future allegations of illegal acts could, if proven, result in a
subsequent reduction of revenues. In addition, management makes provisions
in the financial statements and disclosures for any contingent liabilities asso
ciated with fines and penalties due to violations of such laws. FASB Statement
No. 5, Accountingfor Contingencies, provides guidance in evaluating contingent
liabilities, such as fines and penalties under applicable laws and regulations.
Estimates of potential fines and penalties are not accrued unless their payment
is probable and reasonably estimable.

The auditor’s expertise is in accounting and auditing matters rather than
operational, clinical, or legal matters. Accordingly, the auditor’s procedures
focus on areas that normally are subject to internal controls relevant to
financial reporting. However, the further that potential illegal acts are removed
from the events and transactions ordinarily reflected in the financial state
ments, the less likely the auditor is to become aware of the act, to recognize its
possible illegality, and to evaluate the effect on the financial statements. For
example, determining whether a service was medically necessary, obtained
through a legally appropriate referral, properly performed (including using
only approved devices, rendered in a quality maimer), adequately supervised,
accurately documented and classified, or rendered and billed by nonsanctioned
individuals typically is not within the auditor’s professional expertise. As a
result, an audit in accordance with generally accepted auditing standards
(GAAS) is not designed to detect such matters.

Further, an audit conducted in accordance with GAAS does not include render
ing an opinion or any form of assurance on an entity’s compliance with laws
and regulations.1 Nor does an audit under GAAS include providing any assur
ance on an entity’s billings or cost report. In fact, cost reports typically are not
prepared and submitted until after the financial statement audit has been
completed.
1 Even when auditors undertake a special engagement designed to attest to compliance with
certain provisions of laws, regulations, contracts, and grants (for example, an audit in accordance
with OMB Circular A-133), the auditor’s procedures do not extend to testing compliance with laws
and regulations related to Medicare and Medicaid fraud and abuse.
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Certain audit procedures, although not specifically designed to detect illegal
acts, may bring possible illegal acts to an auditor’s attention. When a poten
tially illegal act is detected, the auditor’s responsibilities are addressed in SAS
No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec.
317). Disclosure of an illegal act to parties other than the client’s senior
management and its audit committee or board of directors is not ordinarily part
of the auditor’s responsibility, and such disclosure would be precluded by the
auditor’s ethical or legal obligation of confidentiality, unless the matter affects
the auditor’s opinion on the financial statements.2

2 Statement on Auditing Standards No. 54, Illegal Acts by Clients (AICPA, Professional Stand
ards, vol. 1, AU sec. 317.23) discusses circumstances in which a duty to notify parties outside the
client of detected illegal acts may exist.
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Statement of Position 01-3
Performing Agreed-Upon Procedures
Engagements That Address Internal Control

Over Derivative Transactions as Required by
the New York State Insurance Law
June 15,2001
NOTE
This Statement of Position represents the recommendations of the
AICPA’s Reporting on Internal Control Over Derivative Transactions at
Insurance Entities Task Force regarding the application of Statements
on Standards for Attestation Engagements to agreed-upon procedures
engagements performed to comply with the requirements of Section
1410(b)(5) of the New York State Insurance Law, as amended (the Law),
which addresses the assessment of internal control over derivative
transactions as defined in Section 1401(a) of the Law, and Section
178.6(b) of Regulation No. 163. The Auditing Standards Board has found
the recommendations in this Statement of Position to be consistent with
existing standards covered by Rule 202 of the AICPA Code of Professional
Conduct. AICPA members should be aware that they may have to justify
departures from the recommendations in this Statement of Position if
the quality of their work is questioned.

Introduction and Background
.01 The New York State Insurance Department (the Department) has
issued regulations to implement the New York Derivative Law (the Law) which
amends Article 14 of the State of New York Insurance Law, effective July 1,
1999. The Law establishes certain requirements for domestic life insurers,
domestic property and casualty insurers, domestic reciprocal insurers, domes
tic mortgage guaranty insurers, domestic cooperative property and casualty
insurance corporations, and domestic financial guaranty insurers. Foreign
insurers engaging in derivative transactions and derivative instruments are
subject to and required to comply with all of the provisions of the Law.
However, a foreign insurer may enter into other derivative transactions pro
vided the insurer meets certain conditions of its domestic state law. In this
document, an insurer covered by the Law is referred to as an insurance company.
.02 The requirements of the Law include the following:
•

Approval by the board of directors, or a similar body, of derivative
transactions

•

Submission of a derivative use plan (the DUP) to the Department

AICPA Technical Practice Aids

§11,370.02

31,462
•

Statements of Position
Assessment by an independent certified public accountant (CPA) of
the insurance company’s internal control over derivative transactions.

.03 In addition to the Law, the Department also has established Regula
tion No. 163, “Derivative Transactions” (11 NYCRR 178) (the Regulation),
which provides guidance in implementing the Law. Section 178.6(b) of Regula
tion No. 163 states the following.
As set forth in section 1410(b)(5) of the Insurance Law, an insurer engaging in
derivative transactions shall be required to include, as part of the evaluation
of accounting procedures and internal controls required to be filed pursuant to
section 307 of the Insurance Law, a statement describing the assessment by
the independent certified public accountant of the internal controls relative to
derivative transactions. The purpose of this part of the evaluation is to assess
the adequacy of the internal controls relative to the derivative transactions.
Such an assessment shall be made whether or not the derivative transactions
are material in relation to the insurer’s financial statements and shall report
all material deficiencies in internal control relative to derivative transactions,
whether or not such deficiencies would lead to an otherwise "reportable condi
tion,” as that term is used in auditing standards adhered to by certified public
accountants. The statement describing the assessment need not be set forth in
a separate report.

.04 The Department has proposed that the Regulation be amended to
provide that an assessment in the form of an agreed-upon procedures engage
ment or other attestation engagement, as those terms are used in standards
adhered to by CPAs, may be used to meet the requirement for an assessment
of internal control over derivative transactions. This proposed amendment to
the Regulation has not been promulgated at the date of this Statement of
Position (SOP). However, in a letter dated April 27, 2001, the Department
stated the following:
This letter confirms that in determining compliance with Section 1410(b)(5) of
the Insurance Law, the Department acknowledges that an agreed-upon proce
dures engagement, including an engagement performed using the procedures
in the proposed SOP (“Performing Agreed-Upon Procedures Engagements that
Address Internal Control Over Derivative Transactions as Required by the New
York State Insurance Law”), can be used to satisfy the statutory requirement.

.05 The DUP was due to be filed by applicable insurance companies by
January 1, 2000. The first independent CPA’s report is due on June 1, 2001.
The Law expires on June 30,2003; however, the State of New York may extend
the expiration date.
.06 As previously stated, the letter from the Department indicates that
an agreed-upon procedures engagement or other attestation engagement may
be used to satisfy the requirements of the Law. However, this SOP only
describes an agreed-upon procedures engagement. It does not address any
other attestation engagements that might be performed, such as an examination
level attestation engagement. For guidance on performing such other attesta
tion engagements, see “Attest Engagements,” in Statement on Standards for
Attestation Engagements (SSAE) No. 10, Attestation Standards: Revision and
Codification (AICPA, Professional Standards, vol. 1, AT sec. 101).

Applicability
.07 This SOP was developed to provide practitioners with guidance on
performing agreed-upon procedures engagements that address an insurance
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company’s internal control over derivative transactions to meet the require
ments of the Law. Practitioners should note that the engagement described in
this SOP is designed only to satisfy the requirements of the Law. The proce
dures, as set forth in this SOP, are not necessarily appropriate for use in any
other engagement.

.08 Although the Department has indicated that an agreed-upon proce
dures engagement pursuant to this SOP can be used to satisfy the require
ments for an assessment of internal control over derivative transactions, the
Department has not agreed to the sufficiency of the procedures included in this
SOP for their purposes.

The Law
Definition of a Derivative
.09 Article 14 of the Law defines a derivative instrument as including
caps, collars, floors, forwards, futures, options, swaps, swaptions, and warrants.
.10 The following definitions are included in the Law and are applicable
when performing the agreed-upon procedures engagement described in this SOP.
Cap—An agreement obligating the seller to make payments to the buyer
with each payment based on the amount by which a reference price or level
or the performance or value of one or more underlying interests exceeds a
predetermined number, sometimes called the strike rate or strike price.
Collar—An agreement to receive payments as the buyer of an option, cap,
or floor and to make payments as the seller of a different option, cap, or
floor.

Floor—An agreement obligating the seller to make payments to the buyer
in which each payment is based on the amount by which a predetermined
number, sometimes called the floor rate or price, exceeds a reference price,
level, performance, or value of one or more underlying interests.

Forward—An agreement (other than a future) to make or take delivery in
the future of one or more underlying interests, or effect a cash settlement,
based on the actual or expected price, level, performance, or value of such
underlying interests, but shall not mean or include spot transactions
effected within customary settlement periods, when-issued purchases, or
other similar cash market transactions.
Future—An agreement traded on a futures exchange, to make or take
delivery of, or effect a cash settlement based on the actual or expected price,
level, performance, or value of one or more underlying interests.

Option—An agreement giving the buyer the right to buy or receive (a call
option), sell or deliver (a put option), enter into, extend or terminate, or
effect a cash settlement based on the actual or expected price, spread, level,
performance, or value of one or more underlying interests.

Swap—An agreement to exchange or to net payments at one or more times
based on the actual or expected price, yield, level, performance, or value of
one or more underlying interests.
Swaption—An option to purchase or sell a swap at a given price and time
or at a series of prices and times. A swaption does not mean a swap with
an embedded option.
AICPA Technical Practice Aids
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Warrant—An instrument that gives the holder the right to purchase or sell
the underlying interest at a given price and time or at a series of prices and
times outlined in the warrant agreement.
.11 Article 14 of the Law permits an insurance company to enter into
replication transactions provided that certain conditions set forth in the Law
are met. A replication transaction is defined in the Law as follows.
A derivative transaction or combination of derivative transactions effected
either separately or in conjunction with cash market investments included in
the insurer’s investment portfolio in order to replicate the investment charac
teristic of another authorized transaction, investment or instrument and/or
operate as a substitute for cash market transactions. A derivative transaction
entered into by the insurer as a hedging transaction or income generation
transaction authorized pursuant to this section [of the Law] shall not be
considered a replication transaction.

Derivative Use Plan
.12 An insurance company entering into derivative transactions must file
a DUP with the Department. The DUP generally should include the following
items:1
•

A certified copy of the authorization by the insurer’s board of directors,
or other similar body, to file the DUP, which should include authori
zation of derivative transactions and an assurance that individuals
responsible for derivative transactions, processes, and controls have
the necessary experience and knowledge

•

A section on management oversight standards including a discussion
of the following:
— Limits on identified risks
— Controls over the nature and amount of identified risks
— Processes for identifying such risks
— Processes for documenting, monitoring, and reporting risk exposure
— Internal audit and review processes that ensure integrity of the
overall risk management process
— Quarterly reporting to the board of directors

•

—

The establishment of risk tolerance levels

—

Management’s measurement and monitoring against those levels

A section on internal control and reporting including a discussion of
the following:
— The existence of controls over the valuation and effectiveness of
derivative instruments
— Credit risk management
— The adequacy of professional personnel
— Technical expertise and systems
— Management reporting
— The review and legal enforceability of derivative contracts be
tween parties

1 Reference should be made to the Law and the Regulation for specific details and exact
requirements.
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•

A section on documentation and reporting requirements which shall
for each derivative transaction document the following:
— The purpose of the transaction
— The assets or liabilities to which the transaction relates
— The specific derivative instrument used
— For over-the-counter (OTC) transactions, the name of the coun
terparty and counterparty exposure amount
— For exchange traded transactions, the name of the exchange and
the name of the firm handling the trade

•

Written guidelines to be followed in engaging in derivative transac
tions. The guidelines should include or address the following:
— The type, maturity, and diversification of derivative instruments
— The limitation on counterparty exposures, including limitations
based on credit ratings
— The limitations on the use of derivatives
— Asset and liability management practices with respect to deriva
tive transactions
— The liquidity needs and the insurance company’s capital and
surplus as it relates to the DUP
— The policy objectives of management specific enough to outline
permissible derivative strategies
— The relationship of the strategies to the insurer’s operations
— How the strategies relate to the insurer’s risk
— A requirement that management establish and execute manage
ment oversight standards as required by the Law
— A requirement that management establish and execute internal
control and reporting standards as required by the Law
— A requirement that management establish and execute documen
tation and reporting standards as required by the Law

•

Guidelines for the insurer’s determination of acceptable levels of basis
risk, credit risk, foreign currency risk, interest rate risk, market risk,
operational risk, and option risk

•

A requirement that the board of directors and senior management
comply with risk oversight functions and adhere to laws, rules, regu
lations, prescribed practices, or ethical standards

Related Professional Standards
AT Section 201, "Agreed-Upon Procedures Engagements,"
Statement on Standards for Attestation Engagements No. 10
.13 Agreed-upon procedures engagements performed to meet the require
ments of the Law are to be performed in accordance with AT section 201,
Agreed-Upon Procedures Engagements, in SSAE No. 10. As described in AT
section 201.03, an agreed-upon procedures engagement is one in which a
practitioner is engaged by a client to issue a report of findings based on specific
procedures performed on the subject matter. Not all of the provisions of AT
section 201 are discussed herein. Rather, this SOP includes guidance to assist
practitioners in the application of selected aspects of AT section 201.
AICPA Technical Practice Aids
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.14 AT section 201.06 states, in part, that the practitioner may perform
an agreed-upon procedures engagement provided that, “.. . (c) the practitioner
and the specified parties agree upon the procedures performed or to be per
formed by the practitioner; and (d) the specified parties take responsibility for
the sufficiency of the agreed-upon procedures for their purposes.”
.15 As previously stated, the letter from the Department states that an
agreed-upon procedures engagement may be used to meet the requirement for
an independent CPA’s assessment of internal control over derivative transac
tions, and acknowledges the use of this SOP in such engagements. Accordingly,
practitioners should not eliminate any of the procedures presented in appendix
B, “Agreed-Upon Procedures for Testing Internal Control Over Derivative
Transactions” [paragraph .37], of this SOP or reduce the extent of the tests.
The Department or the insurance company may request that additional proce
dures be performed and the practitioner may agree to perform such procedures.
In those circumstances, it would be expected that the additional procedures
would be performed in the context of a separate agreed-upon procedures
engagement.
.16 As previously noted, the Department has not agreed to the sufficiency
of the procedures included in this SOP for their purposes. Therefore, the
Department should not be named as a specified party to the agreed-upon
procedures report, and the use ofa practitioner’s agreed-upon procedures report,
issued in accordance with this SOP, should be restricted to the board ofdirectors
and management of the insurance company. Although the Department is not a
specified party, footnote 15 of AT section 101, Attest Engagements, states the
following, in part:
... a regulatory agency as part of its oversight responsibility for an entity may
require access to restricted-use reports in which they are not named as a
specified party.

Statement on Auditing Standards No. 92, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities
.17 Statement on Auditing Standards (SAS) No. 92, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities (AICPA, Pro
fessional Standards, vol. 1, AU sec. 332), provides guidance to auditors in
planning and performing auditing procedures for financial statement asser
tions about derivative instruments, hedging activities, and investments in
securities in a financial statement audit performed in accordance with gener
ally accepted auditing standards. A practitioner performing the agreed-upon
procedures engagement described in this SOP may find it helpful to consider
the guidance in SAS No. 92 and the related audit guide of the same name
supporting SAS No. 92. Specifically, the practitioner should consider AU
sections 332.05 and 332.06 of SAS No. 92 which describe the need for special
skill or knowledge to plan and perform the auditing procedures presented in
SAS No. 92. That same skill and knowledge is needed to perform the proce
dures described in this SOP.
.18 The procedures in this SOP are not designed to meet the requirements
of generally accepted auditing standards for an audit of the financial state
ments of an entity that engages in derivative transactions. In addition, per
forming the audit procedures described in SAS No. 92 would not meet the
requirements of this SOP.
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.19 In an audit of financial statements, the auditor may determine that
he or she will not perform procedures related to derivative transactions be
cause they are not material to the financial statements. There is no require
ment to perform the procedures described in this SOP when performing an
audit of financial statements. In contrast, the Law requires that an assessment
of internal control be performed whether or not the derivative transactions are
material to the insurer’s financial statements. Accordingly, a decision not to
perform procedures related to derivative transactions in an audit of financial
statements, because of immateriality, would not alleviate the requirement to
perform the agreed-upon procedures engagement described herein.

Procedures to Be Performed
.20 The agreed-upon procedures to be performed are directed toward tests
of controls over derivative transactions that occurred during the period covered
by the practitioner’s report. Any projection of the practitioner’s findings to the
future is subject to the risk that because of change, the controls may no longer
be in existence, suitably designed, or operating effectively. Also, the potential
effectiveness of controls over derivative transactions is subject to inherent
limitations and, accordingly, errors or fraud may occur and not be detected.
.21 The procedures to be performed in the agreed-upon procedures en
gagement described in this SOP are presented in appendix B [paragraph .37].
The procedures have been designed so that the findings resulting from the
application of the procedures can be recorded in a tabular format. The findings
for each procedure should be reported as No Exception, Exception, or N/A (not
applicable). If a procedure is not applicable to a particular insurance company,
the procedure should be marked N/A rather than deleted from the report.
.22 Section 1 of appendix B [paragraph .37] of this SOP is applicable to all
insurance companies that enter into derivative transactions. Therefore, the
procedures in section 1 are to be performed in all engagements performed in
accordance with this SOP. Sections 2 through 10 of appendix B [paragraph .37]
of this SOP each address a specific type of derivative. The procedures in those
sections are to be performed only if the insurance company entered into
derivative transactions of the type covered by the section. Sections that address
types of derivatives not used by the insurance company should not be attached
to the agreed-upon procedures report.

.23 If any portion of a procedure results in an exception, the findings for
that entire procedure should be recorded as an exception and described in the
section “Description of Exceptions If Any,” at the end of each section. The
practitioner should provide a brief factual explanation for each exception that
will enable the specified parties to understand the nature of the findings
resulting in the exception. If management informs the practitioner that the
condition giving rise to the exception was corrected by the date of the practi
tioner’s report, the practitioner’s explanation of the exception may include that
information; for example, “Management has advised us that the condition
resulting in the exception was corrected on Month X, 20XX. We have performed
no procedures with respect to management’s assertion.”
.24 A practitioner may perform significant portions of the agreed-upon
procedures engagement before the end of the period covered by the report. If,
during that time, the practitioner identifies conditions that result in an excep
tion in one or more agreed-upon procedures, he or she should report the
exception in the findings section of the agreed-upon procedures report, even if
management corrects the condition prior to the end of the period.
AICPA Technical Practice Aids
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.25 The Law requires the insurance company to provide the Department
with a statement describing the independent CPA’s assessment of the insur
ance company’s internal control over derivative transactions. It also requires
the insurance company to include a description of any remedial actions taken
or proposed to be taken to correct any deficiencies identified by the inde
pendent CPA.

.26 AT section 201.40 states the following.
The practitioner need not perform procedures beyond the agreed-upon proce
dures. However, in connection with the application of agreed-upon procedures,
if matters come to the practitioner’s attention by other means that significantly
contradict the subject matter (or written assertion related thereto) referred to
in the practitioner’s report, the practitioner should include this matter in his
or her report. For example, if during the course of applying agreed-upon
procedures regarding an entity’s internal control, the practitioner becomes
aware of a material weakness by means other than performance of the agreedupon procedures, the practitioner should include this matter in his or her
report.

.27 A practitioner has no obligation to perform procedures beyond the
agreed-upon procedures included in appendix B [paragraph .37] of this SOP.
However, if information indicating a weakness in internal control over deriva
tive transactions comes to the practitioner’s attention by other means, such
information should be included in the practitioner’s report. This would apply
to conditions or events occurring during the subsequent-events period (sub
sequent to the period covered by the practitioner’s report but prior to the date
of the practitioner’s report) that either contradict the findings in the report or
that would have resulted in the reporting of an exception by the practitioner if
that condition or event had existed during the period covered by the report.
However, the practitioner has no responsibility to perform any procedure to
detect such conditions or events.

Establishing an Understanding With the Client
.28 In accordance with AT section 201.10, the practitioner should estab
lish an understanding with the client regarding the services to be performed.
Such an understanding reduces the risk that the client may misinterpret the
objectives and limitations of an agreed-upon procedures engagement per
formed to meet the regulatory requirements of the Law. Such an under
standing also reduces the risk that the client will misunderstand its
responsibilities and the responsibilities of the practitioner. The practitioner
should document the understanding in the working papers, preferably through
a written communication with the client (an engagement letter). The communi
cation should be addressed to the client. Matters that might be included in such
an understanding are the following:
•

A statement confirming that an agreed-upon procedures engagement
is to be performed to meet the requirements of Section 1410(b)(5) of
the Law

•

A statement identifying the procedures to be performed as those set
forth in this SOP

•

A statement identifying the client as the specified party to the agreedupon procedures report
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•

A statement acknowledging the client’s responsibility for the suffi
ciency of the procedures in the SOP

•

A statement acknowledging that the practitioner makes no repre
sentation regarding the sufficiency of the procedures in the SOP

•

A statement describing the responsibilities of the practitioner, includ
ing but not limited to the responsibility to perform the agreed-upon
procedures and to provide the client with a report, and the circum
stances under which the practitioner may decline to issue a report

•

A statement indicating that the engagement will be conducted in
accordance with attestation standards established by the American
Institute of Certified Public Accountants (AICPA)

•

A statement indicating that an agreed-upon procedures engagement
does not constitute an examination, the objective of which would be
the expression of an opinion on the internal control over derivative
transactions, and that if an examination were performed, other mat
ters might come to the practitioner’s attention

•

A statement indicating that the practitioner will not express an
opinion or any other form of assurance

•

A statement describing the client’s responsibility to comply with the
Law and the client’s responsibility for the design and operation of
effective internal control over derivative transactions

•

A statement describing the client’s responsibility for providing accu
rate and complete information to the practitioner

•

A statement indicating that the practitioner has no responsibility for
the completeness or accuracy of the information provided to the
practitioner

•

A statement restricting the use of the report to the client

•

A statement describing any arrangements to involve a specialist

Management Representations
. 29 Although AT section 201 does not require a practitioner to obtain a
representation letter from management in an agreed-upon procedures engage
ment, it is recommended that the practitioner obtain such a letter when
performing the engagement described in this SOP. The representation letter
generally should be signed by the appropriate members of management includ
ing the highest ranking officer responsible for internal control over derivative
transactions. Management’s refusal to furnish written representations that
the practitioner has determined to be appropriate for the engagement consti
tutes a limitation on the performance of the engagement that requires either
modification of the report or withdrawal from the engagement.
. 30 The representations that a practitioner deems appropriate will de
pend on the specific nature of the engagement; however, the practitioner
ordinarily would obtain the following representations from management:
•

A statement acknowledging responsibility for establishing and main
taining effective internal control over derivative transactions

•

A statement that there have been no errors or fraud that might
indicate a weakness in the internal control over derivative transactions
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•

A statement that management has disclosed to the practitioner all
significant deficiencies in the design or operation of the internal
control over derivative transactions

•

A statement that management has disclosed to the practitioner any
communications from regulatory agencies, internal auditors, and
other practitioners or consultants relating to the internal control over
derivative transactions

•

A statement that management has made available to the practitioner
all information they believe is relevant to the internal control over
derivative transactions

•

A statement that management has responded fully to all inquiries
made by the practitioner during the engagement

•

A statement that no events have occurred subsequent to the date as
of which the procedures were applied that would require adjustment
to or modification to responses to the agreed-upon procedures

. 31 An illustrative representation letter is presented in appendix C,
“Illustrative Management Representation Letter” [paragraph .38] of this SOP.
For additional information regarding management’s representations in an
agreed-upon procedures engagement, see AT sections 201.37-.39.

Restriction on the Performance of Procedures
. 32 As previously stated, a practitioner should not agree to do either of the
following.
a.

Eliminate any of the procedures presented in appendix B [paragraph
.37] of this SOP, unless a section is not applicable because the
insurance company did not enter into derivative transactions ad
dressed by the section.

b.

Reduce the extent of the tests in an applicable section.

.33 If circumstances impose restrictions on the performance of the
agreed-upon procedures presented in appendix B [paragraph .37] of this SOP,
the practitioner should describe the restriction(s) in his or her report or
withdraw from the engagement.

Dating the Report
.34 The date of completion of the agreed-upon procedures should be used
as the date of the practitioner’s report.

Effective Date
.35 This SOP is effective upon issuance and is applicable only to agreedupon procedures engagements that address internal control over derivative
transactions required by the Law.

§11,370.31
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Appendix A
Illustrative Agreed-Upon Procedures Report
The following is an illustrative agreed-upon procedures report based on the
guidance in AT section 201, Agreed-Upon Procedures Engagements, in State
ment on Standards for Attestation Engagements (SSAE) No. 10, Attestation
Standards: Revision and Recodification (AICPA, Professional Standards, vol.
1, AT sec. 201).
Independent Accountant’s Report
on Applying Agreed-Upon Procedures

To the Management of ABC Insurance Company:
We have performed the applicable procedures enumerated in the American
Institute of Certified Public Accountants’ Statement of Position (SOP), 01-3,
Performing Agreed-Upon Procedures Engagements That Address Internal Con
trol Over Derivative Transactions as Required by the New York State Insurance
Law, which were agreed to by ABC Insurance Company, solely to assist you in
complying with the requirements of Section 1410(b)(5) of the New York State
Insurance Law, as amended (the Law), which addresses the assessment of
internal control over derivative transactions as defined in Section 1401(a) of
the Law, and Section 178.6(b) of Regulation No. 163 during the year ended
December 31, 20XX. Management of ABC Insurance Company is responsible
for maintaining effective internal control over derivative transactions. This
agreed-upon procedures engagement was conducted in accordance with attesta
tion standards established by the American Institute of Certified Public Ac
countants. The sufficiency of these procedures is solely the responsibility of
ABC Insurance Company. Consequently, we make no representation regarding
the sufficiency of the procedures described in the attached appendix either for
the purpose for which this report has been requested or for any other purpose.
The procedures performed and the findings are included in the attached
appendix.
We were not engaged to and did not conduct an examination, the objective of
which would be the expression of an opinion on the internal control over
derivative transactions of ABC Insurance Company for the year ended Decem
ber 31, 20XX. Accordingly, we do not express such an opinion. Had we per
formed additional procedures, other matters might have come to our attention
that would have been reported to you.
This report is intended solely for the information and use of the management
and Board of Directors of ABC Insurance Company and is not intended to be
and should not be used by anyone other than these specified parties.

[Signature]
[Date]
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Appendix B
Agreed-Upon Procedures for Testing Internal Control
Over Derivative Transactions
The following table lists the types of derivative transactions permitted by the
New York Derivative Law (the Law). We inquired of management of the
insurance company as to whether the insurance company used the type of
derivative addressed by each section, and marked the column entitled “Is the
Section Applicable?” either Yes or No based on management’s response to the
inquiry. For each type of derivative with a Yes response, we performed the
procedures in the applicable section and attached the section to the report. For
each type of derivative with a No response, we did not perform procedures nor
did we attach the applicable section to the report. We compared the types of
derivative reported by the insurance company in its “Schedule of Derivative
Transactions” included in the Annual Statement with the types of derivatives
listed in the following table and found that the types of derivatives included in
the schedule were marked Yes in the table.
Attachments to the Report

Section of the
Agreed-Upon Procedures

§11,370.37

Is the Section
Applicable?

No.

Type ofDerivative

Yes or No

Yes

1

All Derivative Types

2

Cap Contracts

3

Collar Contracts

4

Floor Contracts

5

Forward Contracts

6

Future Contracts

7

Option Contracts

8

Swap Contracts

9

Swaption Contracts

10

Warrant Contracts
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Section 1—All Derivative Types
________ Findings________

Procedures

No
Exception Exception

N/A

The following procedures were performed to
test controls applicable to all derivative trans
actions. The procedures were applied to the
internal control over derivative transactions in
existence during the year ended December 31,
20XX.
Documentation of Controls, Policies,
and Procedures

1. Read the insurance company’s derivative
use plan (DUP), amendments thereto, and
its documentation of controls, policies, and
procedures that describe internal control
over derivative transactions and found that
the DUP and the documentation of controls,
policies, and procedures include a descrip
tion of controls that address the following:
a.

Systems or processes for the periodic
valuation of derivative transactions in
cluding mechanisms for compensating
for any lack of independence in valuing
derivative positions (Valuation)

b.

Systems or processes for determining
whether a derivative instrument used
for hedging or replication has been ef
fective (Effectiveness)

c.

Credit risk management systems or
processes for over-the-counter (OTC)
derivative transactions that measure
credit risk exposure using the counter
party exposure amount and policies for
the establishment of collateral arrange
ments with counterparties (Credit Risk
Management)

d.

Management assessment of the ade
quacy and technical expertise of person
nel associated with derivative transac
tions and systems to implement and
control investment practices involving
derivatives (Professional Competence)

e.

Systems or processes for regular re
ports to management, segregation of
duties, and internal review procedures
(Reporting)
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No
Exception Exception

Procedures

N/A

f. Procedures for conducting initial and
ongoing legal reviews of derivative
transactions including assessments of
contract enforceability (Legal Reviews)

Nontransaction-Specific Procedures
2.

Read the minutes of meetings of the board
of directors and found an indication that
the board of directors of the insurance com
pany approved the DUP and any amend
ments thereto.

3.

Inquired of management as to whether the
DUP and any amendments thereto were
approved by the New York State Insurance
Department and was advised that the
DUP and any amendments thereto were
approved.

4.

Read the minutes of meetings of the board
of directors and found an indication that
the board of directors of the insurance com
pany approved the commitment of finan
cial resources determined by management
to be sufficient to accomplish the objectives
of the insurance company’s DUP.

This procedure does not provide an assessment
of or assurance about the adequacy of the re
sources determined by management to be suffi
cient to accomplish the objectives of the DUP.

In performing the following procedures, the
practitioner should be aware that management
frequently will have designated and will have
in place limits, controls, or procedures that are
more restrictive than those approved for use in
the DUP.
5.

For the year ended December 31, 20XX,
inquired of management and was advised
that—
a. There was monitoring of derivative
transactions by a control staff, such as
internal audit or other internal review
group, that is independent of deriva
tives trading activities.

§11,370.37
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________ Findings________
Procedures

No
Exception Exception

N/A

b. There were procedures in place for de
rivative personnel to obtain, prior to
exceeding limits prescribed by manage
ment, at least oral approval from mem
bers of senior management who are inde
pendent of derivatives trading activities.
c. There were procedures in place for senior
management to address excesses related
to management-established limits and
divergences from management-approved
derivative strategies, and that such man
agement has authority to grant excep
tions to derivatives limits.

d. There were procedures in place requiring
that management be informed when lim
its prescribed in the DUP were exceeded
and for management to approve correc
tive action(s) in such circumstances.
e. There were procedures in place for the
accurate transmittal of derivatives po
sitions to the risk measurement sys
tems when management had imple
mented risk management systems.

f. There were procedures in place for the
performance of appropriate reconcili
ations to ensure data integrity across
the full range of derivatives, including
any new or existing derivatives that
may be monitored apart from the main
processing networks.
g. There were procedures in place for risk
managers and senior management to
define constraints on derivative activi
ties to ensure compliance with the DUP
and to justify excesses with respect to
specified management limits.
h. There were procedures in place for senior
management, an independent group, or
an individual that management desig
nated to perform at least an annual as
sessment of the identified controls and
financial results of the derivative activi
ties to determine that controls were effec
tively implemented and that the insur
ance company’s business objectives and
strategies were achieved.
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________ Findings________

No
Exception Exception

Procedures

N/A

i. There were procedures in place for a re

view of limits in the context of changes in
strategy, risk tolerance of the insurance
company, and market conditions.
Reporting to the Board of Directors or
Committee Thereof

The Law contains provisions regarding man
agement oversight of derivative and replica
tion transactions.

6. Read the minutes of the board of directors
meetings or committees thereof and found
an indication that the board of directors or
committee thereof received, at least quar
terly, a report regarding derivative and
replication transactions.

7. Read one quarterly report referred to in
procedure 6 and found that the report con
tained—
a. A list, or appropriate summaries, of the

following:
(1) Derivative transactions during the
period
(2) Derivative transactions outstand
ing at the end of the period
(3) Unrealized gains or losses on open
derivative positions
(4) Derivative transactions closed dur
ing the period

_______

________

_____

b. A summary of the performance of the

derivatives in comparison to the objec
tive of the derivative transactions
c. An evaluation of the risks and benefits

of the derivative transactions
d. A summary of the amount, type, and

performance of replication transactions
8. If the report referred to in the preceding
procedure was received, reviewed, and ap
proved by a committee of the board of direc
tors, read the minutes of the board of direc
tors meeting and found an indication that a
report of such committee was reviewed at the
next board of directors meeting.
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9.

No
Exception Exception

N/A

Read the board of directors minutes and
found an indication that the board of direc
tors received a report during the year de
scribing the level of knowledge and experi
ence of individuals conducting, monitoring,
controlling, and auditing derivative and rep
lication transactions.

Derivative and Replication Limitations
The Law contains limits on hedging and repli
cation transactions. An insurance company
may enter into hedging or replication transac
tions if, as a result of and after giving effect to
the transaction, the derivative investments
and replication investments do not exceed cer
tain specified percentages of admitted assets.
The following procedures were performed us
ing one analysis per quarter prepared by the
insurance company to monitor compliance
with the limitations.

10. Obtained and read the insurance com
pany’s analysis used to test limitations on
investments in derivatives and replication
transactions and found that the amounts
shown in the analysis indicated that—
a. The aggregate statement value of op
tions, swaptions, caps, floors, and war
rants purchased was not in excess of
seven and one-half percent of the insur
ance company’s admitted assets, per
the last annual statement.
b. The aggregate statement value of op
tions, swaptions, caps, and floors writ
ten was not in excess of three percent of
admitted assets.

c. The aggregate potential exposure of col
lars, swaps, forwards, and futures en
tered into and options, swaptions, caps,
and floors written was not in excess of
six and one-half percent of admitted
assets.
_________

_________

d. The aggregate statement value of all
assets being replicated did not exceed
ten percent of the insurance company’s
admitted assets.
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________ Findings________
No
Exception Exception

Procedures

N/A

e. The extent of derivative transactions did
not exceed the insurance company’s inter
nal limitations or that any excess had been
specifically authorized by management.
11. Inquired of the preparer of the analysis
read in procedure 10 and was advised that
the analysis excluded transactions entered
into to hedge the currency risk of invest
ments denominated in a currency other
than United States dollars.

12. Obtained and read the insurance com
pany’s analysis used to test limitations on
counterparty exposure, as defined in sec
tion 178.3(e) of the Regulation, and found
that the report indicated that—
a. The counterparty exposure under one
or more derivative transactions for any
single counterparty, other than a
“qualified counterparty,” was not in ex
cess of one percent of the insurance
company’s admitted assets.
b. The counterparty exposure under one
or more derivative transactions for all
counterparties, other than qualified
counterparties, was not in excess of
three percent of the insurance com
pany’s admitted assets.

13. If the insurance company required collat
eral arrangements with the counterpar
ties, obtained and read the insurance com
pany’s analysis used to monitor the
adequacy of the collateral held in accord
ance with the terms of the arrangement
and found that the amount of the collateral
held as shown on the analysis was equal to
or in excess of the amount to be held.

Description of Exceptions if Any

Procedure Number
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Findings

Procedures

No
Exception Exception

N/A

Performed the following procedures on se
lected cap contracts to test internal control
over cap transactions. Selected five percent of
each type of cap transaction (that is, purchases
[premium disbursements], sales [premium re
ceipts], and closeouts [closings and settlings of
the position]), with the selections distributed
throughout the year. If five percent of a given
type of transaction exceeded 40, the number of
items selected for that type of transaction was
limited to 40. If five percent of a type of trans
action resulted in less than four items, selected
four or fewer items that represented all the
transactions of that type.

Reporting
1.

2.

Read the insurance company’s derivative
use plan (DUP) and any amendments
thereto and found that the DUP permits
the insurance company to enter into cap
contracts.
_________

_________

For each cap selected for testing, read
management’s documentation describing
the intended use of the cap and performed
the following procedures, as applicable.

For caps used as a hedge—
3.

Determined that the documentation de
scribed the following:
a. The risk hedged
b. How the hedge was consistent with the
overall risk management strategy

c. How the cap was expected to be effec
tive in offsetting the exposure

d. The approach in assessing the effective
ness of the hedge
4.

Determined that the following items were
documented:
a. The purpose(s) of the cap as a hedge
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N/A

b. The terms of the cap, the name of the

counterparty, and the counterparty ex
posure amount
c. The assets or liabilities (or portion

thereof) that the cap hedged
d. Evidence that the cap continued to be

an effective hedge
e. Evidence that the cap was consistent with

the insurance company’s parameters, as
specified in the DUP or applicable com
pany policies and procedures, for entering
into hedge transactions; for example, the
notional amount or underlying

If the cap was an exact offset to an outstanding
cap—
5. Read documentation indicating that the
cap offset an outstanding cap previously
purchased or sold by the insurance com
pany and that the cap was an exact offset
of the market risk of the cap being offset.

For caps used in a replication transaction—
6. Determined that the documentation de
scribed the following:
a. The investment type and charac

teristics replicated
b. How the replication was consistent

with the overall management invest
ment strategy
c. How the cap was expected to be effec

tive in replicating the investment char
acteristics of the replicated investment
d. The approach for assessing the effec

tiveness of the replication transaction
7. Determined that the following items were
documented:
a. The instruments used in the replication
and the investment type and charac
teristics replicated
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Procedures

No
Exception Exception

N/A

b. The terms of the cap, the name of the
counterparty, and the counterparty ex
posure amount

For all selected caps including those that are a
part of a replication transaction—
8.

9.

Obtained a list of individuals, approved by
the board of directors or a committee
thereof, who had the authority to author
ize cap transactions. Compared the name
of the individual who authorized the cap
transaction with the names on the list and
found the name of the individual on the
list.
_________

_________

_____

Based on the details of the transaction
identified in procedure 2 and company pol
icy, compared the terms of the transaction
with the insurance company’s policy re
garding the requirement for the board of
directors or a committee thereof to author
ize the specific transaction tested; for ex
ample, a transaction in which the notional
amount or strike price exceeded a limit
requiring additional approval. If the board
of directors or a committee thereof was
required to approve the transaction, read
minutes of the board of directors or a com
mittee thereof or other appropriate sup
port and found evidence of approval of the
transaction tested.

10. Obtained a list of qualified and nonquali
fied counterparties, approved by the board
of directors or a committee thereof. Com
pared the name of the counterparty in
volved in the cap transaction with names
on the list and found the name of the coun
terparty on the respective qualified or non
qualified list.
11. Determined that the counterparty was
listed as qualified or nonqualified in the
analysis used for monitoring the insurance
company’s limitations on counterparty ex
posure consistent with the classification in
the listing obtained in procedure 10.
AICPA Technical Practice Aids

§11,370.37

31,482

Statements of Position
Findings
No
Exception Exception

Procedures

NIA

12. Obtained a list of individuals authorized
by the board of directors or a committee
thereof to trade cap contracts. Compared
the name of the individual who executed
the purchase, sale, or closeout of the cap
with the names on the list and found the
name of the individual on the list.
13. Obtained a list of individuals authorized to
approve payments relating to caps. Com
pared the name of the individual who ap
proved any payment relating to the cap
with the names on the list and found the
name of the individual on the list.
14. Compared the name of the individual who
approved any payment relating to the cap
with the name of the individual who ap
proved entering into the contract and
found that the names were different.
15. Compared the name of the individual who
received cash or other consideration in con
nection with the cap with the name of the
individual who entered into the contract
and found that the names of the individu
als were different.
16. Obtained the deal ticket and confirmation
for the purchase, sale, or closeout of the cap
and found that the purchase, sale, or
closeout was confirmed by the counter
party.
________

_________

______

17. Compared the name of the individual who
received the deal ticket and confirmation
with the names on a list of individuals
authorized to trade caps and found that
the name was not on the fist.
18. Compared the terms of the cap contract, as
stated on the deal ticket and confirmation,
with the terms of the cap contract recorded
in the insurance company’s accounting re
cords and found them to be in agreement.
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No
Exception Exception

N/A

19. Obtained documentation for one reporting
period (for example, monthly or quarterly),
indicating that the insurance company de
termined that its accounting records for
caps tested in procedure 18, agreed with or
reconciled to the related control account;
for example, the subsidiary ledger to the
general ledger.
20. Obtained the accounting record document
ing modifications, if any, to the cap agree
ment. Compared the name of the individ
ual who approved the modification with a
list of individuals authorized to approve
modifications and found the name of the
individual who approved the modification
on the list.
21. Compared the terms of the cap agreement
recorded in the insurance company’s ac
counting records with the terms shown in
the executed copy of the cap agreement
and found them to be in agreement.

22. Obtained documentation for one reporting
period (for example, monthly or quarterly),
indicating that the insurance company
physically inventoried the cap agree
ments.
_________

_________

23. Using the list of authorized traders ob
tained in procedure 12, compared the
name of the individual who had custody or
access to the cap agreement with the
names of individuals authorized to execute
purchases, sales, or closeouts of cap con
tracts and found that the name of the indi
vidual was not on the list.
24. Compared information regarding the
cap, such as type of derivative, notional
amount, and fair value, with the compara
ble information included in the report to
the board of directors or appropriate com
mittee thereof and found them to be in
agreement.
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No
Exception Exception

Procedures

N/A

25. If the cap should have been included in the
monitoring analysis separately tested in
procedure 10 within section 1, “All Deriva
tive Types,” compared information regard
ing the cap, such as type of derivative,
notional amount, and fair value, with the
comparable information in the monitoring
analysis and found them to be in agreement.
26. Read accounting documentation indicat
ing that the insurance company monitored
periodic cash settlements related to the
cap tested, meaning, the insurance com
pany had controls in place to determine
that periodic cash settlements, if any, were
received.
__________________

Effectiveness of Caps Used As Hedges
and in Replication Transactions
27. Read the insurance company’s documenta
tion of effectiveness and found that the
insurance company evaluated the effec
tiveness of the cap as a hedge or replication
in accordance with the policies regarding
effectiveness.
28. If the cap was no longer effective as a hedge
or replication, compared the action taken
by the insurance company with the action
required by the accounting policies and
procedures and found that the action
taken was consistent with the accounting
policy.

Legal Review
29. Read documentation indicating that the
legal department reviewed the cap agree
ment to assess contract compliance with
the DUP and enforceability.
30. Read documentation indicating that the le
gal department updated its assessment of
agreement enforceability at least annually.
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Procedures

N/A

Valuation

31. Obtained the insurance company’s policies
and procedures for valuing caps and found
that the insurance company determined
the fair value of the cap in accordance with
the policy described in the insurance com
pany’s procedures for the valuation of caps.

32. Read documentation supporting the fair
value of the cap and found that the fair
value was either (a) obtained from an in
dependent source, (b) checked against an
independent source, or (c) calculated inter
nally by an authorized person.
Description of Exceptions if Any

Procedure Number
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Section 3—Collar Contracts
Findings

No
Exception Exception

Procedures

N/A

Performed the following procedures on se
lected collar contracts to test internal control
over collar transactions. Selected five percent
of each type of collar transaction (that is, exe
cutions [entering into a collar transaction in
which the net position at inception may result
in either no cash outlay, cash received, or cash
disbursed] and closeouts [closings and set
tlings of the position]), with the selections dis
tributed throughout the year. If five percent of
a given type of transaction exceeded 40, the
number of items selected for that type of trans
action was limited to 40. If five percent of a
type of transaction resulted in less than four
items, selected four or fewer items that repre
sented all the transactions of that type.

Reporting
1.

Read the insurance company’s derivative
use plan (DUB) and any amendments
thereto and found that the DUP permits
the insurance company to enter into collar
contracts.

2.

For each collar selected for testing, read
management’s documentation describing
the intended use of the collar and per
formed the following procedures, as appli
cable.
________

_________

______

For collars used as a hedge—
3.

Determined that the documentation de
scribed the following:
a. The risk hedged
b. How the hedge was consistent with the
overall risk management strategy

c. How the collar was expected to be effec
tive in offsetting the exposure
d. The approach in assessing the effective
ness of the hedge
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Procedures

4.

No
Exception Exception

N/A

Determined that the following items were
documented:
a. The purpose(s) of the collar as a hedge

b. The terms of the collar, the name of the
counterparty, and the counterparty ex
posure amount
c. The assets or liabilities (or portion
thereof) that the collar hedged
d. Evidence that the collar continued to be
an effective hedge

e. Evidence that the contract was consis
tent with the insurance company’s pa
rameters, as specified in the DUP or
applicable company policies and proce
dures, for entering into hedge transac
tions; for example, the notional amount
or underlying
If the collar was an exact offset of an outstand
ing collar—

5.

Read documentation indicating that the
collar offset an outstanding collar pre
viously purchased or sold by the insurance
company and that the collar was an exact
offset of the market risk of the collar being
offset.
_________

_________

For collars used in a replication transaction—
6.

Determined that the documentation de
scribed the following:
a. The investment type and charac
teristics replicated
b. How the replication was consistent
with the overall management invest
ment strategy

c. How the collar was expected to be effec
tive in replicating the investment char
acteristics of the replicated investment
d. The approach in assessing the effective
ness of the replication transaction
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7.

N/A

Determined that the following items were
documented:
a. The instruments used in the replication
and the investment type and charac
teristics replicated
b. The terms of the collar, the name of the
counterparty, and the counterparty ex
posure amount

For all selected collars including those that are
a part of a replication transaction—
8.

Obtained a list of individuals, approved by
the board of directors or a committee
thereof, who had the authority to author
ize collar transactions. Compared the
name of the individual who authorized the
collar transaction with the names on the
list and found the name of the individual
on the list.

9.

Based on the details of the transaction
identified in procedure 2 and company pol
icy, compared the terms of the transaction
with the insurance company’s policy re
garding the requirement for the board of
directors or a committee thereof to author
ize the specific transaction tested; for ex
ample, a transaction in which the notional
amount or strike price exceeded a limit
requiring additional approval. If the board
of directors or a committee thereof was
required to approve the transaction, read
minutes of the board of directors or a com
mittee thereof or other appropriate sup
port and found evidence of approval of the
transaction tested.

10. Obtained a list of qualified and nonquali
fied counterparties approved by the board
of directors or a committee thereof. Com
pared the name of the counterparty involved
in the collar transaction with names on the
list and found the name of the counter
party on the respective qualified or non
qualified list.
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Procedures

No
Exception Exception

N/A

11. Determined that the counterparty was
listed as qualified or nonqualified in the
analysis used for monitoring the insurance
company’s limitations on counterparty ex
posure consistent with the classification in
the listing obtained in procedure 10.
12. Obtained a list of individuals authorized
by the board of directors or a committee
thereof to trade collar contracts. Com
pared the name of the individual who exe
cuted the execution or closeout of the collar
contract with the names on the list and
found the name of the individual On the
list.
_________

_________

_____

13. Obtained a list of individuals authorized to
approve payments relating to collars.
Compared the name of the individual who
approved any payment relating to the col
lar with the names on the list and found
the name of the individual on the list.
14. Compared the name of the individual who
approved any payment relating to the col
lar with the name of the individual who
approved entering into the contract and
found that the names were different.
15. Compared the name of the individual who
received cash or other consideration in con
nection with the collar with the name of
the individual who entered into the con
tract and found that the names of the indi
viduals were different.

16. Obtained the deal ticket and confirmation
for the execution or closeout of the collar
and found that the execution or closeout
was confirmed by the counterparty.
17. Compared the name of the individual who
received the deal ticket and confirmation
with the names on a list of individuals
authorized to trade collars and found that
the name was not on the list.
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No
Exception Exception

Procedures

N/A

18. Compared the terms of the collar contract,
as stated on the deal ticket and confirma
tion, with the terms of the collar contract
recorded in the insurance company’s ac
counting records and found them to be in
agreement.

19. Obtained documentation for one reporting
period (for example, monthly or quarterly)
indicating that the insurance company de
termined that its accounting records for
collars, tested in procedure 18, agreed with
or reconciled to the related control account;
for example, the subsidiary ledger to the
general ledger.
20. Obtained the accounting record document
ing modifications, if any, to the collar
agreement. Compared the name of the in
dividual who approved the modification
with a list of individuals authorized to
approve modifications and found the name
of the individual who approved the modifi
cation on the list.
21. Compared the terms of the collar agree
ment recorded in the insurance company’s
accounting records with the terms shown
in the executed copy of the collar agree
ment and found them to be in agreement.
22. Obtained documentation for one reporting
period (for example, monthly or quarterly),
indicating that the insurance company
physically inventoried the collar agreement.

23. Using the list of authorized traders ob
tained in procedure 12, compared the
name of the individual who had custody or
access to the collar contracts with the
names of individuals authorized to enter
into trades, executions, or closeouts of col
lar contracts and found that the name of
the individual was not on the list.
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No
Exception Exception

N/A

24. Compared information regarding the col
lar, such as type of derivative, notional
amount, and fair value, with the compara
ble information included in the report to
the board of directors or appropriate com
mittee thereof and found them to be in
agreement.
25. If the collar should have been included in
the monitoring analysis separately tested
in procedure 10 within section 1, “All De
rivative Types,” compared information re
garding the collar, such as type of deriva
tive, notional amount, and fair value, with
the comparable information in the moni
toring analysis and found them to be in
agreement.

26. Read accounting documentation indicat
ing that the insurance company monitored
periodic cash settlements related to the
collar tested, meaning, the insurance com
pany had controls in place to determine
that periodic cash settlements, if any, were
received.
_________

_________

Effectiveness of Collars Used As Hedges
and in Replication Transactions
27. Read the insurance company’s documenta
tion of effectiveness and found that the
insurance company evaluated the effec
tiveness of the collar as a hedge or replica
tion in accordance with the policies regard
ing effectiveness.
28. If the collar was no longer effective as a
hedge or replication, compared the action
taken by the insurance company with the
action required by the accounting policies
and procedures and found that the action
taken was consistent with the accounting
policy.
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Procedures

N/A

Legal Review
29. Read documentation indicating that the
legal department reviewed the collar
agreement to assess contract compliance
with the DUP and enforceability.
30. Read documentation indicating that the le
gal department updated its assessment of
agreement enforceability at least annually.

Valuation
31. Obtained the insurance company’s policies
and procedures for valuing collars and
found that the insurance company deter
mined the fair value of the collar in accord
ance with the policy described in the in
surance company’s procedures for the
valuation of collars.
32. Read documentation supporting the fair
value of the collar and found that the fair
value was either (a) obtained from an in
dependent source, (b) checked against an
independent source, or (c) calculated inter
nally by an authorized individual.

Description of Exceptions if Any
Procedure Number
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Section 4—Floor Contracts
Findings

Procedures

No
Exception Exception

N/A

Performed the following procedures on se
lected floor contracts to test internal control
over floor transactions. Selected five percent of
each type of floor transaction (that is, pur
chases [premium disbursements], sales [pre
mium receipts], and closeouts [closings and
settlings of the position]), with the selections
distributed throughout the year. If five percent
of a given type of transaction exceeded 40, the
number of items selected for that type of trans
action was limited to 40. If five percent of a
type of transaction resulted in less than four
items, selected four or fewer items that repre
sented all the transactions of that type.

Reporting
1.

Read the insurance company’s derivative
use plan (DUP) and any amendments
thereto and found that the DUP permits
the insurance company to enter into floor
contracts.

2.

For each floor selected for testing, read
management’s documentation describing
the intended use of the floor and performed
the following procedures, as applicable.

For floors used as a hedge—
3.

Determined that the documentation de
scribed the following:

a. The risk hedged

b. How the hedge was consistent with the
overall risk management strategy
c. How the floor was expected to be effec
tive in offsetting the exposure
d. The approach in assessing the effective
ness of the hedge
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4.
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Determined that the following items were
documented:
a. The purpose(s) of the floor as a hedge

b. The terms of the floor, the name of the
counterparty, and the counterparty ex
posure amount
c. The assets or liabilities (or portion
there
of) that the floor hedged
d. Evidence that the floor continued to be
an effective hedge
e. Evidence that the floor was consistent
with the insurance company’s parame
ters, as specified in the DUP or applicable
company policies and procedures for en
tering into hedge transactions; for exam
ple, the notional amount or underlying
If the floor was an exact offset of an outstand
ing floor—

5.

Read documentation indicating that the
floor offset an outstanding floor previously
purchased or sold by the insurance com
pany and that the floor was an exact offset
of the market risk of the floor being offset.

For floors used in a replication transaction—

6.

Determined that the documentation de
scribed the following:
a. The investment type and charac
teristics replicated

b. How the replication was consistent
with the overall management invest
ment strategy
c. How the floor was expected to be effec
tive in replicating the investment char
acteristics of the replicated investment

d. The approach in assessing the effective
ness of the replication transaction

§11,370.37
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________ Findings________
Procedures

7.

No
Exception Exception

N/A

Determined that the following items were
documented:

a. The instruments used in the replication
and the investment type and charac
teristics replicated
b. The terms of the floor, the name of the
counterparty, and the counterparty ex
posure amount

For all selected floors including those that are
a part of a replication transaction—
8.

9.

Obtained a list of individuals approved by
the board of directors or a committee
thereof who had the authority to authorize
floor transactions. Compared the name of
the individual who authorized the floor
transaction with the names on the list and
found the name of the individual on the
list.
_________

_________

_____

Based on the details of the transaction
identified in procedure 2 and company pol
icy, compared the terms of the transaction
with the insurance company’s policy re
garding the requirement for the board of
directors or a committee thereof to author
ize the specific transaction tested; for ex
ample, a transaction in which the notional
amount or strike price exceeded a limit
requiring additional approval. If the board
of directors or a committee thereof was
required to approve the transaction, read
minutes of the board of directors or a com
mittee thereof or other appropriate sup
port and found evidence of approval of the
transaction tested.

10. Obtained a list of qualified and nonquali
fied counterparties, approved by the board
of directors or a committee thereof. Com
pared the name of the counterparty in
volved in the floor transaction with names
on the list and found the name of the coun
terparty on the respective qualified or non
qualified list.
AICPA Technical Practice Aids
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Statements of Position
________ Findings________
No
Exception Exception

Procedures

N/A

11. Determined that the counterparty was
listed as qualified or nonqualified in the
analysis used for monitoring the insurance
company’s limitations on counterparty ex
posure consistent with the classification in
the listing obtained in procedure 10.
12. Obtained a list of individuals authorized
by the board of directors or a committee
thereof to trade floor contracts. Compared
the name of the individual who executed
the purchase, sale, or closeout of the floor
with the names on the list and found the
name of the individual on the list.
13. Obtained a list of individuals authorized to
approve payments relating to floors. Com
pared the name of the individual who ap
proved any payment relating to the floor
with the names on the list and found the
name of the individual on the list.
14. Compared the name of the individual who
approved any payment relating to the floor
with the name of the individual who ap
proved entering into the contract and
found that the names were different.

15. Compared the name of the individual who
received cash or other consideration in con
nection with the floor with the name of the
individual who entered into the contract
and found that the names of the individu
als were different.
16. Obtained the deal ticket and confirmation
for the purchase, sale, or closeout of the
floor and found that the purchase, sale, or
closeout was confirmed by the counter
party.
_______

________

_____

17. Compared the name of the individual who
received the deal ticket and confirmation
with the names on a list of individuals
authorized to trade floors and found that
the name was not on the list.
§11,370.37
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Findings
Procedures

No
Exception Exception

N/A

18. Compared the terms of the floor contract,
as stated on the deal ticket and confirma
tion, with the terms of the floor contract
recorded in the insurance company’s ac
counting records and found them to be in
agreement.
19. Obtained documentation for one reporting
period (for example, monthly or quarterly),
that the insurance company determined
that its accounting records for floors,
tested in procedure 18, agreed with or rec
onciled to the related control account; for
example, the subsidiary ledger to the gen
eral ledger.

20. Obtained the accounting record document
ing modifications, if any, to the floor agree
ment. Compared the name of the individ
ual who approved the modification with a
list of individuals authorized to approve
modifications and found the name of the
individual who approved the modification
on the list.
21. Compared the terms of the floor agree
ment recorded in the insurance company’s
accounting records with the terms shown
in the executed copy of the floor agreement
and found them to be in agreement.
22. Obtained documentation for one reporting
period (for example, monthly or quarterly),
indicating that the insurance company
physically inventoried the floor agreements.

23. Using the list of authorized traders ob
tained in procedure 12, compared the
name of the individual who had custody or
access to the floor agreement with the
names of individuals authorized to execute
purchases, sales, or closeouts of floor con
tracts and found that the name was not on
the list.
_________
AICPA Technical Practice Aids
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Findings

No
Exception Exception

Procedures

N/A

24. Compared information regarding the floor,
such as type of derivative, notional amount,
and fair value, with the comparable infor
mation included in the report to the board of
directors or appropriate committee thereof
and found them to be in agreement.

25. If the floor should have been included in
the monitoring analysis separately tested
in procedure 10 within section 1, “All De
rivative Types,” compared information re
garding the floor, such as type of deriva
tive, notional amount, and fair value, with
the comparable information in the moni
toring analysis and found them to be in
agreement.
26. Read accounting documentation indicat
ing that the insurance company monitored
periodic cash settlements related to the
floor tested, meaning, the insurance com
pany had controls in place to determine
that periodic cash settlements, if any, were
received.
__________________

Effectiveness of Floors Used As Hedges
and in Replication Transactions
27. Read the insurance company’s documenta
tion of effectiveness and found that the
insurance company evaluated the effec
tiveness of the floor as a hedge or replica
tion in accordance with the policies regard
ing effectiveness.
28. If the floor was no longer effective as a
hedge or replication, compared the action
taken by the insurance company with the
action required by the accounting policies
and procedures and found that the action
taken was consistent with the accounting
policy.
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________ Findings________
No
Exception Exception

Procedures

N/A

Legal Review
29. Read documentation indicating that the
legal department reviewed the floor agree
ment to assess contract compliance with
the DUP and enforceability.
30. Read documentation indicating that the le
gal department updated its assessment of
agreement enforceability at least annually.

Valuation
31. Obtained the insurance company’s policies
and procedures for valuing floors and
found that the insurance company deter
mined the fair value of the floor in ac
cordance with the policy described in the
insurance company’s procedures for the
valuation of floors.

32. Read documentation supporting the fair
value of the floor and found that the fair
value was either (a) obtained from an in
dependent source, (b) checked against an
independent source, or (c) calculated inter
nally by an authorized individual.

Description of Exceptions if Any

Procedure Number

AICPA Technical Practice Aids

Description of Exception
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Section 5—Forward Contracts
Findings

No
Exception Exception

Procedures

N/A

Performed the following procedures on se
lected forward contracts to test internal con
trol over forward transactions. Selected five
percent of each type of forward transaction,
with the selections distributed throughout the
year. These are, (1) forward contracts entered
into to make delivery, (2) forward contracts
entered into to take delivery, (3) forward con
tracts settled by making delivery, (4) forward
contracts settled by taking delivery, (5) for
ward contracts settled by cash. If five percent
of a given type of transaction exceeded 40, the
number of items selected for that type of trans
action was limited to 40. If five percent of a
type of transaction resulted in less than four
items, selected four or fewer items that repre
sented all of the transactions of that type.

Reporting
1.

Read the insurance company’s derivative
use plan (DUP) and any amendments
thereto and found that the DUP permits
the insurance company to enter into for
ward contracts.

2.

For each forward selected for testing,
read management’s documentation de
scribing the intended use of the forward
and performed the following procedures,
as applicable.

For forward contracts used as a hedge—
3.

Determined that the documentation de
scribes the following:
a. The risk hedged

b. How the hedge was consistent with the
overall risk management strategy
c. How the forward was expected to be
effective in offsetting the exposure
d. The approach in assessing the effective
ness of the hedge
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Findings
Procedures

No
Exception Exception

N/A

4. Determined that the following items were
documented:
a.

The purpose(s) of the forward as a
hedge
________

b.

The terms of the forward, the name of
the counterparty, and the counterparty
exposure amount

c.

The assets or liabilities (or portion
thereof) that the forward hedged

d.

The specific forward contract used in
the hedge

e.

Evidence that the forward continued to
be an effective hedge

f.

Evidence that the forward was consis
tent with the insurance company’s pa
rameters, as specified in the DUP or
applicable company policies and proce
dures, for entering into hedge transac
tions; for example, the notional amount
or underlying

________

If the forward was an exact offset of an out
standing forward—
5. Read documentation indicating that the
forward offset an outstanding forward pre
viously purchased or sold by the insurance
company and that the forward was an ex
act offset of the market risk of the forward
being offset.

For forwards used in a replication transac
tion—
6. Determined that the documentation de
scribed the following:
a.

The investment type and charac
teristics replicated

b.

How the replication was consistent
with the overall management invest
ment strategy

AICPA Technical Practice Aids
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________ Findings________
No
Exception Exception

Procedures

N/A

c. How the forward was expected to be effec
tive in replicating the investment charac
teristic of the replicated investment

d. The approach for assessing the effec
tiveness of the replication transaction

7.

Determined that the following items were
documented:
a. The instruments used in the replication
and the investment type and charac
teristics replicated
b. The terms of the forward contract, the
name of the counterparty, and the coun
terparty exposure amount

For all selected forwards, including those that
are a part of the replication transaction—
8.

Obtained a list of individuals, approved by
the board of directors or a committee
thereof who had the authority to authorize
forward transactions. Compared the name
of the individual who authorized the for
ward transaction with the names on the
list and found the name of the individual
on the list.

9.

Based on the details of the transaction
identified in procedure 2 and company pol
icy, compared the terms of the transaction
with the insurance company’s policy re
garding the requirement for the board of
directors or a committee thereof to author
ize the specific transaction tested; for ex
ample, a transaction in which the notional
amount exceeded a limit requiring addi
tional approval. If the board of directors or
a committee thereof was required to ap
prove the transaction, read minutes of the
board of directors or a committee thereof
or other appropriate support and found
evidence of approval of the transaction
tested.
________
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Findings
Procedures

No
Exception Exception

N/A

10. Obtained a list of qualified and nonquali
fied counterparties, approved by the board
of directors or a committee thereof. Com
pared the name of the counterparty in
volved in the forward transaction with
names on the list and found the name of
the counterparty on the respective quali
fied or nonqualified list.

11. Determined that the counterparty was
listed as qualified or nonqualified in the
analysis used for monitoring the insurance
company’s limitations on counterparty ex
posure consistent with the classification in
the listing obtained in procedure 10.

12. Obtained a list of individuals authorized
by the board of directors or committee
thereof to trade forward contracts. Com
pared the name of the individual who exe
cuted the purchase or sale of the forward
with the names on the list and found the
name of the individual on the list.
13. Obtained a list of individuals authorized to
approve settlements or payments related
to forward contracts. For the purchase and
any transaction subsequent to purchase,
compared the name of the individual who
approved any payment or settlement of
funds in connection with the forward con
tract with the names on the list and found
the name of the individual on the list.
14. Compared the name of the individual who
approved any settlement or payment relat
ing to the forward with the name of the
individual who approved entering into the
contract and found that the names were
different.
_________

_________

15. Compared the name of the individual who
received cash or other consideration in con
nection with the forward with the name of
the individual who entered into the con
tract and found that the names of the indi
viduals were different.
AICPA Technical Practice Aids
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Findings

No
Exception Exception

Procedures

N/A

16. Obtained the deal ticket and confirmation
for the purchase or sale of the forward
contract and found that the purchase or
sale was confirmed by the counterparty.
17. Compared the name of the individual who
received the deal ticket and confirmation
with the names on a list of individuals
authorized to trade forwards and found
that the name was not on the list.
18. Compared the terms of the forward con
tract, as stated on the deal ticket and con
firmation, with the terms of the forward
contract recorded in the insurance com
pany’s accounting records and found them
to be in agreement.
19. Obtained documentation for one reporting
period, (for example, monthly or quar
terly), that the insurance company deter
mined that its accounting records for for
wards, testedin procedure 18, agreed with
or reconciled to the related control account,
(for example, the subsidiary ledger to the
general ledger).

20. Obtained the accounting record document
ing modifications, if any, to the forward
contract. Compared the name of the indi
vidual who approved the modification with
a list of individuals authorized to approve
modifications and found the name of the
individual who approved the modification
on the list.
21. For one reporting period, (for example,
monthly or quarterly), obtained the insur
ance company’s documentation of the ex
istence of the forward contract and found
that the insurance company either (a) ob
tained a statement from the custodian con
firming the existence of the forward con
tract, (b) physically inventoried the forward
contract, or (c) obtained a statement from
the counterparty acknowledging the exist
ence of the forward contract.
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Findings

Procedures

No
Exception Exception

N/A

22. Using the list of authorized traders ob
tained in procedure 12, compared the
name of the individual who had custody or
access to the forward with the names of
individuals authorized to execute pur
chases and sales of forwards and found
that the name was not on the list.
23. Compared information regarding the for
ward, such as type of derivative, notional
amount, and fair value, with the compara
ble information included in the report to
the board of directors or appropriate com
mittee thereof and found them to be in
agreement.
24. If the forward should have been included
in the monitoring analysis separately
tested in step 10 within section 1, “All
Derivative Types,” compared information
regarding the forward, such as type of de
rivative, notional amount, and fair value,
with the comparable information in the
monitoring analysis and found them to be
in agreement.

Effectiveness of Forward Contracts
Used As Hedges and in Replication
Transactions
25. Read the insurance company’s documenta
tion of effectiveness and found that the
insurance company evaluated the effec
tiveness of the forward as a hedge or rep
lication in accordance with the policies re
garding effectiveness.

26. If the forward was no longer effective as a
hedge or replication, compared the action
taken by the insurance company with the
action required by the accounting policies
and procedures and found that the action
taken was consistent with the accounting
policy.
_________
AICPA Technical Practice Aids

_________
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Findings
No
Exception Exception

Procedures

N/A

Legal Review
27. Read documentation indicating that the
legal department reviewed the forward
contract to assess contract compliance
with the DUP and enforceability.
28. Read documentation indicating that the
legal department updated its assessment
ofcontract enforceability at least annually.

Valuation
29. Obtained the insurance company’s policies
and procedures for valuing forwards and
found that the insurance company deter
mined the fair value of the forward in
accordance with the policy described in the
insurance company’s procedures for valu
ation of forwards.
30. Read documentation supporting the fair
value of the forward contract and found that
the fair value was either (a) obtained from
an independent source, (b) checked against
an independent source, or (c) calculated in
ternally by an authorized individual.

Description of Exceptions if Any
Procedure Number
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Section 6—Futures Contracts
Findings

No
Exception Exception

Procedures

N/A

Performed the following procedures on se
lected futures contracts to test internal control
over futures transactions. Selected five per
cent of each type of futures transaction, with
the selections distributed throughout the year.
These are purchases, sales, and cash settle
ments (closeouts of a position). If five percent
of a given type of transaction exceeded 40, the
number of items selected for that type of trans
action was limited to 40. If five percent of a
type of transaction resulted in less than four
items, selected four or fewer items that repre
sented all of the transactions of that type.

Reporting
1.

Read the insurance company’s derivative
use plan (DUP) and any amendments
thereto and found that the DUP permits
the insurance company to trade futures.

2.

For each futures transaction selected for
testing, read management’s documenta
tion describing the intended use of the
futures and performed the following proce
dures, as applicable.

For futures used as a hedge—
3.

Determined that the documentation de
scribes the following:
a. The risk hedged

b. How the hedge was consistent with the
overall risk management strategy
c. How the futures position was expected
to be effective in offsetting the exposure

-

d. The approach in assessing the effective
ness of the hedge
AICPA Technical Practice Aids
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No
Exception Exception

Procedures

4.

N/A

Determined that the following items were
documented:
a. The purpose(s) of the futures as a hedge
b. The terms of the futures transaction
and the name of the exchange and
firm(s) handling the trade

c. The assets or liabilities (or portion
thereof) that the futures transaction
hedged
________

_________

d. Evidence that the futures contract con
tinued to be an effective hedge

e. Evidence that the futures position was
consistent with the insurance com
pany’s parameters, as specified in the
DUP or applicable company policies
and procedures for futures transac
tions; for example, the notional amount
or underlying

For futures transactions that were an exact
offset of an outstanding futures transaction—

5.

Read documentation indicating that the
futures transaction offset an outstanding
futures position previously purchased or
sold by the insurer and that the futures
transaction was an exact offset of the mar
ket risk ofthe futures position being offset.

For futures used in a replication transaction—
6.

Determined that the documentation de
scribed the following:

a. The investment type and characteristics
replicated
b. How the replication was consistent
with the overall management invest
ment strategy

c. How the futures position was expected
to be effective in replicating the invest
ment characteristics of the replicated
investment

d. The approach in assessing the effective
ness of the replication transaction
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Findings

Procedures

7.

No
Exception Exception

N/A

Determined that the following items were
documented:
a. The instruments used in the replication
and the investment type and charac
teristics replicated
b. The terms of the futures transaction
and the name of the exchange and the
firm(s) handling the trade

c. The specific futures contract used in the
replication

For all selected futures including those that
are a part of the replication transaction—
8.

9.

Obtained a list of individuals, approved by
the board of directors or a committee
thereof, who had the authority to author
ize futures trades. Compared the name of
the individual who authorized the futures
transaction with the names on the list and
found the name of the individual on the
list.
_________

_________

_____

Based on the details of the transaction
identified in procedure 2 and company pol
icy, compared the terms of the transaction
with the insurance company’s policy re
garding the requirement for the board of
directors or a committee thereof to author
ize the specific transaction tested; for ex
ample, a transaction in which the notional
amount exceeded a limit requiring addi
tional approval. If the board of directors or
a committee thereof was required to ap
prove the transaction, read minutes of the
board of directors or a committee thereof or
other appropriate support and found evi
dence of approval of the transaction tested.

10. Obtained a list of individuals authorized
by the board of directors or committee
thereof to trade futures contracts. Com
pared the name of the individual who exe
cuted the purchase or sale of the futures
contract with the names on the list and
found the name of the individual on the
list.
_________
AICPA Technical Practice Aids
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Findings
No
Exception Exception

Procedures

11. Obtained a list of individuals authorized to
approve settlements or disbursements re
lated to futures transactions. For pur
chases and transactions subsequent to
purchase or sale of the futures contract,
compared the name of the individual who
approved any settlement of funds relating
to the futures with the names on the list
and found the name of the individual on
the list.
________

N/A

_________

12. Compared the name of the individual who
approved any payment relating to the fu
tures with the name of the individual who
approved entering into the contract and
found that the names were different.
13. Compared the name of the individual who
received cash or other consideration in con
nection with the futures with the name of
the individual who entered into the con
tract and found that the names of the indi
viduals were different.
14. Obtained the deal ticket and confirmation
for the purchase, expiration, or sale of the
futures contracts and found that the pur
chase, sale, or expiration of the futures
contract was confirmed by the deal ticket
and confirmation.

15. Compared the terms of the futures trans
action, as stated on the deal ticket and
confirmation, with the terms of the trans
action recorded in the insurance com
pany’s accounting records and found them
to be in agreement.

16. Obtained documentation for one reporting
period, (for example, monthly or quar
terly), that the insurance company deter
mined that its accounting records for fu
tures, tested in procedure 15, agreed with
or reconciled to the related control account,
(for example, the subsidiary ledger to the
general ledger).
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Findings

Procedures

No
Exception Exception

N/A

17. For one reporting period, (for example,
monthly or quarterly), obtained the insur
ance company’s documentation of the ex
istence of the futures contracts and found
that the insurance company obtained
statements from the futures counterparty(ies) or broker(s) confirming the fu
tures transactions and positions.

18. Compared information regarding the fu
tures contract, such as type of derivative,
notional amount, and fair value, with the
comparable information included in the
report to the board of directors or appropri
ate committee thereof and found them to
be in agreement.
19. If the futures position should have been
included in the monitoring analysis sepa
rately tested in procedure 10 within sec
tion 1, “All Derivative Types,” compared
information regarding the futures con
tract, such as type of derivative, notional
amount, and fair value, with the compara
ble information in the monitoring analysis
and found them to be in agreement.

Effectiveness of Futures Used
As Hedges and in Replication
Transactions
20. Read the insurance company’s documenta
tion of effectiveness and found that the
insurance company evaluated the effec
tiveness of the futures position as a hedge
or replication in accordance with the poli
cies regarding effectiveness.

21. If the futures position was no longer effec
tive as a hedge or replication, compared
the action taken by the insurance company
with the action required by the company
policies and procedures and found that the
action taken was consistent with the ac
counting policy.
AICPA Technical Practice Aids
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________ Findings________
No
Exception Exception N/A

Procedures

Valuation

22. Obtained the insurance company’s policies
and procedures for valuing positions and
found that the insurance company deter
mined the valuation of the futures contract
in accordance with the policy described in
the insurance company’s procedures for
valuation of futures.
23. Read documentation supporting the mar
ket price of the futures contract and found
that the market price was obtained from
an independent source.

Description of Exceptions if Any
Procedure Number
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Section 7—Option Contracts
Findings
Procedures

No
Exception Exception

N/A

Performed the following procedures on se
lected option contracts to test internal control
over option transactions. Selected five percent
of each type of option transaction (that is,
purchases, sales, expirations, and exercises),
with the selections distributed throughout the
year. If five percent of a given type of transac
tion exceeded 40, the number of items selected
for that type of transaction was limited to 40.
If five percent of a type of transaction resulted
in less than four items, selected four or fewer
items that represented all of the transactions
of that type.

Reporting
1.

Read the insurance company’s derivative
use plan (DUP) and any amendments
thereto and found that the DUP permits
the insurance company to trade or enter
into option contracts.

2.

For each option selected for testing, read
management’s documentation describing
the intended use of the option and performed
the following procedures, as applicable.

For options used as a hedge—
3.

Determined that the documentation de
scribed the following:

a. The risk hedged

b. How the hedge was consistent with the
overall risk management strategy
c. How the option was expected to be ef
fective in offsetting the exposure
d. The approach in assessing the effective
ness of the hedge
AICPA Technical Practice Aids
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Findings
No
Exception Exception

Procedures

4.

N/A

Determined that the following items were
documented:
a. The purpose(s) of the option as a hedge
b. For over-the-counter (OTC) options, the
terms of the option, the name of the
counterparty, and the counterparty ex
posure amount

c. For exchange-traded options, the term
of the option, the name of the exchange,
and the name of the firm(s) handling
the trade

__________________

d. The assets or liabilities (or portion
thereof) that the option hedged

e. For OTC and exchange-traded options,
the specific option used in the hedge

f. Evidence that the option continued to
be an effective hedge
g. Evidence that the option was consistent
with the insurance company’s parame
ters, as specified in the DUP or applica
ble company policies and procedures,
for entering into hedge transactions; for
example, the notional amount, or un
derlying
________

_________

If the option transaction was (a) for income
generation and was for the sale of a call option
on securities or (6) an exact offset to an out
standing option—
5.

Read the documentation supporting the
transaction which indicated that the in
surance company was holding or could im
mediately acquire through the exercise of
options, warrants, or conversion rights al
ready owned, the underlying securities
during the entire period the option was
outstanding.

6.

Read documentation indicating that the
option offset an outstanding option pre
viously purchased or sold by the insurance
company and that the option was an exact
offset to the market risk of the option being
offset.
________
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Findings
Procedures

No
Exception Exception

N/A

For options used in a replication transaction—
7. Determined that the documentation de
scribed the following:
a.

The investment type and characteristics
replicated

b.

How the replication was consistent
with the overall management invest
ment strategy

c.

How the option was expected to be effec
tive in replicating the investment charac
teristics of the replicated investment

d.

The approach in assessing the effective
ness of the replication transaction

8. Determined that the following items were
documented:
a.

The instruments used in the replication
and the investment type and charac
teristics replicated
________

b.

The specific option used in the replication

c. For OTC options, the terms of the op
tion, the name of the counterparty, and
the counterparty exposure amount
d.

For exchange-traded options, the name
of the exchange and the firm(s) han
dling the trade

For all selected options, including those that
are a part of a replication transaction—

9. Obtained a list of individuals, approved by
the board of directors or a committee
thereof, who had the authority to author
ize option transactions. Compared the
name of the individual who authorized the
option transaction with the names on the
list and found the name of the individual
on the list.
AICPA Technical Practice Aids

§11,370.37

31,516

Statements of Position
Findings

No
Exception Exception

Procedures

N/A

10. Based on the details of the transaction
identified in procedure 2 and company pol
icy, compared the terms of the transaction
with the insurance company’s policy re
garding the requirement for the board of
directors or a committee thereof to author
ize the specific transaction tested; for ex
ample, a transaction in which the notional
amount exceeded a limit requiring addi
tional approval. If the board of directors or
a committee thereof was required to ap
prove the transaction, read minutes of the
board of directors or a committee thereof
or other appropriate support and found evi
dence of approval of the transaction tested.
11. Obtained a list of qualified and nonquali
fied counterparties, approved by the board
of directors or a committee thereof. Com
pared the name of the counterparty in
volved in the option transaction with
names on the list and found the name of
the counterparty on the respective quali
fied or nonqualified list.
12. For OTC options, determined that the
counterparty was listed as qualified or
nonqualified in the analysis used for moni
toring the insurance company’s limita
tions on counterparty exposure consistent
with the classification in the listing ob
tained in procedure 11.

13. Obtained a list of individuals authorized
by the board of directors or committee
thereof to trade option contracts. Com
pared the name of the individual who exe
cuted the purchase, sale, or exercise of the
option with the names on the list and found
the name of the individual on the list.
14. Obtained a list of individuals authorized to
approve payments relating to options con
tracts. Compared the name of the individ
ual who approved any payment relating to
the option with the names on the list and
found the name of the individual on the list.
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Procedures

No
Exception Exception

N/A

15. Compared the name of the individual who
approved any payment relating to the op
tion with the name of the individual who
approved entering into the contract and
found that the names were different.
16. Compared the name of the individual who
received cash or other consideration in con
nection with the option with the name of
the individual who entered into the con
tract and found that the names of the indi
viduals were different.

17. Obtained the deal ticket and confirmation
for the purchase, sale, or exercise of the
option and found that the purchase, sale,
or exercise of the option was confirmed by
the counterparty or firm handling the
transaction.
18. Compared the name of the individual who
received the deal ticket and confirmation
with the names on a list of individuals
authorized to trade options and found that
the name was not on the list.
19. Compared the terms of the option contract,
as stated on the deal ticket and confirma
tion, with the terms of the option contract
recorded in the insurance company’s ac
counting records and found them to be in
agreement.

20. Obtained documentation for one reporting
period, (for example, monthly or quar
terly), indicating that the insurance com
pany determined whether its accounting
records for options, tested in procedure 19,
agreed with or reconciled to the related
control account, (for example, the subsidi
ary ledger to the general ledger).
21. Obtained the accounting record document
ing modifications, if any, to the option
transaction. Compared the name of the
individual who approved the modification
with a list of individuals authorized to
approve modifications and found the name
of the individual who approved the modifi
cation on the list.
AICPA Technical Practice Aids
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No
Exception Exception

Procedures

NIA

22. Obtained documentation for one reporting
period, (for example, monthly or quar
terly), indicating that the insurance com
pany obtained a statement from the coun
terparty confirming the existence of the
option position.

23. Using the list of authorized traders ob
tained in procedure 13, compared the
name of the individual who had custody of
or access to the option documentation with
the names of individuals authorized to
purchase, sell, or exercise the option and
found that the name was not on the list.

24. Compared information regarding the op
tion, such as type of derivative, notional
amount, and fair value, with the compara
ble information included in the report to
the board of directors or appropriate com
mittee thereof and found them to be in
agreement.
25. If the option should have been included in
the monitoring analysis separately tested
in procedure 10 within section 1, “All De
rivative Types,” compared information re
garding the option, such as type of deriva
tive, notional amount, and fair value, with
the comparable information in the moni
toring analysis and found them to be in
agreement.

Effectiveness of Options Used As
Hedges and in Replication Transactions
26. Read the insurance company’s documenta
tion of effectiveness and found that the
insurance company evaluated the effec
tiveness of the option as a hedge or repli
cation in accordance with the policies re
garding effectiveness.

27. If the option was no longer effective as a
hedge or replication, compared the action
taken by the insurance company with the
action required by the accounting policies
and procedures and found that the action
taken was consistent with the accounting
policy.
________
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________ Findings________

No
Exception Exception

Procedures

N/A

Legal Review

28. Read documentation indicating that the
legal department reviewed the option
agreement to assess contract compliance
with the DUP and enforceability.
29. Read documentation indicating that the
legal department updated its assessment
of legal enforceability of the OTC option
agreement at least annually.
Valuation

30. Obtained the insurance company’s policies
and procedures for valuing options and
found that the insurance company deter
mined the fair value of OTC options and
the market price of exchange-traded op
tions, in accordance with the policy de
scribed in the insurance company’s proce
dures for the valuation of options.

31. Read documentation supporting the fair
value for OTC options and the market
price of exchange-traded options and
found that the fair value or market value
was either (a) obtained from an inde
pendent source, (6) checked against an in
dependent source, or (c) calculated inter
nally by an authorized individual.

Description of Exceptions if Any

Procedure Number

AICPA Technical Practice Aids

Description of Exception
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Section 8—Swap Contracts
________ Findings________
No
Exception Exception

Procedures

N/A

Performed the following procedures on se
lected swap contracts to test internal control
over swap transactions. Selected five percent
of each type of swap transaction (that is, exe
cutions [purchases] and closeouts [sales]), with
the selections distributed throughout the year.
If five percent of a given type of transaction
exceeded 40, the number of items selected for
that type of transaction was limited to 40. If
five percent of a type of transaction resulted in
fewer than four items, selected four or fewer
items that represented all the transactions of
that type.

Reporting
1.

Read the insurance company’s derivative
use plan (DUP) and any amendments
thereto and found that the DUP permits
the insurance company to enter into swap
agreements.

2.

For each swap agreement selected for test
ing, read management’s documentation
describing the intended use of the swap
agreement and performed the following
procedures, as applicable.

For swaps used as a hedge—
3.

Determined that the documentation de
scribes the following:
a. The risk hedged

b. How the hedge was consistent with the
overall risk management strategy
c. How the swap was expected to be effec
tive in offsetting the exposure

d. The approach in assessing the effective
ness of the hedge
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Procedures

4.

No
Exception Exception

N/A

Determined that the following items were
documented:
a. The purpose(s) of the swap as a hedge
b. The terms of the swap, the name of the
counterparty, and the counterparty ex
posure amount

c. The assets or liabilities (or portion
thereof) that the swap hedged

d. Evidence that the swap continued to be
an effective hedge
e. Evidence that the swap was consistent
with the insurance company’s parame
ters, as specified in the DUP or applica
ble policies and procedures, for entering
into swap agreements; for example, the
notional amount or underlying

For swaps that were an exact offset of an
outstanding swap—
5.

Read documentation that indicated that
the swap offset a swap previously pur
chased or sold, and that the swap was an
exact offset to the market risk of the swap
being offset.

For swaps used in a replication transaction—
6.

Determined that the documentation de
scribed the following:
a. The investment type and characteristics
replicated
b. How the replication was consistent
with the overall management invest
ment strategy

c. How the swap was expected to be effec
tive in replicating the investment char
acteristic of the replicated investment
d. The approach in assessing the effective
ness of the replication transaction
AICPA Technical Practice Aids
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No
Exception Exception

Procedures

7.

N/A

Determined that the following items were
documented:
a. The instruments used in the replication
and the investment type and charac
teristics replicated

b. The terms of the swap, the name of the
counterparty, and the counterparty ex
posure amount
For all selected swaps including those that are
a part of a replication transaction—
8.

9.

Obtained a list of individuals, approved by
the board of directors or a committee
thereof who had the authority to authorize
swap transactions. Compared the name of
the individual who authorized the swap
transaction with the names on the list and
found the name of the individual on the
list.
________

_________

Based on the details of the transaction
identified in procedure 2 and company pol
icy, compared the terms of the transaction
with the insurance company’s policy re
garding the requirement for the board of
directors or a committee thereof to author
ize the specific transactions tested; for ex
ample, a transaction in which the notional
amount exceeded a limit requiring addi
tional approval. If the board of directors or
a committee thereof was required to ap
prove the transaction, read minutes of the
board of directors or a committee thereof
or other appropriate support and found
evidence of approval of the transaction
tested.
________

_________

______

10. Obtained a list of qualified and nonquali
fied counterparties, approved by the board
of directors or a committee thereof. Com
pared the name of the counterparty in
volved in the swap agreement with names
on the list and found the name of the coun
terparty on the respective qualified or non
qualified list.
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________ Findings_________
Procedures

No
Exception Exception

N/A

11. Determined that the counterparty was
listed as qualified or nonqualified in the
analysis used for monitoring the insurance
company’s limitations on counterparty ex
posure consistent with the classification in
the listing obtained in procedure 10.
12. Obtained a list of individuals authorized
by the board of directors or committee
thereof to trade swap contracts. Compared
the name of the individual who executed
the swap with the names on the list and
found the name of the individual on the
list.
_________

_________

_____

13. Obtained a list of individuals authorized to
approve settlements or disbursements re
lated to swaps. For purchases and any
interim settlements or closeouts of the
swap subsequent to purchase, compared
the name of the individual who approved
any settlement of funds relating to the
swap with the names on the list and found
the name of the individual on the list.
14. Compared the name of the individual who
approved any payment relating to the
swap with the name of the individual who
approved entering into the contract and
found that the names were different.
15. Compared the name of the individual who
received cash or other consideration in con
nection with the swap with the name of the
individual who entered into the contract
and found that the names of the individu
als were different.
16. Obtained the deal ticket and confirmation
for the purchase, execution, or closeout of
the swap and found that the purchase,
execution, or closeout of the swap was con
firmed by the counterparty.

17. Compared the name of the individual who
received the deal ticket and confirmation
with the names on a list of individuals
authorized to trade swaps and found that
the name was not on the list.
AICPA Technical Practice Aids
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Findings
No
Exception Exception

Procedures

N/A

18. Compared the terms of the swap contract,
as stated on the deal ticket and confirma
tion, with the terms of the swap contract
recorded in the insurance company’s ac
counting records and found them to be in
agreement.

19. Obtained documentation for one reporting
period (for example, monthly, or quar
terly), that the insurance company deter
mined whether its accounting records for
swaps, tested in procedure 18, agreed with
or reconciled to the related control account,
(for example, the subsidiary ledger to the
general ledger).
20. Obtained the accounting record document
ing modifications, if any, to the swap
agreement. Compared the name of the in
dividual who approved the modification
with a list of individuals authorized to
approve modifications and found the name
of the individual who approved the modifi
cation on the list.
21. Compared the terms of the swap agree
ment recorded in the insurance company’s
accounting records with the terms shown
in the executed copy of the swap agree
ment and found them to be in agreement.
22. Using the list of authorized traders ob
tained in procedure 12, compared the
name of the individual who had custody or
access to the swap agreement with the
names of individuals authorized to execute
swap agreements and found that the name
was not on the list.

23. Compared information regarding the
swap, such as type of derivative, notional
amount, and fair value, with the compara
ble information included in the report to
the board of directors or appropriate com
mittee thereof and found them to be in
agreement.
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Procedures

No
Exception Exception

N/A

24. If the swap should have been included in
the monitoring analysis separately tested
in procedure 10 within section 1, “All De
rivative Types,” compared information re
garding the swap, such as type of deriva
tive, notional amount, and fair value, with
the comparable information in the moni
toring analysis and found them to be in
agreement.
25. Read accounting documentation indicat
ing that the insurance company monitored
periodic cash settlements related to swap
transactions, meaning, the insurance com
pany had controls in place to determine
that periodic cash settlements, if any, were
received.
_________

_________

Effectiveness of Swaps Used As Hedges
and in Replication Transactions
26. Read the insurance company’s documenta
tion of effectiveness and found that the
insurance company evaluated the effec
tiveness of the swap as a hedge or replica
tion in accordance with the policies regard
ing effectiveness.
27. If the swap was no longer effective as a
hedge or replication, compared the action
taken by the insurance company with the
action required by the accounting policies
and procedures and found that the action
taken was consistent with the accounting
policy.
_________

_________

Legal Review
28. Read documentation indicating that the
legal department reviewed the swap
agreement to assess contract compliance
with the DUP and enforceability.
29. Read documentation indicating that the
legal department updated its assessment
of the enforceability of the swap agreement
at least annually.
AICPA Technical Practice Aids
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No
Exception Exception

Procedures

N/A

Valuation

30. Obtained the insurance company’s policies
and procedures for valuing swaps and
found that the insurance company deter
mined the fair value of the swap in accord
ance with the policy described in the insur
ance company’s procedures for valuation of
swaps.
_______

________

31. Read documentation supporting the fair
value of the swap and found that the fair
value was either (a) obtained from an in
dependent source, (6) checked against an
independent source, or (c) calculated inter
nally by an authorized individual.
Description of Exceptions if Any
Procedure Number
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Section 9—Swaption Contracts
Procedures

Findings
No
Exception Exception

N/A

Performed the following procedures on se
lected swaption contracts to test internal con
trol over swaption transactions. Selected five
percent of each type of swaption transaction
with the selections distributed throughout the
year. These are executions (purchases) and
closeouts (sales). If five percent of a given type
of transaction exceeded 40, the number of
items selected for that type of transaction was
limited to 40. If five percent of a type of trans
action resulted in less than four items, selected
four or fewer items that represented all the
transactions of that type.

Reporting
1.

Read the insurance company’s derivative
use plan (DUP) and any amendments
thereto and found that the DUP permits the
insurance company to buy or sell swaptions.

2.

For each swaption contract selected for
testing, read management’s documenta
tion describing the intended use of the
swaption and performed the following pro
cedures, as applicable.

For swaptions used as a hedge—
3.

Determined that the documentation de
scribes the following:
a. The risk hedged
b. How the hedge was consistent with the
overall risk management strategy

c. How the swaption was expected to be
effective in offsetting the exposure
d. The approach in assessing the effective
ness of the hedge
AICPA Technical Practice Aids
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Procedures

N/A

4. Determined that the following items were
documented:
a.

The purpose(s) of the swaption as a
hedge
_______

b.

The terms of the swaption, the name of
the counterparty, and the counterparty
exposure amount

c.

The assets or liabilities (or portion
thereof) that the swaption hedged

d.

Evidence that the swaption continued
to be an effective hedge

e.

Evidence that the swaption was consis
tent with the insurance company’s pa
rameters, as specified in the DUP or
applicable policies and procedures, for
entering into swaption agreements;
for example, the notional amount or
underlying

________

_____

For swaptions that were an exact offset of an
outstanding swaption—
5. Read documentation indicating that the
swaption offset an outstanding swaption
and that the swaption was an exact offset
of the market risk of the swaption being
offset.
_______

________

_____

For swaptions used in a replication transac
tion—
6. Determined that the documentation de
scribed the following:
a.

The investment type and characteristics
replicated

b.

How the replication was consistent
with the overall management invest
ment strategy

c.

How the swaption was expected to be
effective in replicating the investment
characteristicofthereplicatedinvestment

d.

The approach in assessing the effective
ness of the replication transaction
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Procedures

7.

No
Exception Exception

N/A

Determined that the following items were
documented:
a. The instruments used in the replication
and the investment type and charac
teristics replicated
b. The terms of the swaption, the name of
the counterparty, and the counterparty
exposure amount

For all selected swaptions including those that
are a part of a replication transaction—
8.

9.

Obtained a list of individuals, approved by
the board of directors or a committee
thereof, who had the authority to author
ize swaptions. Compared the name of the
individual who authorized the swaption
transaction with the names on the list and
found the name of the individual on the
list.
_________

_________

_____

Based on the details of the transaction
identified in procedure 2 and company pol
icy, compared the terms of the transaction
with the insurance company’s policy re
garding the requirement for the board of
directors or a committee thereof to author
ize the specific transactions tested; for ex
ample, a transaction in which the notional
amount exceeded a limit requiring addi
tional approval. If the board of directors or
a committee thereof was required to ap
prove the transaction, read minutes of the
board of directors or a committee thereof
or other appropriate support and found
evidence of approval of the transaction
tested.

10. Obtained a list of qualified and nonquali
fied counterparties, approved by the board
of directors or a committee thereof. Com
pared the name of the counterparty in
volved in the swaption transaction with
names on the list and found the name of
the counterparty on the respective quali
fied or nonqualified list.
AICPA Technical Practice Aids
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No
Exception Exception

Procedures

N/A

11. Determined that the counterparty was
listed as qualified or nonqualified in the
analysis used for monitoring the insurance
company’s limitations on counterparty ex
posure consistent with the classification in
the listing obtained in procedure 10.
12. Obtained a list of individuals authorized
by the board of directors or committee
thereof to trade swaption contracts. Com
pared the name of the individual who exe
cuted the swaption with the names on the
list and found the name of the individual
on the list.
13. Obtained a list of individuals authorized to
approve settlements or disbursements re
lated to swaption agreements. Compared
the name of the individual who approved
settlements and disbursements relating to
the swaption with the names on the list
and found the name on the list.

14. Compared the name of the individual who
approved any payment relating to the
swaption with the name of the individual
who approved entering into the contract
and found that the names were different.
15. Compared the name of the individual who
received cash or other consideration in con
nection with the swaption with the name
of the individual who entered into the con
tract and found that the names of the indi
viduals were different.

16. Obtained the deal ticket and confirmation
for the purchase, sale, modification, or
closeout of the swaption and found that the
purchase, sale, modification, or closeout
was confirmed by the counterparty.
17. Compared the name of the individual who
received the deal ticket and confirmation
with the names on a list of individuals
authorized to trade swaptions and found
that the name was not on the list.
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No
Exception Exception

N/A

18. Compared the terms of the swaption con
tract, as stated on the deal ticket and con
firmation, with the terms of the swaption
contract recorded in the insurance com
pany’s accounting records and found them
to be in agreement.
19. Obtained documentation for one reporting
period (for example, monthly or quarterly),
that the insurance company determined
whether its accounting records for swap
tions, tested in procedure 18, agreed with
or reconciled to the related control account,
(for example, the subsidiary ledger to the
general ledger).

20. Obtained the accounting record document
ing modifications, if any, to the swaption
agreement. Compared the name of the in
dividual who approved the modification
with a list of individuals authorized to
approve modifications and found the name
of the individual who approved the modifi
cation on the list.
21. Compared the terms of the swaption
agreement recorded in the insurance com
pany’s accounting records with the terms
shown in the executed copy of the swap
tion agreement and found them to be in
agreement.

22. Using the list of authorized traders ob
tained in procedure 12, compared the
name of the individual who had custody or
access to the swaption agreement with the
names of individuals authorized to execute
swaption agreements and found that the
name was not on the list.
23. Compared information regarding the
swaption, such as type of derivative, no
tional amount, and fair value, with the
comparable information included in the
report to the board of directors or appropri
ate committee thereof and found them to
be in agreement.
AICPA Technical Practice Aids
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No
Exception Exception

Procedures

N/A

24. If the swaption should have been included
in the monitoring analysis separately
tested in procedure 10 within section 1,
“All Derivative Types,” compared informa
tion regarding the swaption, such as type
of derivative, notional amount, and fair
value, with the comparable information in
the monitoring analysis and found them to
be in agreement.

Effectiveness of Swaptions Used As
Hedges and in Replication Transactions
25. Read the insurance company’s documenta
tion of effectiveness and found that the
insurance company evaluated the effec
tiveness of the swaption as a hedge or
replication in accordance with the policies
regarding effectiveness.
26. If the swaption was no longer effective as
a hedge or replication, compared the action
taken by the insurance company with the
action required by the accounting policies
and procedures and found that the action
taken was consistent with the accounting
policy.
________

_________

______

Legal Review
27. Read documentation indicating that the
legal department reviewed the swaption
agreement to assess contract compliance
with the DUP and enforceability.
28. Read documentation indicating that the
legal department updated its assessment
of the enforceability of the swaption agree
ment at least annually.

Valuation
29. Obtained the insurance company’s policies
and procedures for valuing swaptions and
found that the insurance company deter
mined the fair value of the swaption in
accordance with the policy described in the
insurance company’s procedures for valu
ation of swaptions.
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No
Exception Exception

Procedures

N/A

30. Read documentation supporting the fair
value of the swaption and found that the
fair value was either (a) obtained from an
independent source, (6) checked against
an independent source, or (c) calculated
internally by an authorized individual.

Description of Exceptions if Any
Procedure Number

AICPA Technical Practice Aids

Description of Exception
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Section 10—Warrant Contracts
Findings

No
Exception Exception

Procedures

N/A

Performed the following procedures on se
lected warrant contracts to test internal con
trol over warrant transactions. Selected five
percent of each type of warrant transaction
(that is, purchases, sales, expirations, and ex
ercises), with the selections distributed
throughout the year. If five percent of a given
type of transaction exceeded 40, the number of
items selected for that type of transaction was
limited to 40. If five percent of a type of trans
action resulted in less than four items, selected
four or fewer items that represented all of the
transactions of that type.

Reporting
1.

Read the insurance company’s derivative
use plan (DUP) and any amendments
thereto and found that the DUP permits
the insurance company to trade or enter
into warrant contracts.

2.

For each warrant selected for testing,
read management’s documentation de
scribing the intended use of the warrant
and performed the following procedures,
as applicable.

For warrants used as a hedge—
3.

Determined that the documentation de
scribed the following:

a. The risk hedged
b. How the hedge was consistent with the
overall risk management strategy

c. How the warrant was expected to be
effective in offsetting the exposure
d. The approach in assessing the effective
ness of the hedge

§11,370.37

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

31,535

Internal Control Over Derivative Transactions
_____
Procedures
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Exception Exception
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4. Determined that the following items were
documented:
a.

The purpose(s) of the warrant as a
hedge
________

b.

For exchange-traded warrants, the
term of the warrant, the name of the
exchange, and the name of the firm(s)
handling the trade

c.

For over-the-counter (OTC) warrants,
the terms of the warrant, the name of
the counterparty, and the counterparty
exposure amount

d.

The assets or liabilities (or portion
thereof) that the warrant hedged

e.

Evidence that the warrant continued to
be an effective hedge

f.

Evidence that the warrant was consis
tent with the insurance company’s pa
rameters, as specified in the DUP or
applicable company policies and proce
dures for entering into hedge transac
tions; for example, the notional amount
or underlying

________

If the warrant transaction was an exact offset
of an outstanding warrant—
5. Read documentation indicating that the
warrant transaction offset an outstanding
warrant previously purchased or sold by
the insurance company and that the war
rant was an exact offset of the market risk
of the warrant being offset

For warrants used in a replication transac
tion—
6. Determined that the documentation de
scribed the following:
a.

The investment type and charac
teristics replicated

b.

How the replication was consistent
with the overall management invest
ment strategy
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N/A

c. How the warrant was expected to be effec
tive in replicating the investment charac
teristics of the replicated investment
d. The approach in assessing the effective
ness of the replication transaction

7.

Determined that the following items were
documented:

a. The instruments used in the replication
and the investment type and charac
teristics replicated
b. The specific warrant used in the repli
cation

________

_________

______

c. For exchange-traded warrants, the
name of the exchange and the firm(s)
handling the trade
d. For OTC warrants, the terms of the
warrant, the name of the counterparty,
and the counterparty exposure amount

For all selected warrants including those that
are part of a replication transaction—
8.

9.

Obtained a list of individuals, approved by
the board of directors or a committee
thereof who had the authority to authorize
warrant transactions. Compared the name
of the individual who authorized the war
rant transaction with the names on the list
and found the name of the individual on
the list.
________

_________

Based on the details of the transaction
identified in procedure 2 and company pol
icy, compared the terms of the transaction
with the insurance company’s policy re
garding the requirement for the board of
directors or a committee thereof to author
ize the specific transaction tested; for ex
ample, a transaction in which the notional
amount exceeded a limit requiring addi
tional approval. If the board of directors or
a committee thereof was required to ap
prove the transaction, read minutes of the
board of directors or a committee thereof or
other appropriate support, and found evi
dence of approval of the transaction tested
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Findings

Procedures

No
Exception Exception

N/A

10. Obtained a list of qualified and nonquali
fied counterparties, approved by the board
of directors or a committee thereof. Com
pared the name of the counterparty in
volved in the warrant transaction with
names on the list, and found the name of
the counterparty on the respective quali
fied or nonqualified list.
11. For OTC warrants, determined that the.
counterparty was listed as qualified or
nonqualified in the analysis used for moni
toring the insurance company’s limita
tions on counterparty exposure, consistent
with the classification in the listing ob
tained in procedure 10.

12. Obtained a list of individuals authorized
by the board of directors or committee
thereof to trade warrant contracts. Com
pared the name of the individual who exe
cuted the purchase, sale, or exercise of the
warrant with the names on the list and
found the name of the individual on the
list.
_________

_________

_____

13. Obtained a list of individuals authorized to
approve payments related to warrant con
tracts. Compared the name of the individ
ual who approved any payment relating to
the warrant with the names on the list,
and found the name of the individual on
the list.

14. Compared the name of the individual who
approved any payment relating to the war
rant with the name of the individual who
approved entering into the contract and
found that the names were different.
15. Compared the name of the individual who
received cash or other consideration in con
nection with the warrant with the name of
the individual who entered into the con
tract and found that the names of the indi
viduals were different.
AICPA Technical Practice Aids
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Findings

No
Exception Exception

Procedures

N/A

16. Obtained the deal ticket and confirmation
for the purchase, sale, or exercise of an
exchange-traded warrant and found that
the purchase, sale, or exercise was confirmed
by the firm handling the transaction.
17. Compared the name of the individual who
received the deal ticket and confirmation
with the names on a list of individuals
authorized to trade warrants and found
that the name was not on the list.
18. Compared the terms of the warrant con
tract, as stated on the deal ticket and con
firmation, with the terms of the warrant
contract recorded in the insurance com
pany’s accounting records and found them
to be in agreement.
19. Obtained documentation for one reporting
period, (for example, monthly or quar
terly), that the insurance company deter
mined whether its accounting records for
warrants, tested in procedure 18, agreed
with or reconciled to the related control
account, (for example, the subsidiary
ledger to the general ledger).

20. Obtained the accounting record document
ing modifications, if any, to the warrant
transaction. Compared the name of the
individual who approved the modification
with a list of individuals authorized to
approve modifications and found the name
of the individual who approved the modifi
cation on the list.
21. For one reporting period, (for example,
monthly or quarterly), obtained the insur
ance company’s documentation of the ex
istence of the warrant contract and found
that the insurance company either (a) ob
tained statements from the custodian con
firming the existence of the warrant con
tracts or (b) physically inventoried the
warrant contracts.
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________ Findings________

Procedures

No
Exception Exception

22. Using the list of authorized traders ob
tained in procedure 12, compared the
name of the individual who had custody of
or access to the warrant contracts with the
names of individuals authorized to execute
purchases, sales, or exercises of warrants
and found that the name was not on the
list.

_________

_________

N/A

_____

23. Compared information regarding the war
rant, such as type of derivative, notional
amount, and fair value, with the compara
ble information included in the report to
the board of directors or appropriate com
mittee thereof and found them to be in
agreement.
24. If the warrant position should have been
included in the monitoring analysis sepa
rately tested in procedure 10 of section
1,“A11 Derivative Types,” compared infor
mation regarding the warrant, such as
type of derivative, notional amount, and
fair value, with the comparable informa
tion in the monitoring analysis and found
them to be in agreement.

Effectiveness of Warrants Used As
Hedges and in Replication Transactions
25. Read the insurance company’s documenta
tion of effectiveness and found that the
insurance company evaluated the effec
tiveness of the warrant as a hedge or rep
lication in accordance with the policies re
garding effectiveness.

26. If the warrant was no longer effective as a
hedge or replication, compared the action
taken by the insurance company with the
action required by the accounting policies
and procedures and found that the action
taken was consistent with the accounting
policy.
AICPA Technical Practice Aids
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Findings

No
Exception Exception

Procedures

N/A

Legal Review
27. Read documentation indicating that the legal
department reviewed a nonexchange traded
warrant agreement to assess contract com
pliance with the DUP and enforceability.
28. Read documentation indicating that the
legal department updated its assessment
of enforceability of the nonexchange traded
warrant agreement at least annually.

Valuation
29. Obtained the insurance company’s policies
and procedures for valuing warrants and
found that the insurance company deter
mined the fair value of the warrant in
accordance with the policy described in the
insurance company’s procedures for the
valuation of warrants

30. Read documentation supporting the fair
value of warrants and found that the fair
value was either (a) obtained from an in
dependent source, (b) checked against an
independent source, or (c) calculated inter
nally by an authorized individual.

Description of Exceptions if Any
Procedure Number
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Appendix C
Illustrative Management Representation Letter
[Responsible Party’s Letterhead]
[Date]
[CPA Firm’s Name and Address]

In connection with your engagement to apply the agreed-upon procedures
enumerated in the American Institute of Certified Public Accountants’ State
ment of Position 01-03, Performing Agreed-Upon Procedures Engagements that
Address Internal Control Over Derivative Transactions as Required by the New
York State Insurance Law, which were agreed to by management of ABC
Insurance Company, solely to assist us in complying with the requirements of
Section 1410(b)(5) of the New York State Insurance Law, as amended (the Law),
which addresses the assessment of internal control over derivative transactions
as defined in Section 1401(a) of the Law and Section 178.6 of Regulation No.
163 during the year ended December 31, 20XX, we confirm, to the best of our
knowledge and belief, the following representations made to you during your
engagement:

1.

We are responsible for establishing and maintaining effective inter
nal control over derivative transactions in accordance with the Law.

2.

During the year ended December 31,20XX, the internal control over
derivative transactions was functioning in accordance with the poli
cies and procedures set forth in the Company’s derivative use plan
(DUP) and related accounting policies and procedures. There have
been no errors or fraud that would indicate a weakness in the
internal control over derivative transactions.

3.

We have disclosed to you all significant deficiencies in the design or
operation of the internal control over derivative transactions that
would adversely affect the Company’s ability to function in accord
ance with the Company’s DUP.

4.

There have been no communications from regulatory agencies, inter
nal auditors, or other practitioners or consultants relating to the
internal control over derivative transactions, including communica
tions received between December 31,20XX and the date of this letter.

5.

We have made available to you all information that we believe is
relevant to the internal control over derivative transactions.

6.

We have responded fully to all inquiries made to us by you during
the engagement.

To the best of our knowledge and belief, no events have occurred subsequent to
December 31, 20XX and through the date of this letter that would require
adjustment to or modification of the findings of the agreed-upon procedures.
[Signature]
[Title]
[Signature]
[Title]
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Practice Bulletin 1
Purpose and Scope of AcSEC Practice
Bulletins and Procedures for Their Issuance
November, 1987
NOTICE TO READERS
Practice bulletins of the Accounting Standards Division are issued to
disseminate the views of the Accounting Standards Executive Committee on
narrow financial accounting and reporting issues. The issues dealt with are those
that have not been and are not being considered by the Financial Accounting
Standards Board or the Governmental Accounting Standards Board. Practice
bulletins present the views on such issues of at least two-thirds of the members
of the Accounting Standards Executive Committee, the senior technical body of
the AICPA authorized to speak for the AICPA on financial accounting and
reporting.
The Financial Accounting Standards Board and the Governmental Accounting
Standards Board are the bodies authorized to establish enforceable standards
under Rule 203 of the AICPA Code of Professional Conduct. However, practice
bulletins provide guidance on narrow issues that practitioners are encouraged to
follow to enhance the quality and comparability of financial statements.

.01 The Accounting Standards Executive Committee (AcSEC) of the
American Institute of Certified Public Accountants has decided to publish
AcSEC Practice Bulletins to provide practitioners and preparers with guidance
on narrow financial accounting and reporting issues. This bulletin presents
background information on AcSEC Practice Bulletins and describes their
purpose and scope and the procedures for issuing them.

Background
.02 In 1984, AcSEC established a task force to study its role. The task
force recommended, among other things, that AcSEC adopt a procedure for
issuing practice bulletins as a means to make its views on narrow financial and
reporting issues more easily retrievable. AcSEC has previously stated its views
on such issues in notices to practitioners published in the CPA Letter or in the
Journal of Accountancy.

Purpose and Scope
.03 Practice bulletins are used to disseminate AcSEC’s views for the
purpose of providing guidance to AICPA members on narrow financial account
ing and reporting issues. The guidance provided will be similar to that pre
viously published as notices to practitioners.1 The issues will be limited to those
1 Previously issued notices to practitioners that continue to be relevant and applicable are listed
and reprinted without change in the appendix [paragraph .09] to this practice bulletin. Other notices
to practitioners are no longer relevant or applicable, as indicated in the appendix [paragraph .09].
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that have not been and are not being considered by the Financial Accounting
Standards Board (FASB) or the Governmental Accounting Standards Board
(GASB). The purpose of practice bulletins is to enhance the quality and
comparability of financial statements.

Procedures for Publication
.04 Drafts of practice bulletins are discussed in open meetings of AcSEC
and are available to the public as part of the agenda papers for such meetings.
Practice bulletins need not be exposed for comment and are not the subject of
public hearings.

.05 A practice bulletin may be published only if—
a.

Two-thirds of AcSEC approve publication.

b.

The FASB and GASB have had the opportunity to review it, and each
of those bodies has informed AcSEC that it has no current plans to
consider the issue.

.0 6 The procedures for issuing amendments of practice bulletins are the
same as the procedures for issuing original practice bulletins.
.0 7 Once a practice bulletin has been approved for issuance, it is distrib
uted to all practice units and other interested parties. The bulletin includes a
notice to readers that indicates that—
a.

AcSEC is the issuing body.

b.

The document is not covered by rule 203 of the AICPA Code of
Conduct.

.0 8 Practice bulletins will be numbered to facilitate reference and retriev
ability.
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Appendix
The following notices to practitioners, first published in the CPA Letter, are
still relevant and are reprinted in this appendix (exhibits A through I).

Title

ACRS Lives and GAAP
Accounting by Colleges and Universities for
Compensated Absences
ADC Arrangements

Date
Published

Exhibit

11/23/81

A

9/13/82
2/10/86

B
I

The following notices to practitioners published in the CPA Letter or in the
Journal ofAccountancy are no longer relevant or applicable.

Title
Fee Regulations

Date
Published

3/10/80*

Accounting for
Combinations of Mutual
Savings and Loan
Associations or Mutual
Savings Banks

1/11/82*

Mortgage Banking Activities

6/27/83*

Interest as a Holding Cost

10/10/83*

11/83†

Certain Real Estate Lending
Activities of Financial
Institutions

Allowance for Loan Losses,
Insider Loans, and Loan
Participations

12/12/83*

Comments
FASB Statement No. 91,
Nonrefundable Fees and
Costs Associated with
Originating or Acquiring
Loans, now provides
authoritative guidance.
FASB Statement No. 72,
Accounting for Certain
Acquisitions of Banking or
Thrift Institutions, now
provides authoritative
guidance.
Superseded by the AICPA
Audit and Accounting Guide
Banks and Savings
Institutions, 1996.
Superseded by the AICPA
Audit and Accounting Guide
Banks and Savings
Institutions, 1996.
Superseded by the 2/10/86
notice on accounting for real
estate acquisition,
development, and
construction (ADC)
arrangements.
The October 1986 Auditing
Procedure Study, Auditing
the Allowance for Credit
Losses of Banks, now
provides guidance.

Published in the CPA Letter.
† Published in the Journal ofAccountancy.
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Title
Bank Loan Disclosures

Date
Published
12/26/83*

Accounting and Disclosures
for Reinsurance
Transactions

1/23/84*

Accounting and Disclosure
for Income Taxes of Stock
Life Insurance Companies in
1983 Financial Statements
Loan Origination Fees

1/23/84*

Deposit Float

9/24/84

ADC Loans

11/26/84*

Accounting for Foreign Loan
Swaps

5/27/85

9/24/84

*

Comments

Superseded by the AICPA
Audit and Accounting Guide
Banks and Savings
Institutions, 1996.
Effectively superseded by
FASB Statement No. 113,
Accounting and Reporting for
Reinsurance of ShortDuration and Long-Duration
Contracts.
Applied only to financial
statements in 1983.

FASB Statement No. 91,
Nonrefundable Fees and
Costs Associated with
Originating or Acquiring
Loans, now provides
authoritative guidance.
Superseded by and
incorporated into the AICPA
Audit and Accounting Guide
Banks and Savings
Institutions, 1996.
Superseded by the 2/10/86
notice on ADC arrangements.
Superseded by and
incorporated into the AICPA
Audit and Accounting Guide
Banks and Savings
Institutions, 1996.

Published in the CPA Letter.
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Exhibit A

ACRS Lives and GAAP
The Economic Recovery Tax Act of 1981 established the Accelerated Cost
Recovery System (ACRS), which replaces the depreciation system for income
tax purposes. ACRS eliminates for income taxes the need to select a deprecia
tion method and to determine each asset’s useful life and salvage value. Instead
of depreciation deductions permitted by prior tax laws, enterprises must now
use recovery deductions in determining taxable income. The recovery deduc
tions are determined by applying percentages specified by the law to the tax
basis of the asset for a specified number of years.
The Institute’s accounting standards executive committee has been asked
whether the recovery deductions used for income tax purposes also may be used
as depreciation expense for financial reporting.

Generally accepted accounting principles require that the cost of depreciable
assets be allocated to expense over the expected useful life of the asset in a
systematic and rational manner. In contrast, the recovery deductions required
under ACRS were designed to encourage investment in productive assets by
allowing accelerated deduction of the tax basis of an asset.

If the number of years specified by ACRS for recovery deductions for an asset
does not fall within a reasonable range of the asset’s useful life, the recovery
deductions should not be used as depreciation expense for financial reporting.
Depreciation expense in financial statements for such an asset should be
determined based on the asset’s useful life.

If the recovery deductions for income tax purposes differ from depreciation
expense for financial reporting, deferred income taxes should be provided in
financial statements for the temporary differences that result, as required by
FASB Statement No. 109, Accounting for Income Taxes. [Revised, April 1996,
to reflect the conforming changes necessary due to the issuance of recent
authoritative literature.]

* Reprinted from the CPA Letter, November 23,1981.
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Exhibit B

Accounting by Colleges and Universities
for Compensated Absences
FASB Statement of Financial Accounting Standards No. 43, Accounting for
Compensated Absences, requires an employer to accrue a liability for employees’
rights to receive compensation for future absences if certain conditions are met.
The National Association of College and University Business Officers
(NACUBO) asked the FASB to defer the applicability for Statement No. 43 to
colleges and universities, which use fund accounting, until fund accounting
questions have been resolved.

The board decided not to defer the applicability of Statement No. 43 to
colleges and universities and indicated that the statement applies to institu
tions covered by the AICPA industry audit guide, Audits of Colleges and
Universities. The audit guide states that it covers “nonprofit institutions of
higher education including colleges, universities, community or junior col
leges.” Such an institution therefore should accrue a liability for compensated
absences in accordance with Statement No. 43 following the guidance in this
announcement.
AICPA members have recently asked several questions on how to apply
Statement No. 43 to institutions covered by the audit guide, especially how to
account for the charge when the liability is first recorded. Confusion has
resulted from the publication of articles indicating that institutions were
recording the liability directly in their plant funds. Research does not reveal
any case in which that treatment has been followed.

Although the audit guide was published before Statement No. 43 was issued
and therefore does not refer specifically to the application of the statement to
those institutions, the audit guide can provide guidance on the questions.
The accounting standards executive committee recently discussed the prob
lem and makes these observations to clarify the application of Statement No.
43 within the guidance provided by the audit guide:

•

The liability and charge for compensated absences related to current
and previous years should be recorded in the unrestricted current
fund.

•

Neither the liability nor the charge should be recorded in the plant
funds.

•

There has been some question as to whether a receivable and related
revenue could be recorded for the portion of the liability expected to
be paid from present or future state appropriations or grants and
contracts for sponsored research and training programs. A receivable
and related revenue should be recognized only if the receivable meets
the definition of an asset in FASB Statement of Financial Accounting
Concepts No. 3, Elements of Financial Statements of Business Enter
prises. In applying the definition, the college or university should
consider factors such as measurability, collectibility and legal rights
and should look, for example, to entitlements under state constitutions
or contracts with the federal government.

* Reprinted from the CPA Letter, September 13,1982.
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The effect of the charge on the unrestricted current fund balance
caused by recognition of such a liability may be offset in whole or in
part by interfund transfers resulting in a receivable in the unrestricted
current fund only if (1) unrestricted assets are available for permanent
transfer and (2) payment (or settlement by other means) to the
unrestricted current fund is expected within a reasonable period of
time.
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Exhibit C

Mortgage Banking Activities[*]
[Superseded by the AICPA Audit and Accounting Guide Banks and Savings
1996.]

Institutions,

[Footnote deleted ]
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Exhibit D

Interest as a Holding Cost[*]
[Superseded by the AICPA Audit and Accounting Guide Banks and Savings
1996.]

Institutions,

[*] [Footnote deleted.]
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Exhibit E

Bank Loan Disclosures[*]
[Superseded by the AICPA Audit and Accounting Guide Banks and Savings
Institutions, 1996.]

[*] [Footnote deleted.]
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Exhibit F

Accounting and Disclosures for Reinsurance Transactions[*]
[Effectively superseded by FASB Statement No. 113, Accounting and Re
porting for Reinsurance of Short-Duration and Long-Duration Contracts.]

[Footnote deleted.]
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Exhibit G

Deposit Float[*]
[Superseded by and incorporated into the AICPA Audit and Accounting
Guide Banks and Savings Institutions, 1996.]

[*] [Footnote deleted.]
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Exhibit H

Accounting for Foreign Loan Swaps[*]
[Superseded by and incorporated into the AICPA Audit and Accounting
Guide Banks and Savings Institutions, 1996.]

[Footnote deleted.]
[*]
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Exhibit I

ADC Arrangement
The AICPA accounting standards executive committee (AcSEC) has pre
pared the following guidance on accounting for real estate acquisition, devel
opment, or construction (ADC) arrangements of financial institutions. This
guidance is intended to clarify and expand upon the two Notices to Practitioners
issued in November 1983 and November 1984 on this subject; accordingly, it
supersedes those notices. Because practice and guidance on this matter have
been the subject of debate and evolution over time, the guidance contained in
this notice should be applied to ADC arrangements entered into after its
issuance.

1. Financial institutions may enter into ADC arrangements in which they
have virtually the same risks and potential rewards as those of owners or joint
venturers. AcSEC believes that, in some instances, accounting for such ar
rangements as loans would not be appropriate and thus is providing this
guidance in determining the proper accounting.
Scope

2. This notice applies only to those ADC arrangements in which the lender
participates in expected residual profit, as further described below.
Expected Residual Profit

3. Expected residual profit is the amount of profit, whether called interest
or another name, such as equity kicker, above a reasonable amount of interest
and fees expected to be earned by the lender.
4. The extent of such profit participation and its forms may vary. An
example of a simple form might be one in which the contractual interest and
fees, if any, on a condominium project are considered to be at fair market rates;
the expected sales prices are sufficient to cover at least principal, interest, and
fees; and the lender shares in an agreed proportion, for example, 20 percent,
50 percent, or 90 percent, of any profit on sale of the units.
5. A slightly different form of arrangement may produce approximately the
same result. For example, the interest rate and/or fees may be set at a level
higher than in the preceding example, and the lender may receive a smaller
percentage of any profit on sale of the units. Thus, a greater portion of the
expected sales price is required to cover the contractual interest and/or fees,
leaving a smaller amount to be allocated between the lender and the borrower.
The lender’s share of expected residual profit in such an arrangement may be
approximately the same as in the preceding example. A different arrangement
may cause the same result if the interest rate and/or fees are set at a sufficiently
high level and the lender does not share in any proportion of profit on sale of
the units. Another variation is one in which the lender shares in gross rents or
net cash flow from a commercial project, for example, an office building or an
apartment complex.

6. The profit participation agreement may or may not be part of the
mortgage loan agreement. Consequently, the auditor should be aware of the
Reprinted from the CPA Letter, Special Supplement, February 10,1986.
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possibility that such agreements may exist and should design audit procedures
accordingly. Those procedures could include inquiries to, and requests for
written representation from, both the lender and the borrower.
7. The accounting guidance in paragraphs 16 and 17 is based on a consid
eration of the following characteristics ofADC arrangements. A particular ADC
arrangement may have one or more of these characteristics.

Characteristics of ADC Arrangements Implying Investments in
Real Estate or Joint Ventures
8. As stated in the “Scope” section, this notice applies to an ADC arrange
ment in which the lender participates in expected residual profit. In addition
to the lender’s participation in expected residual profit, the following charac
teristics suggest that the risks and rewards of an ADC arrangement are similar
to those associated with an investment in real estate or joint venture:
a.

The financial institution agrees to provide all or substantially all
necessary funds to acquire, develop, or construct the property. The
borrower has title to but little or no equity in the underlying property.

b.

The financial institution funds the commitment or origination fees
or both by including them in the amount of the loan.

c.

The financial institution funds all or substantially all interest and
fees during the term of the loan by adding them to the loan balance.

d.

The financial institution’s only security is the ADC project. The
financial institution has no recourse to other assets of the borrower,
and the borrower does not guarantee the debt.

e.

In order for the financial institution to recover the investment in the
project, the property must be sold to independent third parties, the
borrower must obtain refinancing from another source, or the prop
erty must be placed in service and generate sufficient net cash flow
to service debt principal and interest.

f.

The arrangement is structured so that foreclosure during the pro
ject’s development as a result of delinquency is unlikely because the
borrower is not required to make any payments until the project is
complete, and, therefore, the loan normally cannot become delin
quent.

Characteristics of ADC Arrangements Implying Loans
9. Even though the lender participates in expected residual profit, the
following characteristics suggest that the risks and rewards of an ADC arrange
ment are similar to those associated with a loan:
a.

The lender participates in less than a majority of the expected
residual profit.

b.

The borrower has an equity investment, substantial to the project,
not funded by the lender. The investment may be in the form of cash
payments by the borrower or contribution by the borrower of land
(without considering value expected to be added by future develop
ment or construction) or other assets. The value attributed to the
land or other assets should be net of encumbrances. There may be
little value to assets with substantial prior liens that make foreclo
sure to collect less likely. Recently acquired property generally
should be valued at no higher than cost.
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c.

The lender has 1) recourse to substantial tangible, saleable assets of
the borrower, with a determinable sales value, other than the ADC
project that are not pledged as collateral under other loans; or 2) the
borrower has provided an irrevocable letter of credit from a credit
worthy, independent third party to the lender for a substantial
amount of the loan over the entire term of the loan.

d.

A take-out commitment for the full amount of the financial institu
tion’s loans has been obtained from a creditworthy, independent
third party. Take-out commitments often are conditional. If so, the
conditions should be reasonable and their attainment probable.

e.

Noncancelable sales contracts or lease commitments from creditwor
thy, independent third parties are currently in effect that will provide
sufficient net cash flow on completion of the project to service normal
loan amortization, that is, principal and interest. Any associated
conditions should be probable of attainment.

Personal Guarantees
10. Some ADC arrangements include personal guarantees of the borrower
and/or a third party. AcSEC believes that the existence of a personal guarantee
alone rarely provides a sufficient basis for concluding that an ADC arrange
ment should be accounted for as a loan. In instances where the substance of the
guarantee and the ability of the guarantor to perform can be reliably measured,
and the guarantee covers a substantial amount of the loan, concluding that an
ADC arrangement supported by a personal guarantee should be accounted for
as a loan may be justified.
11. The substance of a personal guarantee depends on a) the ability of the
guarantor to perform under the guarantee, b) the practicality of enforcing the
guarantee in the applicable jurisdiction, and c) a demonstrated intent to enforce
the guarantee.
12. Examples of personal guarantees that have the ability to perform would
include those supported by liquid assets placed in escrow, pledged marketable
securities, or irrevocable letters of credit from a creditworthy, independent
third party[ies] in amounts sufficient to provide necessary equity support for
an ADC arrangement to be considered a loan. In the absence of such support
for the guarantee, the financial statements and other information of the
guarantor may be considered to determine the guarantor’s ability to perform.
Due to the high-risk nature of many ADC arrangements, AcSEC believes
financial statements that are current, complete, and include appropriate dis
closures and that are reviewed or audited by independent CPAs are the most
helpful in this determination.

13. Particular emphasis should be placed on the following factors when
considering the financial statements of the guarantor:
a.

Liquidity as well as net worth of the guarantor—There should be
evidence of sufficient liquidity to perform under the guarantee. There
may be little substance to a personal guarantee if the guarantor’s net
worth consists primarily of assets pledged to secure other debt.

b.

Guarantees provided by the guarantor to other projects—If the finan
cial statements do not disclose and quantify such information, inquir
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ies should be made as to other guarantees. Also, it may be appropri
ate to obtain written representation from the guarantor regarding
other contingent liabilities.

14. The enforceability of the guarantee in the applicable jurisdiction should
also be determined. Even if the guarantee is legally enforceable, business
reasons that might preclude the financial institution from pursuing the guar
antee should be assessed. Those business reasons could include the length of
time required to enforce a personal guarantee, whether it is normal business
practice in that jurisdiction to enforce guarantees on similar transactions, and
whether the lender must choose between pursuing the guarantee or the
project’s assets, but cannot pursue both. The auditor should consider obtaining
written representation from management regarding its intent to enforce per
sonal guarantees.

Sweat Equity
15. Some ADC arrangements recognize value, not funded by the lender, for
the builder’s efforts after inception of the arrangement, sometimes referred to
as sweat equity. AcSEC believes that sweat equity is not at risk by the borrower
at the inception of an ADC project. Consequently, AcSEC believes sweat equity
should not be considered a substantial equity investment on the part of the
borrower in determining whether the ADC arrangement should be treated as
a loan.

Accounting Guidance
16. In the interest of more uniformity in accounting for ADC arrangements,
AcSEC believes the following guidance is appropriate:
a.

If the lender is expected to receive over 50 percent of the expected
residual profit, as previously defined, from the project, the lender
should account for income or loss from the arrangement as a real
estate investment as specified by Statement of Financial Accounting
Standards (SFAS) No. 67, Accounting for Costs and Initial Rental
Operations of Real Estate Projects,1 and SFAS No. 66, Accounting
for Sales of Real Estate.2

b.

If the lender is expected to receive 50 percent or less of the expected
residual profit, the entire arrangement should be accounted for
either as a loan or as a real estate joint venture, depending on the
circumstances. At least one of the characteristics identified in para
graph 9, b through e, or a qualifying personal guarantee should be
present for the arrangement to be accounted for as a loan. Otherwise,
real estate joint venture accounting would be appropriate.

1.

In the case of a loan, interest and fees may be appropriately
recognized as income subject to recoverability. Statement of Po
sition (SOP) No. 75-2, Accounting Practices ofReal Estate Invest
ment Trusts3 and the AICPA Audit and Accounting Guide en

1 Statement of Financial Accounting Standards (SFAS) No. 67, Accounting for Costs and Initial
Rental Operations of Real Estate Projects (Stamford: FASB, 1982).
2 SFAS No. 66, Accounting for Sales ofReal Estate (Stamford: FASB, 1982).
3 Statement of Position (SOP) No. 75-2, Accounting Practices of Real Estate Investment Trusts
(New York: AICPA, 1975).
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titled, Banks and Savings Institutions,[4] provide guidance that
may be relevant in those industries in assessing the recoverabil
ity of such loan amounts and accrued interest.
2.

In the case of a real estate joint venture, the provisions of SOP
No. 78-9, Accounting for Investments in Real Estate Ven
tures,5 and SFAS No. 34, Capitalization of Interest Cost,6 as
amended by SFAS No. 58, Capitalization of Interest Cost in
Financial Statements That Include Investments Accounted for by
the Equity Method,7 provide guidance for such accounting. In
particular, paragraph 34 of SOP No. 78-9 provides guidance on
the circumstances under which interest income should not be
recognized.

17. ADC arrangements accounted for as investments in real estate or joint
ventures should be combined and reported in the balance sheet separately from
those ADC arrangements accounted for as loans.

Other Considerations
18. Transactions have occurred in which the lender’s share of the expected
residual profit in a project is sold to the borrower or a third party for cash or
other consideration. If the expected residual profit in an ADC arrangement
accounted for as a loan is sold, AcSEC believes the proceeds from the sale should
be recognized prospectively as additional interest over the remaining term of
the loan. The expected residual profit is considered additional compensation to
the lender, and the sale results in a quantification of the profit. When an ADC
arrangement is accounted for as an investment in real estate or joint venture
and the expected residual profit is sold, gain recognition, if any, is appropriate
only if the criteria of SFAS No. 66 are met after giving consideration to the
entire ADC arrangement including the continuing relationship between the
financial institution and the project.

19. If the financial institution was the seller of the property at the initiation
of the project, gain recognition, if any, should be determined by reference to
SFAS No. 66.
20. The factors that were evaluated in determining the accounting treat
ment at inception subsequently change for some ADC arrangements, for
example, as a result of a renegotiation of the terms. Consequently, the account
ing treatment for an ADC arrangement should be periodically reassessed. An
ADC arrangement originally classified as an investment or joint venture could
subsequently be treated as a loan if the risk to the lender diminishes signifi
cantly, and the lender will not be receiving over 50 percent of the expected
residual profit in the project. The lender must demonstrate a change in the facts
relied upon when initially making the accounting decision, not just the absence
of, or reduced participation in, the expected residual profit. For instance, risk
may be reduced if a valid take-out commitment from another lender who has
the capability to perform under the commitment is obtained and all conditions
affecting the take-out have been met, thus assuring the primary lender recovery
[4] [Footnote deleted.]
5 SOP No. 78-9, Accounting for Investments in Real Estate Ventures (New York: AICPA, 1978).
6 SFAS No. 34, Capitalization ofInterest Cost (Stamford: FASB, 1979).
7 SFAS No. 58, Capitalization of Interest Cost in Financial Statements That Include Investments
Accounted for by the Equity Method (Stamford: FASB, 1982).
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of its funds. If the lender on the other hand assumes further risks and/or
rewards in an ADC arrangement by, for example, releasing collateral support
ing a guarantee and/or increasing its percentage of profit participation to over
50 percent, the lender’s position may change to that of an investor in real estate.
Neither an improvement in the economic prospects for the project or successful,
on-going development of the project nor a deterioration in the economic pros
pects for the project justifies a change in classification of an ADC arrangement.
A change in classification is expected to occur infrequently and should be
supported by appropriate documentation. The change in factors in an ADC
arrangement should be evaluated based on the guidance in this notice and
accounted for prospectively.
21. If an ADC arrangement accounted for as a real estate joint venture
continues into a permanent phase with the project generating a positive cash
flow and paying debt service currently, income should be recognized in accord
ance with SOP No. 78-9.

22. Regardless of the accounting treatment for an ADC arrangement,
management has a continuing responsibility to review the collectibility of
uncollected principal, accrued interest, and fees and provide for appropriate
allowances. The auditor should determine whether the allowances provided by
management are adequate. In connection with this determination, the auditor
should review relevant evidential matter including feasibility studies, apprais
als, forecasts, non-cancelable sales contracts or lease commitments and infor
mation concerning the track record of the developer. In addition, ADC
arrangements may involve related parties and the auditor should be aware of
such a possibility and design procedures accordingly. Progress information may
be less than desirable for the auditor’s purpose and may require supplemental
procedures. Additional procedures might include on-site inspection of projects
or the independent use of experts such as property appraisers or construction
consultants to assist in the assessment of the collateral value.
23. Many participations in loans or whole loans are bought and sold by
other financial institutions. The accounting treatment for a purchase that
involves ADC arrangements should be based on a review of the transaction at
the time of purchase in accordance with the guidance in this notice. In applying
this guidance, a participant would look to its individual percentage of expected
residual profit; for example, a participant who will not share in any of the
expected residual profit is not subject to this notice. However, the responsibility
to review collectibility and provide allowances applies equally to purchased
ADC arrangements. Any reciprocal transactions between institutions, includ
ing multi-party transactions, should be viewed in their entirety and accounted
for in accordance with their combined effects.
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Practice Bulletin 2
Elimination of Profits Resulting From
Intercompany Transfers of UFO Inventories
November, 1987

NOTICE TO READERS
Practice bulletins of the Accounting Standards Division are issued to
disseminate the views of the Accounting Standards Executive Committee on
narrow financial accounting and reporting issues. The issues dealt with are those
that have not been and are not being considered by the Financial Accounting
Standards Board or the Governmental Accounting Standards Board. Practice
bulletins present the views on such issues of at least two-thirds of the members of
the Accounting Standards Executive Committee, the senior technical body of the
AICPA authorized to speak for the AICPA on financial accounting and reporting.

The Financial Accounting Standards Board and the Governmental Accounting
Standards Board are the bodies authorized to establish enforceable standards
under rule 203 of the AICPA Code of Professional Conduct. However, practice
bulletins provide guidance on narrow issues that practitioners are encouraged to
follow to enhance the quality and comparability of financial statements.

.01 The Accounting Standards Executive Committee (AcSEC) believes it
is desirable to issue a reminder concerning inventory transfers between or from
LIFO (last in, first out) pools, either within a company or between subsidiaries
or divisions of a reporting entity, particularly if a LIFO inventory liquidation
has occurred in any transferring LIFO pool during the year.1
.02 A LIFO liquidation (also called a decrement) occurs when the number
of units (or total base year cost if dollar value LIFO is used) in a LIFO pool at
year end is less than that at the beginning of the year, causing prior years’
costs, rather than current year’s costs, to be charged to current year’s income.
For example, in periods of rising prices, prior years’ costs are less than current
year’s costs and, in such periods, charging prior years’ costs to current year’s
income results in reporting current year’s net income higher than it would be
reported without a liquidation.
.03 Accounting for a LIFO liquidation is more complex with intercompany
transfers of inventories. Accounting Research Bulletin (ARB) 51, Consolidated
Financial Statements, states that “the purpose of consolidated financial state
ments is to present. . . the results of operations and the financial position of
the parent company and its subsidiaries essentially as if the group were a
single company with one or more branches.” Under ARB 51, intercompany pro
1 This subject was identified in paragraph 3-2 of AcSEC’s November 30, 1984, issues paper,
Identification and Discussion of Certain Financial Accounting and Reporting Issues Concerning LIFO
Inventories.
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fit on assets remaining within the group should be eliminated.2 Results of
operations and financial position, therefore, should not be affected solely
because of inventory transfers within a reporting entity. Inventory transferred
between or from LIFO pools may cause LIFO inventory liquidations which
could affect the amount of intercompany profit to be eliminated.
.04 Many different approaches are used by entities in eliminating such
profit. AcSEC believes that each reporting entity should adopt an approach
that, if consistently applied, defers reporting intercompany profits from trans
fers within a reporting entity until such profits are realized by the reporting
entity through dispositions outside the consolidated group. The approach
should be suited to the entity’s individual circumstances.

2 APB Opinion 18, The Equity Method of Accounting for Investments in Common Stock, also
requires elimination of a portion of intercompany profit.
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Practice Bulletin 4
Accounting for Foreign Debt/Equity Swaps
May, 1988

NOTICE TO READERS
Practice Bulletins of the Accounting Standards Division are issued to
disseminate the views of the Accounting Standards Executive Committee on
narrow financial accounting and reporting issues. The issues dealt with are those
that have not been and are not being considered by the Financial Accounting
Standards Board or the Governmental Accounting Standards Board. Practice
bulletins present the views on such issues of at least two-thirds of the members of
the Accounting Standards Executive Committee, the senior technical body of the
AICPA authorized to speak for the AICPA on financial accounting and reporting.

The Financial Accounting Standards Board and the Governmental Accounting
Standards Board are the bodies authorized to establish enforceable standards
under Rule 203 of the AICPA Code of Professional Conduct. However, practice
bulletins provide guidance on narrow issues that practitioners are encouraged to
follow to enhance the quality and comparability of financial statements.

.01 The Accounting Standards Executive Committee and the Banking
Committee of the American Institute of Certified Public Accountants (AICPA)
have considered the accounting treatment by financial institutions for ex
changes of their public or private sector loans to debtors in financially troubled
countries for equity investments in companies in the same countries. These
transactions are generally referred to as debt/equity swaps. As a result of these
deliberations, the committees have prepared the following guidance, based on
existing authoritative accounting literature, for financial institutions and in
dependent auditors.

.02 Debt/equity swap programs are in place in several financially trou
bled countries. Although the programs differ somewhat among the countries,
the principal elements of each program generally are as follows. Holders of U.S.
dollar-denominated debt of these countries can choose to convert that debt into
approved local equity investments. The holders are credited with local cur
rency, at the official exchange rate, approximately equal to the U.S. dollar debt.
A discount from the official exchange rate is usually imposed as a transaction
fee. The local currency credited to the holder must be used for an approved
equity investment. The local currency is not available to the holders for any
other purpose. Dividends on the equity investment can generally be paid
annually, although there may be restrictions on the amounts of the dividends
or on payment of dividends in the early years of the investment. Capital
usually cannot be repatriated for several years, and although some countries
permit the investment to be sold, the proceeds from any such sale are generally
subject to similar repatriation restrictions.
AICPA Technical Practice Aids

§12,040.02

50,072

Practice Bulletins

.03 A debt/equity swap is an exchange transaction of a monetary for a
nonmonetary asset, which should be measured at fair value at the date the
transaction is agreed to by both parties. (See paragraph .11 for a discussion of
loss recoveries or gains.)
.04 There is a significant amount of precedent in the accounting for
exchange transactions to consider both the fair value of the consideration given
up as well as the fair value of the assets received in arriving at the most
informed valuation—especially if the value of the consideration given up is not
readily determinable or may not be a good indicator of the value received. For
example, in acquisitions involving consideration in the form of stock, an
examination of the value of the net assets received is often considered neces
sary if the stock is thinly traded or restricted.

.05 APB Opinion 16, Business Combinations, deals with the acquisition
of assets (paragraph 67) and with determining the cost of an acquired company
(paragraphs 72-75). In summary, paragraph 67 states that assets acquired
should be recorded based on the fair value of assets exchanged, liabilities
incurred, or stock issued, unless the fair value of the assets received is more
clearly determinable (“cost may be determined either by fair value of consid
eration given up or by fair value of property acquired, whichever is the more
clearly evident”). Paragraph 72 states that the same accounting principles
apply to determining the cost of assets acquired individually, those acquired in
a group, and those acquired in business combinations. APB Opinion 29, Account
ing for Nonmonetary Transactions, paragraph 18, provides similar guidance.
.06 FASB Statement No. 15, Accounting by Debtors and Creditors for
Troubled Debt Restructurings, deals with the receipt of assets in satisfaction of
a loan and, in paragraph 28, states that a creditor shall account for assets
received (including an equity interest) at their fair value at the time of the
restructuring, unless the fair value of the receivable satisfied is more clearly
evident.

.07 Debt/equity swaps have characteristics similar to both the acquisition
of assets contemplated by APB Opinions 16 and 29 and the receipt of assets in
satisfaction of a loan contemplated by FASB Statement No. 15. Since the
secondary market for debt of financially troubled countries is presently consid
ered to be thin, it may not be the best indicator of the value of the equity
investment or of net assets received. In light of this thin secondary market and
of the unique nature of the transaction, it is also necessary to examine the
value of the equity investment or net assets received. The committees therefore
believe that in arriving at the fair value of a debt/equity swap, both the
secondary market price of the loan given up and the fair value of the equity
investment or net assets received should be considered. It is the responsibility
of management to make the valuation considering all of the circumstances. It
is the responsibility of independent auditors to become satisfied that the
valuation is based on reasonable methods and assumptions, including, as
needed, information from independent appraisals. Factors to consider in deter
mining current fair values include the following:
•

Similar transactions for cash

•

Estimated cash flows from the equity investment or net assets received

•

Market value, if any, of similar equity investments

•

Currency restrictions, if any, affecting dividends, the sale of the
investment, or the repatriation of capital
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.08 In accordance with generally accepted accounting principles, a finan
cial institution’s loan portfolio should be carried at amortized historical cost
less both loan write-offs and the allowance for loan losses, as long as the
financial institution has the ability and intent to hold the loans until their
maturity. Management may decide to dispose (by sale of swap) of loans prior
to maturity for a number of reasons, including liquidity needs, tax considera
tions, portfolio diversification objectives, and management practices of gener
ating loans specifically for disposition, in which case the loans should be
carried at the lower of cost (amortized historical cost less loan write-offs) or fair
value.

.09 If the fair value of the equity investment or net assets received in a
debt/equity swap is less than the recorded investment in the loan, the commit
tees believe that a loss should be recognized and recorded at the date the
transaction is agreed to by both parties. Although some portion of the swap loss
may result from factors such as a change in the interest rate environment for
similar loans, the committees believe that the loss results principally from a
concern as to the ultimate collectibility of the loan. Therefore, the swap loss
generally should be charged to the allowance for loan losses and should include
any discounts from the official exchange rate that are imposed as a transaction
fee.
.10 All other fees and transaction costs involved in a debt/equity swap
should not be capitalized but should be charged to expense as incurred.

.11 Loss recoveries or even gains might be indicated in a swap transaction
as a result of the valuation process. However, due to the subjective nature of
the valuation process, the committees believe that such loss recoveries or gains
ordinarily should not be recorded until the equity investment or net assets
received in the swap transaction are realized in unrestricted cash or cash
equivalents.
.12 In addition to recording specific transactions during an accounting
period, a financial institution, in the course of preparing its financial state
ments, should review its loan portfolio in order to assess the adequacy of the
allowance for loan losses. Allowances are established and write-offs taken
based on management’s judgment regarding ultimate collectibility of the loans
in the normal course of business. Recognition of a debt/equity swap loss should
be among the factors to be considered by management in its periodic assess
ment of the adequacy of the allowance for loan losses with respect to its
remaining portfolio of loans to debtors in financially troubled countries.

.13 The committees recommend that the guidance in this practice bulletin
be adopted upon issuance.
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Section 12,050

Practice Bulletin 5
Income Recognition on Loans to Financially
Troubled Countries
July, 1988
NOTICE TO READERS
Practice Bulletins of the Accounting Standards Division are issued to
disseminate the views of the Accounting Standards Executive Committee on
narrow financial accounting and reporting issues. The issues dealt with are those
that have not been and are not being considered by the Financial Accounting
Standards Board or the Governmental Accounting Standards Board. Practice
bulletins present the views on such issues of at least two-thirds of the members of
the Accounting Standards Executive Committee, the senior technical body of the
AICPA authorized to speak for the AICPA on financial accounting and reporting.
The Financial Accounting Standards Board and the Governmental Accounting
Standards Board are the bodies authorized to establish enforceable standards
under Rule 203 of the AICPA Code of Professional Conduct. However, practice
bulletins provide guidance on narrow issues that practitioners are encouraged to
follow to enhance the quality and comparability of financial statements.

.01 Loans to financially troubled countries (LDC loans) of many banks
currently meet the conditions in paragraph 8 of FASB Statement of Financial
Accounting Standards No. 5, Accounting for Contingencies, for accrual of loss
contingencies. As a result, those banks should have established loan loss
allowances for their LDC loans by charges to income.
.02 A financially troubled country may suspend the payment of interest
on its loans. Banks with outstanding loans from such a country have also
suspended accrual of interest income (placed them on nonaccrual status).

.03 A country that has suspended payment of interest may later resume
payment. Guidance on accounting by a creditor for the receipt of interest
payments from a debtor that had previously suspended payment, on pages 51
and 52 in the industry audit guide Audits of Banks (2nd ed. [1983]) published
by the Institute, is as follows:
Many banks suspend accrual of interest income on loans when the payment
of interest has become delinquent or collection of the principal has become
doubtful. Such action is prudent and appropriate. Regulatory reporting guidelines
for nonaccrual loans have been established by federal supervisory agencies.
Although placing a loan in a nonaccrual status, including loans accruing at
a reduced rate, does not necessarily indicate that the principal of the loan is
uncollectible in whole or in part, it generally warrants reevaluation of collecti
bility of principal and previously accrued interest. If amounts are received on
a loan on which the accrual of interest has been suspended, a determination
should be made about whether the payment received should be recorded as a
reduction of the principal balance or as interest income.
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If the ultimate collectibility of principal, wholly or partially, is in doubt, any
payment received on a loan on which the accrual of interest has been suspended
should be applied to reduce principal to the extent necessary to eliminate such
doubt.

.04 At issue is whether this guidance means that the creditor should
credit receipt of renewed interest payments to the principal balance of the loan
or to income.

Interpretation
.05 The Accounting Standards Executive Committee and the Committee
on Banking agree on the interpretation of that section of the guide as set forth
in paragraph .07 of this practice bulletin.
[.06] [Effectively superseded by FASB Statement No. 114, Accounting by
Creditors for Impairment of a Loan.}
.07 When a country becomes current as to principal and interest pay
ments and has normalized relations with the international financial commu
nity including, as appropriate, having in place an understanding with the
International Monetary Fund regarding its economic stabilization program,
and assuming that the allowance for loan losses is adequate, the creditor may
recognize receipt of interest payments as income.

.08 Although a country has met the conditions described in paragraph
.07, that should not automatically lead to the conclusion that the loans should
be returned to accrual status. Some period of payment performance generally
is necessary in order to make an assessment of collectibility that would permit
returning the loans to accrual status.
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Section 12,060

Practice Bulletin 6
Amortization of Discounts on Certain
Acquired Loans
August, 1989
NOTICE TO READERS
Practice Bulletins of the Accounting Standards Division are issued to
disseminate the views of the Accounting Standards Executive Committee on
narrow financial accounting and reporting issues. The issues dealt with are those
that have not been and are not being considered by the Financial Accounting
Standards Board or the Governmental Accounting Standards Board. Practice
bulletins present the views on such issues of at least two-thirds of the members of
the Accounting Standards Executive Committee, the senior technical body of the
AICPA authorized to speak for the AICPA on financial accounting and reporting.
The Financial Accounting Standards Board and the Governmental Accounting
Standards Board are the bodies authorized to establish enforceable standards
under Rule 203 of the AICPA Code of Professional Conduct. However, practice
bulletins provide guidance on narrow issues that practitioners are encouraged to
follow to enhance the quality and comparability of financial statements.

.01 The Accounting Standards Executive Committee (AcSEC) has pre
pared the following guidance, based on existing authoritative literature, re
garding amortization of discounts on certain acquired loans for which there is
uncertainty as to the amounts or timing of future cash flows.

Scope
.02 This practice bulletin addresses the accounting and reporting by
purchasers of loans (1) that are acquired in a purchase business combination,
bought at a discount from face value in a transaction other than a business
combination, or transferred to a newly created subsidiary after having been
written down to fair value with the intent of transferring the stock of the
subsidiary as a dividend to the shareholders of the parent company and (2) for
which it is not probable that the undiscounted future cash collections will be
sufficient to recover the face amount of the loan and contractual interest.
.03 This practice bulletin applies to loans and other debt securities, such
as corporate or governmental bonds, notes, and loan-backed securities, such as
pass-through certificates, collateralized mortgage obligations, and other socalled securitized loans. For convenience, those other debt securities are here
inafter referred to as loans. It does not apply to loans that are carried at market
values or at the lower of cost or market, nor does it apply to loans held by
liquidating banks.1 Enterprises that acquire loans primarily for the rewards
of ownership of the underlying nonmonetary collateral should record the
collateral rather than the loan. Accordingly, this practice bulletin does not apply
1 Financial reporting by liquidating banks is dealt with in the minutes of the FASB’s Emerging
Issues Task Force for Issue 88-25, “Ongoing Accounting and Reporting for a Newly Created Liquida
ting Bank.”
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to such transactions. SEC Financial Reporting Release No. 28, Accounting for
Loan Losses by Registrants Engaged in Lending Activities, and the February
10, 1986, notice to practitioners on ADC arrangements, reprinted in AcSEC
Practice Bulletin 1 [section 12,010], may be helpful in determining whether a
loan was acquired for that purpose.

Background
.04 Loans may be acquired at discounts from their face amounts. The
discounts normally are amortized with corresponding increases in income over
the estimated or contractual lives of the loans. APB Opinion 21, Interest on
Receivables and Payables, describes the accounting for originated loans:
Note received or issued for cash. The total amount of interest during the entire
period of a cash loan is generally measured by the difference between the actual
amount of cash received by the borrower and the total amount agreed to be
repaid to the lender. Frequently, the stated or coupon interest rate differs from
the prevailing rate applicable to similar notes, and the proceeds of the note
differ from its face amount. As the Appendix to this Opinion demonstrates, such
differences are related to differences between the present value upon issuance
and the face amount of the note. The difference between the face amount and
the proceeds upon issuance is shown as either discount or premium, which is
amortized over the life of the note. (paragraph 6)

.05 APB Opinion 16, Business Combinations, gives general guidance for
assigning amounts to loans acquired in a purchase business combination:
Receivables [should be recorded] at present values of amounts to be received
determined at appropriate current interest rates, less allowances for uncollec
tibility and collection costs, if necessary, (paragraph 88[b])

.06 FASB Statement No. 91, Accounting for Nonrefundable Fees and
Costs Associated with Originating or Acquiring Loans and Initial Direct Costs
of Leases, describes the accounting for loans purchased at discounts:
The initial investment in a purchased loan or group of loans shall include the
amount paid to the seller plus any fees paid or less any fees received. The initial
investment frequently differs from the related loan’s principal amount at the
date of purchase. This difference shall be recognized as an adjustment of yield
over the life of the loan. (paragraph 15)

Deferred net fees or costs shall not be amortized during periods in which
interest income on a loan is not being recognized because of concerns about the
realization of loan principal or interest, (paragraph 17)
Net fees or costs that are required to be recognized as yield adjustments over
the life of the related loan(s) shall be recognized by the interest method except
as set forth in paragraph 20. The objective of the interest method is to arrive
at periodic interest income (including recognition of fees and costs) at a constant
effective yield on the net investment in the receivable (that is, the principal
amount of the receivable adjusted by unamortized fees or costs and purchase
premium or discount). The difference between the periodic interest income so
determined and the stated interest on the outstanding principal amount of the
receivable is the amount of periodic amortization, (paragraph 18)

.07 The FASB’s Emerging Issues Task Force’s minutes for Issue 87-17
addressed accounting for spin-offs and other distributions of loans receivable
to shareholders and relied in part on APB Opinion 29, Accounting for Non
monetary Transactions'.
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Other nonreciprocal transfers of nonmonetary assets to owners should be ac
counted for at fair value if the fair value of the nonmonetary asset distributed is
objectively measurable and would be clearly realizable to the distributing entity
in an outright sale at or near the time of the distribution, (paragraph 23)

The Emerging Issues Task Force minutes state:
An enterprise distributes loans receivable to its owners by forming a subsidiary
and transferring those loans receivable to the subsidiary and then distributing
the stock of that subsidiary to shareholders of the parent. If the book value of
the loans receivable, which may be either the “recorded investment in the
receivable” or the “carrying amount of the receivable,” is in excess of their fair
value, the accounting issue is whether the enterprise should report the distri
bution at book value as a spin-off or at fair value as a dividend-in-kind and how
the recipient should record the transaction.

The Task Force reached a consensus that the assets should be reported at fair
value by the enterprise and the recipient. Task Force members noted that the
transaction is not a spin-off because the subsidiary is not an operating company.
Rather, the transaction may be considered a dividend-in-kind. Under para
graph 23 of APB Opinion 29, Accounting for Nonmonetary Transactions,
dividends-in-kind are nonreciprocal transfers of nonmonetary assets to owners
that should be accounted for at fair value if the fair value of the nonmonetary
asset distributed is objectively measurable and would clearly be realizable to
the distributing entity in an outright sale at or near the time of distribution.

.08 SEC Staff Accounting Bulletin (SAB) No. 61, Adjustments of Allow
ances for Business Combination Loan Losses—Purchase Method Accounting,

states that the allowance for credit losses related to loans acquired by a bank
in a purchase business combination should be the same as the allowance
provided for those loans by the acquired bank unless the acquiring bank’s plans
for the ultimate recovery of those loans differ from the plans that served as the
basis for the acquired bank’s estimation of losses on those loans.
.09 SAB No. 61 states that if the acquired bank’s financial statements as
of the acquisition date are not fairly stated because of an unreasonable allow
ance for credit losses, the acquired bank’s preacquisition financial statements
should be restated to reflect a reasonable allowance, with the resulting adjust
ment applied to the restated preacquisition income statement of the acquired
bank; the allowance for credit losses may not be changed through a purchase
accounting adjustment.
.10 Audits of Banks (2nd ed. [1983], pp. 51 and 52), an AICPA industry
audit guide, includes guidance on the suspension of the accrual of interest
income on loans and the subsequent treatment of amounts received on those
loans:
Many banks suspend accrual of interest income on loans when the payment of
interest has become delinquent or collection ofthe principal has become doubtful.
Such action is prudent and appropriate. Regulatory reporting guidelines for
nonaccrual loans have been established by federal supervisory agencies.

Although placing a loan in nonaccrual status, including loans accruing at a
reduced rate, does not necessarily indicate that the principal of the loan is
uncollectible in whole or in part, it generally warrants reevaluation of collecti
bility of principal and previously accrued interest. If amounts are received on
a loan on which the accrual of interest has been suspended, a determination
should be made about whether the payment received should be recorded as a
reduction of the principal balance or as interest income.
AICPA Technical Practice Aids
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If the ultimate collectibility of principal, wholly or partially, is in doubt, any
payment received on a loan on which the accrual of interest has been suspended
should be applied to reduce principal to the extent necessary to eliminate such
doubt.

.11 Audits of Finance Companies (Including Independent and Captive
Financing Activities of Other Companies), an AICPA industry audit and ac
counting guide, also includes guidance on the suspension of the accrual of
interest income on loans:
A finance company’s revenues from loans should be accrued over time in
accordance with the terms of the contracts using the interest (actuarial)
method. Even if collections are not timely, the amounts at which assets are
recorded in the form of receivables generally should continue to increase. If
collection is not probable, however, continuing to accrue income would not
reflect economic substance. Accruals or amortization of discount and, in accord
ance with FASB Statement No. 91, paragraph 17, amortization of deferred net
fees or costs should therefore be suspended if collectibility of interest or
principal is not probable. The following are examples of events that could cause
such uncertainty on consumer loans:

a.

The borrower is in default under the terms of the loan agreement, and
interest or principal payments are past due (often a stipulated number
of days past due as established in company policies).

b.

The ability of the borrower to repay is in doubt because of events such
as a loss of employment or bankruptcy.

c.

The loan terms have been renegotiated.

Identifying commercial loans on which interest should be suspended is, at least
mechanically, more difficult because, unlike consumer loans, commercial loans
usually lack homogeneous characteristics. In addition to the factors described
above, considerations may include whether—

a.

Significant unsecured balances are due from debtors suffering contin
ued operating losses.

b.

The financial condition of the debtor is weak.

c.

The outlook for the debtor’s industry is unfavorable.

d.

The ratio of collateral values to loans has decreased because of changes
in market conditions.

e.

A portion of the unpaid principal or accrued interest has been written
off.

When recognition of interest has been suspended, interest income that has
accrued on such loans should not be reversed even though receipt of those
amounts may not be forthcoming. The potential uncollectibility of such amounts
should be taken into consideration in the computation of the allowance for
losses.
Accrual of interest generally should not be resumed until future collectibility
of the loan and accrued interest becomes probable. Determining future collec
tibility is a matter of judgment that depends on considerations such as—
•

Whether the customer has resumed making regular payments for a
certain number of installments.

•

Whether the reason for the customer’s delinquency has been eliminated
(such as reemployment of a consumer borrower or an improved economic
outlook for a commercial borrower) or was an isolated circumstance
unlikely to recur.
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Whether there are any other substantive indications of the customer’s
regaining an ability to repay the loan. (2d ed., rev., pp. 14-15)

. 12 Some entities have amortized the discounts, or portions of the dis
counts, on certain acquired loans, with corresponding increases in income, over
the estimated or contractual lives of the loans. The effect of such amortization
has been to produce higher reported rates of return on loans that, before
acquisition, yielded lower reported rates of return or no reported returns,
despite the fact that the acquisition had no effect on the quality of the loans.
AcSEC has concluded that it should examine the accounting in such circum
stances.

Accounting Guidance
Date of Acquisition
. 13 At the time of acquisition, the sum of the acquisition amount of the
loan and the discount to be amortized should not exceed the undiscounted
future cash collections that are both reasonably estimable and probable.2 The
discount on an acquired loan should be amortized over the period in which the
payments are probable of collection only if the amounts and timing of collec
tions, whether characterized as interest or principal, are reasonably estimable
and the ultimate collectibility of the acquisition amount of the loan and the
discount is probable. If these criteria are not satisfied, the loan should be
accounted for using the cost-recovery method (see paragraphs .16 and .17).
. 14 If at the date of acquisition it is known that interest income on a
particular loan is not being recognized by the seller because of concerns about
the collectibility of the loan principal or interest, it should be presumed that
the loan does not meet the criteria in paragraph .13. That presumption may be
overcome if the acquirer’s assessment of factors affecting collectibility, such as
those discussed in paragraph .18, strongly indicate that collection of the
acquisition amount and the discount is probable and the amounts and timing
of collections are reasonably estimable. In accordance with FASB Statement
No. 91, discounts should be amortized using the interest method.

Subsequent to the Date of Acquisition
. 15 Collectibility should continue to be evaluated throughout the life of
the acquired loan. If, upon evaluation—
•

The estimate of the total probable collections is increased or decreased
but is still greater than the sum of the acquisition amount less
collections plus the discount amortized to date and it is probable that
collection will occur, the amount of the discount to be amortized should
be adjusted accordingly. The adjustment should be accounted for as a
change in estimate in accordance with APB Opinion 20, Accounting
Changes, and the amount of periodic amortization adjusted over the
remaining life of the loan.

2 FASB Statement No. 91 states that the difference between the acquisition amount of the loan
and the principal amount should be recognized as an adjustment of yield over the life of the loan.
Statement No. 91 provides accounting guidance for loans acquired at a discount because of net
origination fees and costs and differences between prevailing interest rates on the date of origination
and the date of acquisition. This practice bulletin addresses amortization of discounts on acquired
loans that reflect impairment of the borrowers’ credit.
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•

The estimate of amounts probable of collection is reduced and it is less
than the acquisition amount less collections plus the discount amor
tized to date, amortization should cease, and either the loan should be
written down or an allowance for uncollectibility relating to that loan
should be recognized.

•

It is not possible to estimate the amount and timing of collection,
amortization should cease, and the cost-recovery method should be
used as described in paragraph .17 below.

•

It is determined that collection is less than probable, amortization
should cease, either the loan should be written down or an allowance
for uncollectibility related to that loan should be recognized, and the
cost-recovery method should be used as described in paragraph .17
below.

•

It is determined that the loan is held primarily for the rewards of
ownership of the underlying nonmonetary collateral, the collateral
should be accounted for in accordance with the guidance on ADC
arrangements in AcSEC Practice Bulletin 1 [section 12,010].

Cost-Recovery Method
. 16 Application of the cost-recovery method requires that any amounts
received be applied first against the recorded amount of the loan; when that
amount has been reduced to zero, any additional amounts received are recog
nized as income.
. 17 The cost-recovery method should be used until it is determined that
the amount and timing of collections are reasonably estimable and collection
is probable. If the remaining amount that is probable of collection is less than
the sum of the acquisition amount less collections and the discount amortized
to date, then either the loan should be written down or an allowance for
uncollectibility related to that loan should be recognized. If the remaining
amount that is probable of collection is greater than that sum, then the
difference between that sum and the revised amount that is probable of
collection should be amortized on a prospective basis over the remaining life of
the loan.

Collectibility
. 18 Whether the acquisition amount of an acquired loan less collections
and the discount amortized to date are collectible is a matter of judgment.
Some of the factors that should be considered in assessing collectibility in
clude—
a.

The financial condition of the borrower.

b.

A substantial equity of the borrower in the collateral underlying the
loan that is not funded by the lender. This may reflect, to some extent,
the borrower’s commitment to pay the loan.

c.

Historical cash flows from the acquired loan.

d.

The prospect of near-term cash flows from the acquired loan.

e.

Irrevocable letters of credit, enforceable personal guarantees, or
takeout commitments from creditworthy parties. (The guidance on
ADC arrangements in AcSEC Practice Bulletin 1 [section 12,010],
may be useful in evaluating these items.)
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The nature of any asset underlying the loan and the probability that
it will generate sufficient future cash flows to cover future principal
and interest payments when due (for example, the forecasted earn
ings of a commercial property that are expected to cover future
principal and interest payments on a loan).
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Appendix A
Accounting at the Date of Acquisition
START

Is the collectibility
of the loan and the
contractual interest
in question?

No

The loan is outside
the scope of this
practice bulletin.
Apply existing GAAP.

Yes

Do the
factors affecting
collectibility in paragraph
.18 strongly indicate that
collection is probable
and the amounts and
timing of collections are estimable?
are estimable?

Yes

Record loan at its acquisition amount.
Amortize the difference between
that amount and the future cash
collections that are both reasonably
estimable and probable to income
over the life of the loan using the
interest method.

No

Was loan acquired
primarily for recovery of
collateral?

Yes

Do not record loan.
Account for collateral in
accordance with AcSEC
Practice Bulletin 1
[section 12,010].

No
Record loan at its acquisition
amount and do not amortize
discount. Account for the loan
using the cost-recovery method.
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Appendix B
Illustrations of the Application of the Practice Bulletin
These illustrations are provided to assist in the interpretation of the prin
ciples set forth in this practice bulletin. They are not intended to provide
guidance on whether the transactions should be accounted for as in-substance
foreclosures.

Illustration 1
Z acquires a loan that is thirty days past due. Shortly after acquisition, the
loan becomes current; collection of principal and interest is probable and the
amounts and timing are reasonably estimable.

Task Force's Conclusion:
The discount should be amortized.

Illustration 2
Z acquires a loan that is thirty days past due. The loan is restructured with
no loss recognized on the restructuring.

Additional Assumptions—A
The loan was restructured to pay no interest. Principal is to be paid in
periodic installments, and it is probable that all of the principal will be collected.

Task Force's Conclusion:
The discount should be amortized, because the amount and timing of the
cash flows that are probable of collection suggest that the presumption in
paragraph .14 that the loan does not meet the criteria for amortization of
discounts has been overcome.

Additional Assumptions—B
The loan was restructured to pay 4-percent interest, an amount less than
the market rate and the original contractual rate. The original contractual
principal payments continue to be made. The loan is not fully amortizing; that
is, a substantial balloon payment will be required at maturity.

Task Force's Conclusion:
Due to the significance of the balloon payment, sole reliance on the payment
as a basis for overcoming the presumption in paragraph .14 that the loan does
not meet the criteria for amortization of discounts is not appropriate. Other
evidence that supports the probability of collection would have to be assessed.

Additional Assumptions—C
Same assumptions as in B, except that the original contractual principal
payments have been reduced and, consequently, a larger balloon payment will
be required at maturity. (The new periodic payment is based on an amortization
schedule longer than the term of the loan.)

Task Force's Conclusion:
The discount should not be amortized.
AICPA Technical Practice Aids
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Additional Assumptions—D
The loan was restructured to pay no interest; principal is to be paid in a
single amount at maturity.

Task Force's Conclusion:
The discount should not be amortized.

Illustration 3
Z acquires a loan that is thirty days past due at acquisition and begins to
accrue interest income receivable and amortize the discount. The loan becomes
ninety days past due, and Z stops accruing interest.

Task Force's Conclusion:
Amortization of the discount should stop.

Illustration 4
Z acquires a loan that is thirty days past due at acquisition. The amount
and timing of the future payments are reasonably estimable, and the amount
is probable of collection. Z begins to accrue interest income receivable and
amortize the discount. The borrower makes all subsequent required payments
but does not bring the loan current—that is, the borrower does not make the
missed payment.

Task Force's Conclusion:
The discount should continue to be amortized.

Illustration 5
Z acquires a loan on which the borrower is making the contractual interest
payments when due. The entire principal is due in a lump sum at maturity. Z
believes repayment of some of the principal is probable, but repayment of the
remainder is less than probable.

Task Force's Conclusion:
The discount, that is, the difference between the acquisition amount and the
sum of the part of the principal and interest payments that are reasonably
estimable and probable of collection, should be amortized to income over the
life of the loan using the interest method. If the estimate of the amount that is
probable of collection is revised, the periodic amortization should be adjusted
accordingly.

Illustration 6
Y, an acquired bank, had a loan that originally paid 12-percent interest and
that was secured by cash flows from a producing oil well. The well had proven
reserves and the collateral coverage was 125 percent of the loan based on net
cash flows ([oil produced X market price of oil]— cost to produce).
The price of oil subsequently decreased. Y agreed to accept reduced interest
payments in a troubled debt restructuring, because estimates of cash flows at
that time indicated that the loan principal plus 4-percent interest would be
repaid. The borrower will continue to operate the well, and it is reasonably
possible that cash flows of the borrower from additional sources would become
available to the bank.
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Z acquired Y in a purchase business combination and, in accordance with
APB Opinion 16, recorded the loan “at present values of amounts to be received
determined at appropriate current interest rates.” Z believes that the amount
and timing of the cash flows are reasonably estimable and the amount is
probable of collection.

Task Force's Conclusion:
Z should amortize the discount because the cash flows are probable. How
ever, amortization of the discount should stop if the price of oil drops further
such that the probability of collection becomes uncertain.

Illustration 7
Acquiree bank has a $1,000,000 construction loan at 10-percent interest that
was due on September 30, 1988. A takeout commitment on the loan was not
honored, and the borrower continues to seek refinancing. The current market
rate considering the creditworthiness of the borrower is 12 percent for a
mortgage loan. Acquirer bank is acquiring Acquiree bank on December 31,
1988, at which time the loan is ninety days past due and interest is not being
accrued. Acquirer bank is willing to renegotiate the loan so that it pays out.
The borrower will operate the property, and it is reasonably possible that cash
flows of the borrower from additional sources would become available to
Acquirer bank.

Additional Assumptions—A
The property is leased under long-term leases. It is probable that the
borrower will pay $10,000 a month from cash flow from the property. Over
eighteen years and nine months that amount would repay all principal and
contractual interest on the loan (approximately $2,250,000).

Task Force's Conclusion:
Acquirer bank should discount $2,250,000 at 12 percent and amortize the
resulting discount to income, because the future cash collections are both
reasonably estimable and probable.

Additional Assumptions—B
The property is 25 percent leased under long-term leases. It is probable that
the borrower will pay $5,000 a month from cash flow from the property. Over
twenty-five years (the estimated useful life of the property) that amount
($1,500,000) would not repay all principal and interest on the loan.

Task Force's Conclusion:
Acquirer bank should discount $1,500,000 at 12 percent and amortize the
resulting discount to income, because the future cash collections totaling that
amount are both reasonably estimable and probable.

Additional Assumptions—C
The property is not leased, and the borrower is unable to determine when
payments can be made.
AICPA Technical Practice Aids
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Task Force's Conclusion:
Acquirer bank would record the loan at the fair value of the note and account
for it using the cost-recovery method. (If the Acquirer bank expects to obtain
repayment of the loan through foreclosure of the underlying collateral, the
collateral should be accounted for in accordance with AcSEC Practice Bulletin
1 [section 12,010].)
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Section 12,080
Practice Bulletin 8
Application of FASB Statement No. 97,
Accounting and Reporting by Insurance
Enterprises for Certain Long-Duration
Contracts and for Realized Gains and
Losses From the Sale of Investments, to
Insurance Enterprises
November, 1990
NOTICE TO READERS
Practice bulletins of the Accounting Standards Division are issued to
disseminate the views of the Accounting Standards Executive Committee on
narrow financial accounting and reporting issues. The issues dealt with are those
that have not been and are not being considered by the Financial Accounting
Standards Board or the Governmental Accounting Standards Board. Practice
bulletins present the views on such issues of at least two-thirds of the members of
the Accounting Standards Executive Committee, the senior technical body of the
AICPA authorized to speak for the AICPA on financial accounting and reporting.

The Financial Accounting Standards Board and the Governmental Accounting
Standards Board are the bodies authorized to establish enforceable standards
under rule 203 of the AICPA Code of Professional Conduct. However, practice
bulletins provide guidance on narrow issues that practitioners are encouraged to
follow to enhance the quality and comparability of financial statements.

.01 This practice bulletin provides guidance, in the form of questions and
answers, for insurance enterprises regarding the application of Financial
Accounting Standards Board (FASB) Statement No. 97, Accounting and Re
porting by Insurance Enterprises for Certain Long-Duration Contracts and for
Realized Gains and Losses from the Sale of Investments.

Acquisition Costs
.02 Question 1: Is the definition of capitalized acquisition costs for in
vestment contracts and universal life-type contracts under FASB Statement
No. 97 the same as the definition under FASB Statement No. 60, Accounting
and Reporting by Insurance Enterprises?

.03 FASB Statement No. 60, paragraph 28, defines acquisition costs as
“those costs that vary with and are primarily related to the acquisition of new
and renewal insurance contracts.”
.04 Answer 1: Yes. However, FASB Statement No. 97, paragraph 24,
specifies that certain acquisition costs should not be capitalized, but instead
should be considered as maintenance and other period costs that are expensed
as incurred, as follows:
AICPA Technical Practice Aids
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Acquisition costs that vary in a constant relationship to premiums or insurance
in force, are recurring in nature, or tend to be incurred in a level amount from
period to period, shall be charged to expense in the period incurred.

.05 Certain acquisition costs have been excluded because, under FASB
Statement No. 97, capitalized acquisition costs for universal life-type contracts
and investment contracts ordinarily are amortized in relation to estimated
gross profits, whereas under FASB Statement No. 60, capitalized acquisition
costs are amortized in proportion to premium revenue recognized. Costs such
as recurring premium taxes and ultimate level commissions, which vary with
premium revenue, are effectively charged to expense in the periods incurred.
.06 Question 2: What method should be used for amortizing deferred
policy acquisition costs (DPAC) incurred on investment contracts?
.07 Answer 2: The amortization method described in FASB Statement
No. 97 for universal life-type contracts should be used for investment contracts
that include significant surrender charges or that yield significant revenues
from sources other than the investment of contract holders’ funds. This method
matches the amortization of DPAC with the recognition of gross profits.
Otherwise, DPAC on investment contracts should be amortized using an
accounting method that recognizes acquisition and interest costs as expenses
at a constant rate applied to net policy liabilities and that is consistent with
the interest method under FASB Statement No. 91, Accounting for Nonrefund
able Fees and Costs Associated With Originating or Acquiring Loans and
Initial Direct Costs of Leases (interest method).

.08 Under both the FASB Statement No. 97 amortization method and the
interest method, assumptions used should be updated to be consistent with the
concepts underlying the method used:

•

Under the FASB Statement No. 97 amortization method, assumptions
should be updated in compliance with paragraph 25 of FASB State
ment No. 97, which states that “estimates of expected gross profit used
as a basis for amortization shall be evaluated regularly, and the total
amortization recorded to date shall be adjusted by a charge or credit
to the statement of earnings if actual experience or other evidence
suggests that earlier estimates should be revised.”

•

Under the interest method, the incidence of surrenders (if they are
probable and can be reasonably estimated) can be anticipated for
purposes of determining the amortization period. The rate of DPAC
amortization should be adjusted for changes in the incidence of sur
renders to be consistent with the handling of principal prepayments
under FASB Statement No. 91.

•

DPAC related to investment contracts should be reported as an asset
to be consistent with the reporting of DPAC on insurance products
covered by FASB Statement No. 97. Under some reserving methods,
the insurance reserve may be calculated net of DPAC. In that event,
the amounts of DPAC and reserves have to be determined separately.

Limited-Payment Contracts
.09 Question 3: Should the deferred profit liability (excess of gross pre
miums over net premiums), if any, on limited-payment contracts be amortized
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in relation to the discounted amount of insurance in force (or expected future
benefit), and should interest accrue to the unamortized deferred profit liability
balance?
.10 Answer 3: Yes. The deferred profit liability should be amortized in
relation to the discounted amount of the insurance in force or expected future
benefit payments, and interest should accrue to the unamortized balance. The
use of interest in the amortization is consistent with the determination of the
deferred profit using discounting.
.11 Question 4: Should costs related to the acquisition of new and re
newal business that are not capitalized (because, for example, the costs do not
vary with the acquisition of the business) be included in the calculation of net
premium used in determining the profit to be deferred on limited-payment
contracts?

.12 Answer 4: No. Those costs are period costs, which should be recog
nized when incurred. The inclusion of such costs in the calculation of net
premium would result in their deferral.

.13 Costs that would be included in the determination of net premium
under FASB Statement No. 97 and for purposes of determining the deferred
profit for limited-payment contracts are policy-related costs that are not pri
marily related to the acquisition of business (such as policy administration,
maintenance, and settlement costs) and acquisition costs that are capitalized
under FASB Statement No. 97.
.14 Question 5: Does the method of amortizing DPAC on limited-pay
ment contracts under FASB Statement No. 97 differ from the method required
under FASB Statement No. 60?
.15 Answer 5: No. DPAC should continue to be amortized in proportion
to premium revenue recognized, as required under FASB Statement No. 60,
paragraph 29. Premium revenue used in the calculation should be the gross
premium recorded, that is, the amount before adjustment for excess of gross
over net premiums (the deferred profit liability).

.16 Question 6: Does paragraph 16 of FASB Statement No. 97, which
addresses limited-payment contracts, apply to limited-payment participating
and limited-payment nonguaranteed-premium contracts that are not, in sub
stance, universal life-type contracts?
.17 Answer 6: Yes. These contracts are limited-payment contracts under
paragraph 9 of FASB Statement No. 97 and are not excluded under paragraph
11 because they are not conventional forms of participating or nonguaranteedpremium contracts.

Internal Replacements
.18 Question 7: Does the accounting specified by FASB Statement No.
97, paragraph 26, for internal replacement transactions apply only to the
replacement of traditional insurance contracts by universal life-type contracts?
.19 Answer 7: Yes. FASB Statement No. 97 addresses only replacements
of traditional insurance contracts by universal life-type contracts. The account
ing for other internal replacements should be based on the circumstances of the
transaction. Paragraphs 70 to 72 of FASB Statement No. 97 discuss the Board’s
rationale for requiring recognition of loss on the termination of the replaced
contract.
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.20 Question 8: How should insurance enterprises report changes in
accounting practices for internal replacements other than replacements by
universal life-type contracts?

.21 Answer 8: If the accounting practice for internal replacements other
than replacement by a universal life-type contract is changed, and if the effect
is material, insurance enterprises should disclose the change in their reports
to shareholders as a change in accounting principle, as described in paragraphs
18 to 26 of APB Opinion No. 20, Accounting Changes.

Scope of FASB Statement No. 97
.22 Question 9: According to paragraph 14 of FASB Statement No. 97,
the statement does not apply to certain long-duration insurance contracts,
such as those that provide benefits related only to illness, physical injury, or
disability. Should FASB Statement No. 97 be applied to contracts that provide
those kinds of benefits but that also have characteristics and benefits falling
under FASB Statement No. 97, such as significant cash surrender benefits and
limited-payment or universal-type provisions?

.23 Answer 9: Yes. If insurance contracts have characteristics significant
to the contracts that are covered by FASB Statement No. 97—for example,
limited-payment or universal life-type contracts—the accounting for the con
tracts should be guided by the concepts of FASB Statement No. 97. For
example, universal disability contracts that have many of the same charac
teristics as universal life-type contracts, with the exception of providing dis
ability benefits instead of life insurance benefits, should be accounted for in a
manner consistent with universal life-type contracts.

Estimated Gross Profits—Universal Life-Type Contracts
.24 Question 10: FASB Statement No. 97, paragraph 23b, states that
estimated gross profits (EGP) used to determine DPAC amortization for uni
versal life-type contracts should include estimates of costs expected to be
incurred for contract administration, including acquisition costs not included
in capitalized acquisition costs. What kinds of costs should be included in
contract administration costs, and should non-policy-related costs and costs
that are not capitalized under FASB Statement No. 60, paragraph 28, because
they do not vary with the acquisition of new and renewal insurance contracts
be included?

.25 Answer 10: Contract administration costs included in the calculation
of EGP should consist of the following:

•

Policy-related costs that are not primarily related to the acquisition of
business, such as policy administration, settlement, and maintenance
costs

•

Policy-related acquisition costs that are not capitalized under FASB
Statement No. 97, paragraph 24, such as ultimate renewal commission
and recurring premium taxes

.26 Non-policy-related expenses, such as certain overhead costs, and costs
that are related to the acquisition of business that are not capitalized under
FASB Statement No. 60, such as certain advertising costs, should not be
included in EGP.
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.27 Question 11: Should gains and losses from sales of investments be
included in amounts expected to be earned from the investment of policyholder balances used to determine EGP?

.28 Answer 11: Yes. Expected gains and losses from sales of investments
related to universal life contracts should be included in the determination of
EGP, because earned investment income should be based on the expected total
yield of the investments. If the timing and amount of realized gains and losses
from the sales of investments change from those expected and materially affect
the expected total yield and the estimated gross profits, DPAC amortization
should be reevaluated.

Transition
.29 Question 12: Accounting changes resulting from the adoption of
FASB Statement No. 97 are required to be applied retroactively through
restatement of all previously issued financial statements that are being pre
sented. FASB Statement No. 97 requires that if restatement of all years
presented is not practicable, the cumulative effect of the accounting changes
be reported in net income in the year the statement is adopted. If a company is
adopting FASB Statement No. 97 through a cumulative-effect adjustment
because restatement is not practicable, should the company nevertheless
restate prior years’ income statements for the change in reporting realized
investment gains and losses under FASB Statement No. 97?
.30 Answer 12: Yes. A company should adopt FASB Statement No. 97’s
change in reporting realized investment gains and losses through restatement
of prior years’ income statements even if other provisions of the standard are
adopted through a cumulative-effect adjustment. A company should adopt all
provisions of FASB Statement No. 97 in the same period.

.31 Question 13: When adopting FASB Statement No. 97 retroactively
through restatement of prior years’ financial statements, should companies
use the original accounting assumptions, such as assumptions regarding esti
mated gross profits, that they would have used in those prior periods, or may
hindsight be used so that experience subsequent to those periods may be
substituted for original assumptions?

.32 Answer 13: Assumptions used in restating prior years’ financial
statements should not include significant subsequent fluctuations in experi
ence that could not reasonably have been foreseen—for example, a significant
unexpected change in lapse experience resulting from specific circumstances
occurring in a subsequent period, restructuring of policy charges, or a major
change in investment strategy. The effects of such changes should be included
in the restated results of the period in which the changes occurred, which may
require the adjustment of total DPAC amortization recorded to date as speci
fied in paragraph 25 of FASB Statement No. 97.

Recoverability and Loss Recognition—
Investment Contracts
.33 Question 14: Should DPAC related to investment contracts defined
under FASB Statement No. 97 be written off if it is determined that the
amount at which the asset is stated is probably not recoverable?
AICPA Technical Practice Aids
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.34 Answer 14: Yes. As stated in paragraph 87 in FASB Statement of
Concepts No. 5, Recognition and Measurement in Financial Statements of
Business Enterprises, “[a]n expense or loss is recognized if it becomes evident
that previously recognized future economic benefits of an asset have been
reduced or eliminated, or that a liability has been incurred or increased,
without associated economic benefits.” The DPAC asset should be reduced to
the level that can be recovered. Further guidance is provided in paragraphs .35
and .36 of this practice bulletin.

.35 Question 15: Should the provisions of FASB Statement No. 60 con
cerning loss recognition (premium deficiency), by which an additional liability
is established for anticipated losses on contracts, apply to investment contracts
defined in FASB Statement No. 97?
.36 Answer 15: No. Such loss recognition, as described in paragraph .34
above, is not permitted for investment contracts under FASB Statement No.
97.
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Practice Bulletin 11
Accounting for Preconfirmation
Contingencies in Fresh-Start Reporting
March, 1994

NOTICE TO READERS
Practice bulletins of the Accounting Standards Division are issued to
disseminate the views of the Accounting Standards Executive Committee on
narrow financial accounting and reporting issues. The issues dealt with are those
that have not been and are not being considered by the Financial Accounting
Standards Board or the Governmental Accounting Standards Board. Practice
bulletins present the views on such issues of at least two-thirds of the members of
the Accounting Standards Executive Committee, the senior technical body of the
AICPA authorized to speak for the AICPA on financial accounting and reporting.

The Financial Accounting Standards Board and the Governmental Accounting
Standards Board are the bodies authorized to establish enforceable standards
under Rule 203 of the AICPA Code of Professional Conduct. However, practice
bulletins provide guidance on narrow issues that practitioners are encouraged to
follow to enhance the quality and comparability of financial statements.

Introduction
.01 This practice bulletin interprets certain provisions of AICPA State
ment of Position (SOP) 90-7, Financial Reporting by Entities in Reorganization
Under the Bankruptcy Code [section 10,460]. SOP 90-7 [section 10,460] pro
vides guidance for financial reporting by entities that file petitions with the
Bankruptcy Court and expect to reorganize as going concerns under Chapter
11 of title 11 of the United States Code. The SOP was issued on November 19,
1990, and is effective for financial statements of enterprises that filed petitions
under the Bankruptcy Code after December 31,1990.
.02 SOP 90-7 [section 10,460] states that an entity should adopt fresh
start reporting upon emergence from Chapter 11 reorganization if the reor
ganization value of assets immediately before the date of confirmation is less
than the total of all postpetition liabilities and allowed claims, and if holders
of existing voting shares immediately before confirmation receive less than 50
percent of the voting shares of the emerging entity. Reorganization value
generally approximates fair value of the entity before considering liabilities
and approximates the amount a willing buyer would pay for the assets of the
entity immediately after restructuring. The reorganization value of an entity
is the amount of resources available and to become available for the satisfac
tion of postpetition liabilities and allowed claims and interest, as negotiated or
litigated between the debtor-in-possession or trustee, the creditors, and the
holders of equity interests.
AICPA Technical Practice Aids
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.03 SOP 90-7 [section 10,460] identifies the principles to be applied in
adopting fresh-start reporting, which include the following:

•

Reorganization value of the entity should be allocated to the entity’s
assets in conformity with the procedures specified by Accounting
Principles Board (APB) Opinion No. 16, Business Combinations, for
transactions recorded on the basis of the purchase method. Any
reorganization value in excess of amounts allocable to identifiable
assets should be amortized in conformity with APB Opinion 17, Intan
gible Assets.

•

Each liability existing at the plan confirmation date, other than
deferred taxes, should be stated at the present values of amounts to
be paid.

.04 SOP 90-7 [section 10,460] does not provide specific guidance on ac
counting for contingencies existing at the date fresh-start reporting is
adopted.1 Some believe that the effects of adjusting or resolving all such
contingencies should be included in postconfirmation earnings. Others believe
that accounting similar to that in FASB Statement of Financial Accounting
Standards No. 38, Accounting for Preacquisition Contingencies of Purchased
Enterprises, should be applied. Such accounting could result in adjustments to
reorganization value in excess of amounts allocable to identifiable assets. The
Accounting Standards Executive Committee (AcSEC) has been asked to clarify
the issue.

Interpretation
.05 Certain uncertainties that were not resolved during the Chapter 11
proceedings may continue to exist at the confirmation date. For purposes of
applying SOP 90-7 [section 10,460], such uncertainties are referred to as
preconfirmation contingencies, defined as contingencies2 of an entity that
emerges from Chapter 11 reorganization and applies fresh-start reporting, and
that exist at the date of confirmation of the plan. A preconfirmation contin
gency can be a contingent asset, a contingent liability, or a contingent impair
ment of an asset.
06 Preconfirmation contingencies include uncertainties concerning

.
•

Amounts ultimately to be realized upon the disposition of assets
designated for sale by the confirmed plan; proceeds upon disposition
may vary from values estimated at confirmation.

•

Nondischargeable claims (for example, environmental issues).

•

Claims that are disputed, unliquidated, or contingent and that are
unresolved at confirmation; these claims may be estimated for pur
poses of voting on the plan. The confirmed plan may provide for
issuance of shares (or release of shares from escrow) in resolution of
certain claims.

.

07 Preconfirmation contingencies do not include—

1 See paragraphs .35 and .55 of SOP 90-7 [section 10,460.35 and .55],
2 FASB Statement of Financial Accounting Standards No. 5, Accounting for Contingencies,
defines a contingency as an existing condition, situation, or set of circumstances involving uncer
tainty concerning possible gain or loss to an enterprise that will ultimately be resolved when one or
more future events occur or fail to occur.

§12,110.03

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

Accounting for Preconfinnation Contingencies

50,163

•

Allocation of reorganization value to the entity’s assets. The initial
allocation of the value of the reconstituted entity to individual assets
in conformity with the procedures specified by APB Opinion 16 may
require the use of estimates. Those estimates may change when
information the entity has arranged to obtain has been received—for
example, once appraisals of certain assets of the reconstituted busi
ness have been received.

•

Deductible temporary differences or net operating loss and tax-credit
carryforwards that exist at confirmation. FASB Statement of Finan
cial Accounting Standards No. 109, Accounting for Income Taxes, and
paragraph .38 of SOP 90-7 [section 10,460.38], specify the accounting
for those items.

.08 After the adoption of fresh-start reporting, adjustments that result
from a preconfirmation contingency shall be included in the determination of
net income in the period in which the adjustment is determined. Such adjust
ments can result from resolution of a contingency or changes in estimates of
amounts initially recorded at emergence from Chapter 11 (see paragraph .05
herein).

.09 Adjustment of preconfirmation contingencies should be included in
income or loss from continuing operations of the emerged entity and should be
separately disclosed.
.10 This practice bulletin is effective for adjustments of preconfirmation
contingencies made after March 31,1994. Earlier application is encouraged.

Basis for Conclusions
.11 Paragraph .58 of SOP 90-7 [section 10,460.58] states, in part, . . in
the reorganization process, extensive information available to the parties in
interest, the adversarial negotiation process, the involvement of the Bank
ruptcy Court, the use of specialists by one or more of the parties in interest,
and the fact that all elements of the determination are focused solely on the
economic viability of the emerging entity result in an objective and reliable
determination of reorganization value.” Thus, all contingencies that are signifi
cant to the reorganization proceedings are identified and generally estimated
by the confirmation date.
.12 FASB Statement No. 38 describes an allocation period as the time
required by a purchaser of a business to identify and quantify the assets
acquired and the liabilities assumed. The allocation period ends when the
acquiring entity is no longer waiting for information that it has arranged to
obtain and that is known to be available or obtainable. Any adjustment after
the end of the allocation period that results from a preacquisition contingency
is included in earnings. AcSEC believes that in reorganization proceedings the
analogous allocation period for contingencies is the reorganization period,
which ends at the confirmation date. Therefore, adjustments to the amounts
initially recorded for preconfirmation contingencies at the adoption of fresh
start accounting should be reflected in earnings.

AICPA Technical Practice Aids

§12,110.12

50,164

Practice Bulletins

Accounting Standards Executive Committee
(1992-1993)
Norman N. Strauss, Chair
Ernest F. Baugh, Jr.
G. Michael Crooch
H. John Dirks
George P. Fritz
Stuart H. Harden
James E. Healey
Sally L. Hoffman

James A. Johnson
Krista M. Kaland
Robert S. Kay
Aram G. Kostoglian
John M. Lacey
James T. Parks
Edward W. Trott

Reorganization Task Force
(1992-1993)
George P. Fritz, Chair
Peter J. Gibbons
Grant W. Newton
Alan Jacobs

George Patterson
Richard R. Petersen
Thomas R. Sandler
James V. Schnurr

The task force gratefully acknowledges the contributions of Vern E. Bragg.

AICPA Stuff
Arleen K. Rodda
Director
Accounting Standards

Al Goll
Technical Manager
Accounting Standards

[The next page is 50,201.]

§12,110.12

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

50,201

Section 12,130
Practice Bulletin 13
Direct-Response Advertising and Probable
Future Benefits
December, 1994
NOTICE TO READERS
Practice Bulletins are issued to disseminate the views of the Accounting
Standards Executive Committee on narrow financial accounting and reporting
issues. The issues dealt with are those that have not been and are not being
considered by the Financial Accounting Standards Board or the Governmental
Accounting Standards Board. Practice Bulletins present the views on such issues
of at least two-thirds of the members of the Accounting Standards Executive
Committee, the senior technical body of the AICPA authorized to speak for the
AICPA on financial accounting and reporting.
Statement on Auditing Standards No. 69, The Meaning of Present Fairly in
Conformity With Generally Accepted Accounting Principles, identifies AICPA
Practice Bulletins as a source of established accounting principles generally
accepted in the United States that an AICPA member should consider if the
accounting treatment of a transaction or event is not specified by a pronouncement
covered by Rule 203 of the AICPA Code of Professional Conduct. If relevant to the
circumstances of the transaction or event, the accounting treatment specified by
this Practice Bulletin should be used, or the member should be prepared to justify
the departure.

Introduction
.01 In December 1993, the AICPA’s Accounting Standards Executive
Committee (AcSEC) issued Statement of Position (SOP) 93-7, Reporting on
Advertising Costs [section 10,590]. SOP 93-7 [section 10,590] provides guidance
on financial reporting on advertising costs and requires that an entity report
the costs of all advertising as expenses either in the periods in which those
costs are incurred, or the first time the advertising takes place, except for
certain direct-response advertising. The costs of direct-response advertising
that result in probable future benefits should be capitalized and amortized over
the estimated period of the future benefits.

Direct-Response Advertising
.02 Paragraph 33 of SOP 93-7 [section 10,590.33] states that the costs of
direct-response advertising should be capitalized if both of the following condi
tions are met:
a.

The primary purpose of the advertising is to elicit sales to customers
who could be shown to have responded specifically to the advertising.
(Paragraph 34 of SOP 93-7 [section 10,590.34] discusses the condi
tions that must exist in order to conclude that the advertising’s
purpose is to elicit sales to customers who could be shown to have
responded specifically to the advertising.)
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b.

The direct-response advertising results in probable future benefits.
(Paragraph 37 of SOP 93-7 [section 10,590.37] discusses the condi
tions that must exist in order to conclude that direct-response adver
tising results in probable future benefits.)

.03 Paragraph 36 of SOP 93-7 [section 10,590.36] states that “probable
future benefits of direct-response advertising activities are probable future
revenues arising from that advertising in excess of future costs to be incurred
in realizing those revenues.” Practice has interpreted probable future revenues
in different ways. Some believe that future revenues should be limited to
revenue received from sales to customers receiving and responding to the
direct-response advertisement. Others believe that future revenues should
include revenue indirectly related to the advertisement. SOP 93-7 [section
10,590] does not explicitly address this issue.
.04 This practice bulletin interprets paragraphs 33, 36, and 46 through
48 of SOP 93-7 [section 10,590.33, .36, .46-.48] by clarifying that only revenue
from sales to customers receiving and responding to the direct-response adver
tisement should be considered when determining probable future revenues.

Probable Future Revenues
.05 Revenues associated with direct-response advertising are as follows:

a.

Primary: Revenues from sales to customers receiving and respond
ing to the direct-response advertising

b.

Secondary: Revenues other than revenues from sales to customers
receiving and responding to the direct-response advertising

For example, most publishers receive revenue from customers that subscribe
to the publications; these subscription revenues are primary revenues. Publish
ers also receive secondary revenues such as advertisements in the publications
(referred to as placement fees). Placement fee revenues are affected by several
factors, including the total number of subscribers to the publication and the
selling efforts devoted to obtaining the placement fees.

Conclusion
.06 When determining probable future revenues, those revenues should be
limited to revenues from sales to customers receiving and responding to the
direct-response advertising (primary revenues).

.07 When evaluating whether the direct-response advertising results in
probable future benefits (paragraph 33b of SOP 93-7 [section 10,590.336]),
probable future benefits should include only primary revenues. When amortiz
ing and assessing the realizability of the direct-response advertising reported
as assets, future revenues should be limited to primary revenues (paragraphs
46 through 48 of SOP 93-7 [section 10,590.46-.48]).

Effective Date and Transition
.08 This practice bulletin is effective for advertising costs incurred after
December 31,1994, or upon the adoption of SOP 93-7 [section 10,590], if later.
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.09 Entities that adopt SOP 93-7 [section 10,590] on or prior to December
31, 1994, and that report the costs of direct-response advertising as assets
based on the inclusion of secondary revenues in determining probable future
revenues, may report advertising costs incurred on or prior to December 31,
1994, using one of the following alternatives:
a.

Continue to include secondary revenues in determining probable
future revenues for purposes of amortizing and assessing the re
alizability of direct-response advertising reported as assets at De
cember 31,1994.

b.

For entities that have issued annual financial statements reflecting
the adoption of SOP 93-7 [section 10,590], use only primary revenues
for purposes of reporting the costs of direct-response advertising
reported as assets and report the change in accounting as the cumu
lative effect of a change in accounting principle as prescribed by
paragraph 20 of Accounting Principles Board Opinion No. 20, Ac
counting Changes.

.
c.

For entities that have not issued annual financial statements, use
only primary revenues for purposes of reporting the costs of directresponse advertising as assets.

Discussion of Conclusion
Probable Future Revenues
.10 SOP 93-7 [section 10,590] establishes narrow conditions for reporting
the costs of advertising as an asset beyond the first time the advertising takes
place. Those conditions are based, in part, on future benefits resulting from the
advertising. Some entities have interpreted SOP 93-7 [section 10,590] to allow
the inclusion of secondary sources of revenue when determining probable
future benefits. That practice extends, beyond AcSEC’s intent, the link be
tween the customers responding to the direct-response advertising and the
probable future revenues resulting from the advertising. This practice bulletin
clarifies that AcSEC intended that only primary revenues should be included
in the determination of probable future revenues.

Transition
.11 SOP 93-7 [section 10,590] was issued in December 1993 and is effec
tive for financial statements for years beginning after June 15, 1994, with
earlier application encouraged in fiscal years for which financial statements
previously have not been issued. SOP 93-7 [section 10,590] did not explicitly
address the issue of whether secondary revenues should be included in prob
able future benefits. Therefore, some entities that early adopted SOP 93-7
[section 10,590] included secondary revenues in determining probable future
revenues, and as a result reported direct-response advertising costs as assets
that would not be reported as assets under this practice bulletin.

.12 AcSEC acknowledges that transition, to a significant extent, is a
practical matter. A major objective of transition is to mitigate disruption to the
extent possible without unduly compromising the objectives of the accounting
guidance in this practice bulletin and consistency among reporting entities.
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AcSEC believes that those entities that adopted SOP 93-7 [section 10,590]
prior to its effective date did so in good faith and should not be required to
restate annual financial statements previously issued. AcSEC further believes
that few entities both adopted SOP 93-7 [section 10,590] prior to its effective
date and included secondary revenues when determining probable future
revenues. Therefore, consistency among reporting entities has not been com
promised significantly.
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Section 12,140
Practice Bulletin 14
Accounting and Reporting by Limited
Liability Companies and Limited
Liability Partnerships
April, 1995

NOTICE TO READERS
Practice Bulletins are issued to disseminate the views of the Accounting
Standards Executive Committee on narrow financial accounting and reporting
issues. The issues dealt with are those that have not been and are not being
considered by the Financial Accounting Standards Board or the Governmental
Accounting Standards Board. Practice Bulletins present the views on such issues
of at least two-thirds of the members of the Accounting Standards Executive
Committee, the senior technical body of the AICPA authorized to speak for the
AICPA on financial accounting and reporting.
Statement on Auditing Standards No. 69, The Meaning of Present Fairly in
Conformity With Generally Accepted Accounting Principles, identifies AICPA
Practice Bulletins as a source of established accounting principles generally
accepted in the United States that an AICPA member should consider if the
accounting treatment of a transaction or event is not specified by a pronouncement
covered by Rule 203 of the AICPA Code of Professional Conduct. If relevant to the
circumstances of the transaction or event, the accounting treatment specified by
this Practice Bulletin should be used, or the member should be prepared to justify
the departure.

Introduction
. 01 The Accounting Standards Executive Committee (AcSEC) of the
American Institute of Certified Public Accountants (AICPA) prepared the
following guidance regarding the application of existing authoritative litera
ture to limited liability companies and limited liability partnerships.

. 02 U.S. limited liability companies and limited liability partnerships
(hereinafter referred to as limited liability companies or LLCs) are formed in
accordance with the laws of the state in which such entities are organized.
Because those laws are not uniform, the characteristics of LLCs vary from
state to state. However, LLCs generally have the following characteristics:1

•

An LLC is an unincorporated association of two or more “persons.”

•

Its members have limited personal liability for the obligations or debts
of the entity.

1 The characteristics listed in this paragraph are not intended to be representative of charac
teristics in the statutes of each state. Preparers of an LLC’s financial statements should be cognizant
of the LLC legislation enacted in the jurisdiction in which the LLC is organized.
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It is classified as a partnership for federal income tax purposes.

.03 Under the rules in existence as of the date of this practice bulletin, to
be classified as a partnership for federal income tax purposes, a limited
liability company must lack at least two of the following corporate charac
teristics:2

•

Limited liability

•

Free transferability of interests

•

Centralized management

•

Continuity of life

Scope
. 04 This practice bulletin provides reporting guidance for limited liability
companies organized in the United States that prepare financial statements in
accordance with generally accepted accounting principles. The practice bulle
tin also provides guidance on certain accounting issues for LLCs organized in
the United States. For accounting issues not addressed in this practice bulle
tin, an LLC should comply with the existing requirements of generally ac
cepted accounting principles.

Conclusions
Accounting Issues
Accounting for Assets and Liabilities Previously Owned by Predecessor Entities
.05 An LLC formed by combining entities under common control or by
conversion from another type of entity initially should state its assets and
liabilities at amounts at which they were stated in the financial statements of
the predecessor entity or entities in a manner similar to a pooling of interests.

Accounting for Income Taxes
. 06 As discussed in paragraph .02 of this practice bulletin, LLCs generally
are classified as partnerships for federal income tax purposes. An LLC that is
subject to federal (U.S.), foreign, state, or local (including franchise) taxes
based on income should account for such taxes in accordance with Financial
Accounting Standards Board (FASB) Statement of Financial Accounting
Standards No. 109, Accounting for Income Taxes. Paragraph 17 of FASB
Statement No. 109 requires a jurisdiction-by-jurisdiction computation.
. 07 In accordance with paragraph 28 of FASB Statement No. 109, an
entity whose tax status in a jurisdiction changes from taxable to nontaxable
should eliminate any deferred tax assets or liabilities related to that jurisdic
tion as of the date the entity ceases to be a taxable entity. Paragraph 45 of
2 Many states have adopted similar requirements for limited liability companies to be classified
as partnerships for state income or franchise tax purposes. However, certain states have enacted LLC
legislation that includes income tax requirements. Additionally, if an LLC operates in a jurisdiction
where either LLC legislation has not been enacted or LLCs are subject to income taxation, it may be
subject to income tax requirements on income derived from operations in those jurisdictions.
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FASB Statement No. 109 requires disclosure of significant components of
income tax expense attributable to continuing operations including “adjust
ments of a deferred tax liability or asset for ... a change in the tax status of
the enterprise.”

Financial Statement Display Issues
.08 A complete set of LLC financial statements should include a state
ment of financial position as of the end of the reporting period, a statement of
operations for the period, a statement of cash flows for the period, and accom
panying notes to financial statements. Additionally, the LLC should present
information related to changes in members’ equity for the period. This infor
mation may be presented as a separate statement, combined with the state
ment of operations, or in the notes to the financial statements.
.09 The headings of a limited liability company’s financial statements
should identify clearly the financial statements as those of a limited liability
company.

Presentation of the Equity Section of the Statement of Financial Position
.10 The financial statements of a limited liability company should be
similar in presentation to those of a partnership. The LLC owners are referred
to as “members”; therefore, the equity section in the statement of financial
position should be titled “members’ equity.” If more than one class of members
exists, each having varying rights, preferences, and privileges, the LLC is
encouraged to report the equity of each class separately within the equity
section. If the LLC does not report the amount of each class separately within
the equity section, it should disclose those amounts in the notes to the financial
statements (see paragraph .15).
.11 Even though a member’s liability may be limited, if the total balance
of the members’ equity account or accounts described in the preceding para
graph is less than zero, a deficit should be reported in the statement of financial
position.
.12 If the LLC maintains separate accounts for components of members’
equity (for example, undistributed earnings, earnings available for with
drawal, or unallocated capital), disclosure of those components, either on the
face of the statement of financial position or in the notes to the financial
statements, is permitted.

.13 If the LLC records amounts due from members for capital contribu
tions, such amounts should be presented as deductions from members’ equity.
Presenting such amounts as assets is inappropriate except in very limited
circumstances when there is substantial evidence of ability and intent to pay
within a reasonably short period of time, as described in Emerging Issues Task
Force (EITF) Issue No. 85-1, Classifying Notes Received for Capital Stock.

Comparative Financial Statements
.14 Presentation of comparative financial statements is encouraged, but
not required, by Chapter 2A, “Comparative Financial Statements,” of Account
ing Research Bulletin (ARB) No. 43, Restatement and Revision of Accounting
Research Bulletins. If comparative financial statements are presented,
amounts shown for comparative purposes must be in fact comparable with
those shown for the most recent period, or any exceptions to comparability
must be disclosed in the notes to the financial statements. Situations may exist
in which financial statements of the same reporting entity for periods prior to
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the period of conversion are not comparable with those for the most recent
period presented, for example, if transactions such as spin-offs or other distri
butions of assets occurred prior to or as part of the LLC’s formation. In such
situations, sufficient disclosure should be made so the comparative financial
statements are not misleading. If the formation of the LLC results in a new
reporting entity, the guidance in Accounting Principles Board (APB) Opinion
No. 20, Accounting Changes, paragraphs 34 and 35, should be followed and
financial statements for all prior periods presented should be restated.

Financial Statement Disclosure Issues
.15 The following disclosures should be made in the financial statements
of a limited liability company:
•

A description of any limitation of its members’ liability

•

The different classes of members’ interests and the respective rights,
preferences, and privileges of each class. Additionally, as discussed in
paragraph .10, if the LLC does not report separately the amount of
each class in the equity section of the statement of financial position,
those amounts should be disclosed.

If the LLC has a finite life, the date the LLC will cease to exist should be
disclosed.

.16 For limited liability companies formed by combining entities under
common control or by conversion from another type of entity, the notes to the
financial statements for the year of formation should disclose that the assets
and liabilities previously were held by a predecessor entity or entities. LLCs
formed by combining entities under common control are encouraged to make
the relevant disclosures in paragraph 64 of APB Opinion 16, Business Combi
nations.
.17 FASB Statement No. 109 requires specific disclosures relating to
accounting for income taxes. LLCs subject to income tax in any jurisdiction
should make the relevant FASB Statement No. 109 disclosures.

.18 As discussed in paragraph .14, if comparative financial statements
are presented, additional disclosures may be required.

Effective Date
.19 This practice bulletin is effective for financial statements issued after
May 31,1995.

Discussion of Conclusions
Accounting Issues
.20 If an LLC is formed by combining entities under common control or
by conversion from another form of entity, the assets and liabilities transferred
to the LLC from the predecessor entity or entities should be recorded at
historical cost in a manner similar to a pooling of interests. This position is
supported by the following authoritative pronouncements:
•

AICPA Accounting Interpretation No. 39 to APB Opinion 16, “Trans
fers and Exchanges Between Companies Under Common Control,”
which discusses transfers of net assets and exchanges of shares be
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tween companies under common control. The Interpretation states
that assets and liabilities transferred between entities under common
control would be accounted for in a manner similar to a pooling of
interests.

•

EITF Issue No. 88-16, Basis, in Leveraged Buyout Transactions, which
provides guidance as to when a new basis of accounting is appropriate
in a leveraged buyout. Section 1 of Issue No. 88-16 states that a partial
or complete change in accounting basis is appropriate only when there
has been a change in control of voting interest (that is, a new control
ling shareholder or group of shareholders must be established).

Financial Statement Display Issues
.21 AcSEC believes that the financial statements required by paragraph
.08 of this practice bulletin are necessary to provide the information needed to
meet the financial reporting objectives of a limited liability company and to
report that information in a manner that is both comprehensive and under
standable. The required financial statements are consistent with paragraph 13
of FASB Statement of Financial Accounting Concepts No. 5, Recognition and
Measurement in Financial Statements of Business Enterprises.
.22 AcSEC believes that, because the members’ liability is limited, the
headings of the financial statements should state prominently that the entity
is a limited liability company, even in jurisdictions where LLCs are not
required by law to include the LLC designation in its name.

.23 In corporate financial statements, the amounts initially invested
(capital stock) are kept separate from subsequent income and distribution
amounts. In a partnership, such separation is not maintained. AcSEC believes
that such a separation is not needed for LLCs. Consequently, AcSEC believes
that the presentation of the equity section of the statement of financial position
should be similar to that of a partnership rather than to that of a corporation.
.24 ARB 43, chapter 2A, recommends presentation of comparative finan
cial statements. It states, however, that “it is necessary that prior-year figures
shown for comparative purposes be in fact comparable with those shown for the
most recent period, or that any exceptions to comparability be clearly brought
out.” Formation of a limited liability company by conversion from another type
of entity (such as a partnership or corporation) generally does not result in a
different reporting entity; formation of an LLC by combining entities under
common control should result in a change in reporting entity, unless the
entities were presented previously in combined financial statements.

.25 EITF Issue No. 85-1 addresses a situation in which an enterprise
receives a note, rather than cash, as a contribution to equity. The task force
reached a consensus that reporting the note as an asset generally is not
appropriate, except in very limited circumstances when there is substantial
evidence of ability and intent to pay within a reasonably short period of time.

Financial Statement Disclosure Issues
.26 As discussed in paragraph .03 of this practice bulletin, a limited
liability company must lack at least two corporate characteristics to avoid
being classified as an association for federal income tax purposes, and most
limited liability companies do lack at least two of those characteristics. If one
of the characteristics that the LLC lacks is “continuity of life,” AcSEC believes
AICPA Technical Practice Aids
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that fact should be disclosed since it may be of significant interest to financial
statement users that enter into transactions with the LLC. For example, a
limited life would be significant information to a lender lending funds to an
entity on a long-term basis.

.27 If an LLC is formed by a combination of entities under common
control, the LLC is encouraged to make the relevant disclosures required by
paragraph 64 of APB Opinion 16, because those transactions are considered to
be similar to poolings of interests.
.28 AcSEC believes that the relationship between preferences of the
classes may be of major significance to users of financial statements of those
companies. Therefore, disclosure of the different classes and their respective
rights, preferences, and privileges is encouraged.
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Practice Bulletin 15
Accounting by the Issuer of Surplus Notes
January, 1997

NOTICE TO READERS
Practice Bulletins are issued to disseminate the views of the Accounting
Standards Executive Committee on narrow financial accounting and reporting
issues. The issues dealt with are those that have not been and are not being
considered by the Financial Accounting Standards Board or the Governmental
Accounting Standards Board. Practice Bulletins present the views on such issues
of at least two-thirds of the members of the Accounting Standards Executive
Committee, the senior technical body of the AICPA authorized to speak for the
AICPA on financial accounting and reporting.

Statement on Auditing Standards No. 69, The Meaning of Present Fairly in
Conformity With Generally Accepted Accounting Principles, identifies AICPA
Practice Bulletins as a source of established accounting principles generally
accepted in the United States that an AICPA member should consider if the
accounting treatment of a transaction or event is not specified by a pronouncement
covered by Rule 203 of the AICPA Code of Professional Conduct. If relevant to the
circumstances of the transaction or event, the accounting treatment specified by
this Practice Bulletin should be used, or the member should be prepared to justify
the departure.

Introduction and Background
.01 Surplus notes1 are financial instruments issued by insurance enter
prises that are includable in surplus for statutory accounting purposes as
prescribed or permitted by state laws and regulations.

.02 The following are some general characteristics of surplus notes:
•

Approval of the issuance by the domiciliary state insurance commis
sioner (commissioner)

•

Stated maturity date in most but not all cases

•

Scheduled interest payments

•

Approval of the payment of principal and interest by the commissioner

•

Nonvoting

•

Subordinate to all claims except those of shareholders for stock companies

1 The term surplus notes is the most common term applied to these financial instruments. Some
jurisdictions refer to these financial instruments as certificates of contribution, surplus debentures,
or capital notes.
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•

Subordinate to all claims except policyholder residuals for mutual
companies (after policyholder liabilities are settled)

•

No or limited acceleration rights other than for rehabilitation, liqui
dation, or reorganization of the insurer by a governmental agency

•

Proceeds from issuance in the form of cash, cash equivalent, or some
other asset with a readily determinable fair value satisfactory to the
commissioner

.03 Mutual insurance enterprises are owned by their policyholders and
cannot raise capital by issuing shares of common or preferred stock; thus, many
mutual insurance enterprises have issued surplus notes. Early issuances of
surplus notes were generally by financially troubled mutual insurance enter
prises in need of raising capital with limited alternatives to do so. More
recently, mutual life insurance enterprises which do not have access to tradi
tional equity capital markets, have viewed these instruments as a viable
method of raising capital and improving risk-based capital ratios.
.04 Mutual life insurance enterprises currently account for surplus notes
under statutory accounting practices almost universally as equity capital or
surplus. Surplus treatment is allowed for statutory accounting purposes be
cause of the regulatory control over an insurance enterprise’s ability to repay
interest and principal that is maintained through required approval of pay
ment by the commissioner.

.05 The accounting for and presentation of surplus notes under generally
accepted accounting principles (GAAP) is a significant issue to mutual life
insurance enterprises when implementing FASB Interpretation No. 40, Appli
cability of Generally Accepted Accounting Principles to Mutual Life Insurance
and Other Enterprises, and FASB Statement of Financial Accounting Stand
ards No. 120, Accounting and Reporting by Mutual Life Insurance Enterprises
and by Insurance Enterprises for Certain Long-Duration Participating Con
tracts. According to FASB Interpretation No. 40 as amended by FASB State
ment No. 120, mutual life insurance enterprises that issue financial
statements for fiscal years beginning after December 15, 1995, that are
described as prepared “in conformity with generally accepted accounting prin
ciples” are required to apply all applicable authoritative accounting pronounce
ments in preparing those statements. Current authoritative accounting
pronouncements are silent as to the accounting for surplus notes. Due to the
prevalence and increasing use of these instruments by all kinds of insurance
enterprises in the marketplace, GAAP guidance is necessary.

Scope
.06 This Practice Bulletin applies to life and health insurance enterprises
(including mutual life insurance enterprises), property and casualty insurance
enterprises, reinsurance enterprises, title insurance enterprises, mortgage
guaranty insurance enterprises, financial guaranty insurance enterprises,
assessment enterprises, fraternal benefit societies, reciprocal or interinsur
ance exchanges, pools other than public-entity risk pools, syndicates, and
captive insurance companies that issue surplus notes. It provides guidance on
accounting, financial statement presentation, and disclosure by the issuers of
surplus notes in their GAAP financial statements. This Practice Bulletin does
not apply to investors in surplus notes.

§12,150.03
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Conclusions
Balance-Sheet Classification of Outstanding Surplus Notes
.07 Surplus notes should be accounted for as debt instruments and pre
sented as liabilities in the financial statements of the issuer. Equity treatment
for surplus notes is inappropriate. This Practice Bulletin does not establish
new guidance for accounting for debt instruments by the issuer.

.08 Consistent with paragraph 16 of FASB Statement No. 125, Account
ing for Transfers and Servicing of Financial Assets and Extinguishment of
Liabilities, a debtor shall derecognize a surplus note if and only if it has been
extinguished. According to paragraph 16 of FASB Statement No. 125,2 a
liability has been extinguished if either of the following conditions is met:
a.

The debtor pays the creditor and is relieved of its obligation for the
liability. Paying the creditor includes delivery of cash, other financial
assets, goods, or services or reacquisition by the debtor of its out
standing debt securities whether the securities are canceled or held
as so-called treasury bonds.

b.

The debtor is legally released from being the primary obligor under
the liability either judicially or by the creditor. [Footnote omitted]

Accrual of Interest
.09 Interest should be accrued over the life of the surplus note, irrespec
tive of the approval of interest and principal payments by the insurance
commissioner, and recognized as an expense in the same manner as other debt.

Disclosure
.10 Issuers of surplus notes should comply with existing disclosure re
quirements for debt instruments. In addition, disclosure is required regarding
the commissioner’s role and ability to approve or disapprove any interest and
principal payments.

Effective Date and Transition
.11 This Practice Bulletin is effective for financial statements for fiscal
years beginning after December 15, 1995. The effect of initially applying this
Practice Bulletin shall be reported retroactively through restatement of all
previously issued financial statements presented for comparative purposes.
The cumulative effect of adopting this Practice Bulletin, including the accrual
of interest, if any, shall be included in the earliest year restated.

The provisions of this Practice Bulletin need not
be applied to immaterial items.

Basis for Conclusions
.12 This section discusses considerations that were deemed significant by
members of AcSEC in reaching the conclusions in this Practice Bulletin. It
includes reasons for accepting certain views and rejecting others.
2 FASB Statement No. 125 supersedes FASB Statement No. 76, Extinguishment of Debt.
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Balance-Sheet Classification of Outstanding Surplus Notes
.13 AcSEC considered the characteristics of surplus notes and deemed
them liabilities in accordance with FASB Concepts Statement No. 6, Elements
of Financial Statements.
.14 FASB Concepts Statement No. 6 defines both liabilities and equity
and describes their essential characteristics. Paragraph 35 of the Concepts
Statement defines liabilities as “probable future sacrifices of economic benefits
arising from present obligations of a particular entity to transfer assets or
provide services to other entities in the future as a result of past transactions
or events.”
.15 Paragraph 36 of FASB Concepts Statement No. 6 describes the follow
ing three essential characteristics of a liability.
(a) it embodies a present duty or responsibility to one or more other entities
that entails settlement by probable future transfer or use of assets at a specified
or determinable date, on occurrence of a specified event, or on demand, (b) the
duty or responsibility obligates a particular entity, leaving it little or no
discretion to avoid the future sacrifice, and (c) the transaction or other event
obligating the entity has already happened.

.16 Surplus notes represent a present duty to the holders of the notes that
entails settlement by probable future transfers of cash. The future transfers of
cash are normally on specified dates, subject to the approval of the commis
sioner. If the commissioner does not grant approval for payment on a specified
date, the future transfer of cash takes place on occurrence of a specified event,
which is the ultimate approval of the commissioner. Therefore, surplus notes
meet the first characteristic of a liability. In addition, AcSEC observed that
declaration of bankruptcy by an enterprise and the role of the court in deter
mining when and in what amounts an obligation will be settled do not affect
whether the debt instrument continues to qualify as a liability.

.17 Should the commissioner not grant approval for an interest or princi
pal payment, the issuer cannot make the payment and the holders of the notes
have no recourse. The commissioner will grant approval only if it is consistent
with his or her responsibility and objective to maintain the solvency and
financial stability of the insurer. Although the commissioner has discretion,
AcSEC concluded that the commissioner is not part of the organization. The
discretion described in FASB Concepts Statement No. 6 is not delegable
outside the enterprise. The entity has little or no discretion to avoid the future
sacrifice and thus surplus notes do meet the second characteristic of a liability.
.18 AcSEC concluded that the previous transfer of cash to enterprises
from the noteholder in return for the issuance of the surplus note is the event
needed to obligate the entity and therefore surplus notes meet the third
characteristic of a liability.

.19 Equity of a business enterprise is defined in paragraph 60 of FASB
Concepts Statement No. 6 simply as a residual interest—the difference be
tween an enterprise’s assets and its liabilities. Equity of a business enterprise
stems from ownership rights or the equivalent, and it involves a relationship
between an enterprise and its owners as owners rather than as employees,
suppliers, lenders, or in other nonowner roles.
.20 FASB Concepts Statement No. 6 explains that the essential charac
teristics of equity center on the conditions for transferring enterprise assets to
the holders of equity interests. Distributions to owners are at the discretion and
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volition of the owners or their representatives after satisfying restrictions
imposed by law, regulation, or agreements with other entities. In most circum
stances, an enterprise is not obligated to transfer assets to owners except in the
event of the enterprise’s liquidation unless it formally acts to do so, such as by
declaring a dividend. An enterprise’s liabilities and equity are mutually exclu
sive claims to or interests in its assets by other entities, and liabilities take
precedence over ownership interests.

.21 Surplus note payments require the approval of the commissioner. The
commissioner’s responsibilities and objectives include maintaining the sol
vency and financial stability of the insurer. AcSEC concluded that although the
commissioner has the ability to restrict payments of interest and principal, the
issuer continues to have the obligation even though the timing may be uncer
tain. Actions by the commissioner do not formally discharge the issuer’s
obligation to pay the principal or interest. Therefore, the characteristics of
surplus notes are not consistent with the characteristics of equity as described
in FASB Concepts Statement No. 6.

Surplus Notes—Statutory Basis
.22 Statutory accounting practices for surplus notes generally are consis
tent among all the states. Once approved by the commissioner, these instru
ments are classified as surplus on the balance sheet. Interest is reported as an
expense and a liability only after payment has been approved by the commis
sioner. Interest that has not yet been approved for payment is not accrued as
an expense and liability but rather disclosed in the notes to the financial
statements. AcSEC observed that the objectives of regulatory accounting re
quirements are not always consistent with GAAP, and differences in account
ing for other transactions currently exist.

Other Instruments With Similar Characteristics
.23 AcSEC considered other instruments with similar characteristics to
surplus notes. Subordinated liabilities of broker/dealers, mandatorily redeem
able preferred stock, and hybrid preferred securities such as monthly/quarterly
income preferred stock (MIPS/QUIPS) have characteristics of both liabilities
and equity and are generally presented on the balance sheet as a separate
component between liabilities and equity.

Subordinated Liabilities of Broker/Dealers
.24 Insurance enterprise surplus notes have many of the same charac
teristics as subordinated liabilities of brokers and dealers in securities. Both
kinds of instruments qualify as capital for regulatory purposes, are subordi
nated to all other claims except those of owners, and require regulatory
approval or meeting of prescribed regulatory conditions before repayment. The
revised AICPA Audit and Accounting Guide Audits of Brokers and Dealers in
Securities does not permit reporting combined subordinated liabilities with
stockholders’ equity in the statement of financial condition, which was accept
able under the superseded guide. The superseded presentation was believed to
be misleading because it implied that subordinated liabilities are a component
of stockholders’ equity, unencumbered by the right of the creditor to be repaid.
Liabilities frequently have repayment limitations of one sort or another, but
nevertheless remain liabilities. AcSEC concluded that accounting for surplus
notes as a liability is consistent with the accounting for subordinated liabilities
of brokers and dealers.
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Mandatorily Redeemable Preferred Stocks and Hybrid
Preferred Securities

.25 Surplus notes and mandatorily redeemable preferred stocks are simi
lar in that both are subordinated to other claims and because of the terms of
the redemption as prescribed by the instrument; once issued, redemption is
outside the control of the issuer. AcSEC concluded that although practice is to
show mandatorily redeemable preferred stock in a separate category between
liabilities and equity, to treat surplus notes in the same manner would be
inappropriate. AcSEC was not persuaded that surplus notes, an instrument
that meets all the characteristics of a liability, should be required or permitted
to be displayed other than as a liability.

.26 Hybrid preferred securities such as monthly and quarterly income
preferred securities (MIPS/QUIPS) are securities issued by a special-purpose
entity that lends the proceeds to its controlling company. AcSEC concluded
that although the practice is to show hybrid preferred securities in a separate
category between liabilities and equity, to treat surplus notes in the same
manner would be inappropriate. AcSEC concluded that surplus notes meet all
of the characteristics of a liability and to record surplus notes in a separate
category between liabilities and equity outside of liabilities would not provide
users with as relevant information.

Income Statement Presentation
.27 Because surplus notes are presented on the balance sheet as liabili
ties, interest payments on surplus notes should be recorded as interest expense
through operations. This treatment is consistent with current accounting
practice for interest expense on debt.
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Issues Papers of the Accounting
Standards Division
Issues Papers of the AICPA’s Accounting Standards Division are developed
primarily to identify financial accounting and reporting issues the division
believes need to be addressed or clarified by the Financial Accounting Standards
Board. Issues Papers present neutral discussions of the issues identified, including
reviews of pertinent existing literature, current practice, and relevant research,
as well as arguments on alternative solutions. Issues Papers normally include
advisory conclusions that represent the views of at least a majority of the
Institute’s Accounting Standards Executive Committee.

Issues Papers do not establish standards of financial accounting enforceable
under Rule 203 of the Institute’s Code of Professional Conduct.

Title

Date
Issued

Accounting for Termination Indemnities (superseded by FASB
Statement No. 88, Employers’ Accounting for Settlements
and Curtailments of Defined Benefit Pension Plans and
for Termination Benefits')

12/12/78

Accounting for Changes in Estimates

12/15/78

Accounting for Involuntary Conversions (superseded by FASB
Interpretation No. 30, Accounting for Involuntary
Conversions of Nonmonetary Assets to Monetary Assets)

12/20/78

Accounting for Time Paid But Not Worked (superseded by
FASB Statement No. 43, Accounting for Compensated
Absences)

1/11/79

The Meaning of “In Substance a Repossession or Foreclosure”
and Accounting for Partial Refinancing of Troubled Real
Estate Loans Under FASB Statement No. 15 (superseded
by AICPA Practice Bulletin No. 7, Criteria for Determining
Whether Collateral for a Loan Has Been In-Substance
Foreclosed)

1/15/79

Personal Financial Statements (superseded by AICPA Personal
Financial Statements Guide)

2/26/79

Project Financing Arrangements (superseded by FASB
Statement No. 47, Disclosure of Long-Term Obligations)

2/26/79

Real Estate ADC Costs (superseded by FASB Statement No. 66,
Accounting for Sales of Real Estate)
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Title

Date
Issued

Accounting for Allowances for Losses on Certain Real Estate
and Loans and Receivables Collateralized by Real Estate

6/21/79

Joint Venture Accounting

7/17/79

Accounting for Repurchase, Reverse Repurchase, Dollar
Repurchase, and Dollar Reverse Repurchase Agreements
for Savings and Loans (incorporated into the AICPA Audit
and Accounting Guide Audits of Savings Institutions)

8/7/79

Accounting by Investors for Distributions Received in Excess of
Their Investment in a Joint Venture (An Addendum to the
July 17,1979 Issues Paper on Joint Venture Accounting)

10/8/79

Accounting for Grants Received From Governments
(superseded by IASC International Accounting Standard
No. 20, Accounting for Government Grants and Disclosure
of Government Assistance)

10/16/79

“Push Down” Accounting

10/30/79

Mortgage Guaranty Insurance (superseded by FASB Statement
No. 60, Accounting and Reporting by Insurance Enterprises)

1/8/80

Accounting for Vested Pension Benefits Existing or Arising
When a Plant is Closed or a Business Segment is
Discontinued (superseded by FASB Statement No. 87,
Employers’ Accounting for Pensions)

2/5/80

Transfers of Receivables With Recourse (superseded by FASB
Statement No. 77, Reporting by Transferors for Transfers
of Receivables with Recourse)

3/20/80

Accounting by Lease Brokers (superseded by FASB Technical
Bulletin No. 86-2, Accounting for an Interest in the
Residual Value of a Leased Asset)

6/20/80

Accounting in Consolidation for Issuances of a Subsidiary Stock

6/30/80

Accounting for the Inability to Fully Recover the Carrying
Amounts of Long Lived Assets (superseded by FASB
Statement No. 121, Accounting for the Impairment of LongLived Assets and for Long-Lived Assets to Be Disposed Of)

7/15/80

Intangibles in the Motor Carrier Industry (superseded by FASB
Statement No. 44, Accounting for Intangible Assets of
Motor Carriers)

8/13/80

Related Party Transactions (superseded by FASB Statement
No. 57, Related Party Disclosures)

12/10/80

Accounting for Forward Placement and Standby Commitments
and Interest Rate Futures Contracts (superseded by FASB
Statement No. 80, Accounting for Futures Contracts)

12/16/80

Certain Issues That Affect Accounting for Minority Interest in
Consolidated Financial Statements

3/17/81

Sales of Timesharing Interests in Real Estate (superseded by
FASB Statement No. 67, Accounting for Costs and Initial
Rental Operations ofReal Estate Projects)

4/10/81
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Issued

Accounting for Installment Lending Activities of Finance
Companies (incorporated into the AICPA Audit and
Accounting Guide Audits of Finance Companies (including
Independent and Captive Financing Activities of Other
Companies))

6/25/81

Accounting for Agricultural Producers and Agricultural
Cooperatives (superseded by SOP 85-3, Accounting by
Agricultural Producers and Agricultural Cooperatives [see
section 10,390])

7/13/81

Accounting for Joint Costs of Multipurpose Informational
Materials and Activities of Nonprofit Organizations
(superseded by AICPA SOP No. 87-2, Accounting for Joint
Costs ofInformational Materials and Activities of Not-forProfit Organizations That Include a Fund-Raising Appeal)

7/16/81

Bulk Purchases of Mortgages (superseded by FASB Statement
No. 65, Accounting for Certain Mortgage Banking
Activities)

8/3/81

Depreciation of Income Producing Real Estate

Accounting for Medical Malpractice Loss Contingencies
(Asserted and Unasserted Claims) and Related Issues of
Health Care Providers (superseded by SOP 87-1,
Accounting for Asserted and Unasserted Medical
Malpractice Claims of Health Care Providers and Related
Issues [SOP 87-1 was subsequently superseded by the
AICPA Audit and Accounting Guide Audits of Providers of
Health Care Services])

11/16/81

8/13/82

The Acceptability of “Simplified LIFO” for Financial Reporting
Purposes

10/14/82

Financial Reporting by Health Care Entities of the Proceeds of
Tax Exempt Bonds and Funds Limited as to Use
(incorporated into the AICPA Audit and Accounting Guide
Audits of Providers of Health Care Services)

11/1/82

Accounting for Employee Capital Accumulation Plans

11/4/82

Accounting for Nonrefundable Fees of Originating or Acquiring
Loans and Acquisition Costs of Loan and Insurance
Activities (superseded by FASB Statement No. 91,
Accounting for Nonrefundable Fees and Costs Associated
with Originating or Acquiring Loans and Initial Direct
Costs of Leases)

9/20/83

Accounting for Costs of Software for Sale or Lease (superseded
by FASB Statement No. 86, Accounting for Costs of Com
puter Software to be Sold, Leased, or Otherwise Marketed)

2/17/84

Computation of Premium Deficiencies in Insurance Enterprises

3/26/84
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Title

Date
Issued

Accounting for Income Taxes of Stock Life Insurance
Companies (superseded by FASB Technical Bulletin No.
84-3, Accounting for the Effects of the Tax Reform Act on
Deferred Income Taxes of Stock Life Insurance Enterprises)

7/12/84

Accounting for Key Person Life Insurance (superseded by FASB
Technical Bulletin No. 85-4, Accounting for Purchases of
Life Insurance)

10/31/84

Accounting by Stock Life Insurance Companies for Annuities,
Universal Life, and Related Products and Accounting for
Nonguaranteed-Premium Products

11/5/84

Identification and Discussion of Certain Financial Accounting
and Reporting Issues Concerning LIFO Inventories

11/30/84

Accounting for Loss Portfolio Transfers-Letter

1/16/85

Accounting by Health and Maintenance Organizations and
Associated Entities (superseded by AICPA SOP 89-5,
Financial Accounting and Reporting by Providers of
Prepaid Health Care Services)

6/28/85

Accounting for Estimated Credit Losses on Loan Portfolios
(incorporated into the AICPA Audit and Accounting Guide
Audits of Finance Companies (including Independent and
Captive Financing Activities of Other Companies))

2/14/86

3/6/86

Accounting for Options
Software Revenue Recognition (superseded by AICPA SOP
91-1, Software Revenue Recognition [AICPA SOP 91-1 was
subsequently superseded by AICPA SOP 97-2, Software
Revenue Recognition; see section 10,700])
The Use of Discounting in Financial Reporting for Monetary
Items With Uncertain Terms Other Than Those Covered
by Existing Authoritative Literature (see the FASB
Discussion Memorandum on interest rates discounting)

4/21/87

9/9/87

10/28/88

Quasi Reorganizations
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Section 16,010

Practice Alert 94-1
Dealing With Audit Differences
February, 1994
(Updated through
December 1,1999)

NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits and is based on
existing audit and accounting literature, the professional experience of the
members of the AICPA SEC Practice Section Professional Issues Task Force
(PITF) and information provided by the AICPA SEC Practice Section members
firms to their own professional staff. The information in this Practice Alert
represents the views of the members or the PITF and is not an official position of
the AICPA. Official positions are determined through certain specific committee
procedures, due process and deliberation. The information provided herein should
be used by practitioners with the understanding that it be read in conjunction
with the professional literature and only as a means of assisting them in meeting
their professional responsibilities.

Introduction
. 01 Auditors often identify potential adjustments to client accounts as a
consequence of audit work performed. Although auditors recognize the impor
tance of identifying and accumulating audit differences, experiences, including
those from litigation and peer reviews, suggest that audits can be more
effective if auditors pay closer attention to this identification and accumulation
process. Specifically, auditors should be mindful that:

•

The materiality of audit differences needs to be considered in light of
various factors in addition to earnings and stockholders’ equity, such
as the impact on debt covenants, and analysts’ earnings estimates.

•

An agreement with management to waive “hard” debit audit differ
ences, including errors, because they have identified offsetting “soft”
credit differences can result in problems. Experience has shown that
soft differences may not materialize, particularly when they are dis
covered by management at the last minute after being informed of
“hard” differences.

•

Numerous audit differences trending in the same direction might
suggest bias on the part of management to achieve an earnings
forecast. In the worst case, it could be a possible prelude to fraud.

•

Accumulated unrecorded audit differences that are not material in the
period of origin may be material to financial statements of subsequent
periods or when considered in light of changed conditions, including
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changes in an entity’s management or ownership. This is particularly
a consideration where the purchase price is based on book value or a
multiple of earnings.

•

Audit committees and outsiders (attorneys, regulators, other auditors,
etc.) who become aware of waived audit differences sometimes ques
tion why those differences were not recorded, especially if they are
marginally below materiality thresholds, are errors and/or are clear
deviations from generally accepted accounting principles. Audit com
mittees may become upset that they were not previously informed of
these differences.

Evaluating Audit Differences
.02 Auditing standards require the auditor to consider whether aggre
gated uncorrected misstatements, in relation to individual amounts, subtotals
or totals in the financial statements, materially misstate the financial state
ments taken as a whole. Experience indicates that auditors also may need to
give closer consideration to the effects on compliance with debt covenants,
widely used ratios, financial statement disclosures and whether they may be
indicative of an irregularity or illegal act. (See Statement on Auditing Stand
ards (SAS) No. 47, Audit Risk and Materiality in Conducting an Audit, as
amended, paragraphs 34 through 40.) The internal control implications of
identified audit differences should also be carefully considered.

.03 Auditors should exercise great care when netting “hard” debit differ
ences and “soft” credit differences because the soft differences may never
materialize. For example, the auditor should be careful if a client proposes to
reduce inventory obsolescence reserves in order to offset proposed physical
inventory test count differences that decrease inventory. Last-minute entries
oftentimes need an even higher degree of audit challenge, particularly if they
seem to offset unfavorable proposed audit differences.
.04 Also, even when individual accounting estimates included in the
financial statements are within acceptable boundaries, the auditor should
consider whether the trend of the differences between those estimates and the
auditor’s best estimates might suggest a possible bias on the part of manage
ment. In considering that possible bias, as well as aggregated unadjusted audit
differences, the auditor is well advised to bear in mind that the financial
statements still could be materially misstated due to differences that have not
been detected.
.05 Audit differences are ordinarily accumulated in order to assess their
effects on significant components of the financial statements. The accumulated
audit differences should include both known differences (e.g., mathematical
mistakes, omissions, errors in classifying or recording balances or transac
tions) and likely differences (e.g., projected total misstatements from sampling
applications, differences between an estimate recorded by the client and the
auditor’s assessment of the closest reasonable amount).
.06 When assessing the materiality of audit differences for a public com
pany, an auditor should consider Staff Accounting Bulletin 99 (“SAB 99”). SAB
99 addresses the concepts of materiality in financial statements. The SAB
expresses the views of the SEC staff that “exclusive reliance on certain quan
titative benchmarks to assess materiality in preparing financial statements
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and performing audits of those financial statements is inappropriate.” The
SAB reminds auditors of the need to consider both “quantitative” and “quali
tative” factors in assessing an item’s materiality. In SAB 99, the SEC also
expresses the view “A matter is material if there is a substantial likelihood that
a reasonable person would consider it important.” The SAB provides guidance
on the qualitative assessment of materiality in the preparation and audit of
financial statements, and reminds registrants of their obligation to maintain
accounting records and internal accounting controls as required by the Securi
ties Exchange Act of 1934.

Communicating Audit Differences
.07 Encouraging management to record audit differences, even if they are
not material to the current year financial statements, sends a clear message
about management’s responsibility for the accounting records and financial
statements. There is usually a much greater likelihood management will
record appropriate adjustments when those adjustments are brought to their
attention early in the audit process. Recording such differences assures that
future financial statements will not be affected by an accumulation of unad
justed differences. An accumulation of immaterial unadjusted differences may
take on increased significance if an entity or a business segment is sold, a new
management team is appointed or if those differences become subject to
scrutiny by third parties such as attorneys, regulators or other auditors. In the
event that audit differences are not recorded and are assessed as immaterial,
the auditor should work towards an agreed plan for management to record
such items in the succeeding year.
.08 Finally, auditors are reminded of their obligation to inform the audit
committee, or other formally designated oversight body, of recorded and unre
corded adjustments arising from the audit that could, in their judgment, have
a significant effect on the entity’s financial reporting process. (See SAS No. 61,
Communication With Audit Committees, as amended, paragraph 9.)

.09 In early 2000, the Auditing Standards Board will issue SAS No. 89,
Audit Adjustments, which increases the auditor’s responsibilities for commu
nicating passed audit differences to audit committees. Specifically, the auditor
will be required to inform the audit committee about uncorrected misstate
ments aggregated by the auditor during the current engagement and pertain
ing to the latest period presented that were determined by management to be
immaterial, both individually and in the aggregate, to the financial statements
taken as a whole. The auditor also will be required to obtain a written
representation from management acknowledging that it has considered these
financial statement misstatements and concluded that any uncorrected mis
statements are immaterial, both individually and in the aggregate, to the
financial statements taken as a whole. The SAS will be effective for audits of
financial statements for periods beginning on or after December 15, 1999.

[The next page is 50,761.]
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Section 16,020
Practice Alert 94-2
Auditing Inventories—Physical Observations
July, 1994
(Updated through
July 1,1999)
NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits. This document
has been prepared by the SEC Practice Section Professional Issues Task Force
and is based on the experiences of the individual members of the task force and
matters arising from litigation and peer reviews. It has not been approved,
disapproved or otherwise acted upon by any committee of the AICPA.

Introduction
.01 The inventories of most commercial entities, especially those of manu
facturers or distributors, are material to their financial statements. By its
nature, accounting for inventories is complex and generally involves a great
deal of detail and is therefore susceptible to inadvertent errors. For similar
reasons and the fact that auditors test only a portion of the inventories, there
exists more than a low risk of manipulation when management is disposed
toward financial statement fraud.
.02 This Alert discusses some ways in which inventory frauds have been
perpetrated and presents information that might help prevent such frauds
from going undetected. This Alert deals primarily with issues related to the
physical existence of inventories. This Alert does not cover matters pertaining
to inventory obsolescence, pricing or costing.

Inventory Fraud Schemes/Techniques
.03 Unfortunately, in many cases of inventory fraud, client personnel at
various levels knowingly participated and assisted in the scheme. The follow
ing are examples of inventory frauds:

•

Including inventory that is not what it is claimed to be or valuing
nonexistent inventory. Examples are:
— Empty boxes or “hollow squares” in stacked goods.
— Mislabeled boxes containing scrap, obsolete items or lower value
materials.
— Consigned inventory, inventory that is rented, or traded-in items
for which credits have not been issued.
— Diluted inventory so it is less valuable (e.g., adding water to liquid
substances).
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Increasing or otherwise altering the inventory counts for those
items the auditor did not test count.
Programming the computer to produce fraudulent physical quan
tity tabulations or priced inventory listings.
Manipulating the inventory counts/compilations for locations not
visited by the auditor.
Double-counting inventory in transit between locations.
Physically moving inventory and counting it at two locations.
Including in inventory merchandise recorded as sold but not yet
shipped to a customer (“bill and hold sales”).
Arranging for false confirmations of inventory held by others.
Including inventory receipts for which corresponding payables
had not been recorded.
Overstating the stage of completion of work-in-process.
Reconciling physical inventory amounts to falsified amounts in
the general ledger.
Manipulating the “roll-forward” of an inventory taken before the
financial statement date.

Planning Considerations
.04 Even though there are numerous ways inventory frauds can be or
chestrated, a well planned audit—appropriately executed with professional
skepticism—can thwart many inventory falsification schemes. The audit pro
cedures to be applied stem from and are responsive to the auditor’s assessment
of risk (i.e., What could go wrong?). The use of analytical procedures (e.g.,
review of preliminary high-to-low inventory-value listings or comparison of
year-to-year quantities) in planning the audit often helps identify inventory
locations, areas or items for specific attention or greater scrutiny during and
after the physical count.
.05 To plan an appropriate and effective inventory observation, it is
important for the engagement team leaders to have an understanding of the
client’s business, its products, its computer processing applications and rele
vant controls before the physical count occurs, including knowledge of the
physical inventory or cycle count procedures and the inventory summarization,
pricing and cutoff procedures.

.06 When a client plans to count inventories at various dates or at a date
other than that of the financial statements, the early consideration of its
business, internal controls and their effectiveness, and cutoff procedures are
especially important. Heightened risks or the lack of adequate internal con
trols may suggest that the inventory should be taken and observed at year end.

.07 An appropriate understanding of the client’s business systems, rele
vant computer processing applications and inventory procedures helps deter
mine the experience needed by the personnel assigned to observe the physical
count and their individual responsibilities. Assigning junior personnel to ob
serve the count at a complex manufacturing operation may or may not be
prudent, depending on the extent of on-site supervision provided. Similarly,
work-in-process inventory presents completion/valuation issues that may call
for a more experienced auditor.
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.08 When the observation requires the use of personnel from another
office or another CPA firm, adequate planning also enables the auditor to
provide clear, comprehensive instructions about the scope of the engagement,
the important risk factors, the relevant controls, cutoff procedures, and the
expected level of reliance to be placed on internal controls.

The Actual Physical Count
.09
•

The risk of inclusion of duplicate or fictitious items is higher in areas
and for items not test counted by the auditor. Testing some counts
made by all count teams at locations visited and ensuring that hard-tocount items are test counted helps minimize the risk of misstatement.

•

Applying analytical procedures to the final priced-out inventory detail
can help identify inventory items that might require additional audit
scrutiny.

•

Although client personnel are often helpful to the auditor making test
counts, making test counts of which client personnel are unaware
provides added assurance. The auditor can also record the details of
some quantities that the auditor did not actually count for comparison
with the final inventory listing. Also, the auditor needs to maintain
appropriate control over the audit work papers so the client is not
aware of the details of the test counts.

•

Because the description on a container may not always match the
goods inside, it is a good idea to open some containers or packages.
Checking for empty containers or “hollow squares” (i.e., spaces be
tween stacks of boxes) and verifying the units of measure on tags or
count sheets are meaningful procedures. When observing work-in
process inventory, the auditor also needs to consider the reasonable
ness of the recorded stage of completion.

•

When incorrect counts are observed, the auditor considers the nature
and significance of the errors and whether to increase the extent of
test counts or expand other procedures. Recounts of particular areas
or the work of particular count teams may be necessary.

•

Scanning inventory tags or count sheets for unusual or unreasonable
quantities and descriptions is a useful technique to verify their propri
ety. Subsequent to the physical count, it may be desirable to test large
or unusual inventory quantities or items with large extended values
that were not test counted during the observation.

•

The need to monitor the client’s control over the physical count tags
or sheets used should not be downplayed or overlooked. Paying close
attention to tag/count sheet control procedures helps avoid the inclu
sion of improper items and ensures appropriate items are included in
the final inventory listing.

Multiple Locations
. 10 Knowledge of all inventory locations is necessary to prevent the
exclusion of any area(s) from audit consideration. Following are a few matters
for auditors to consider related to multiple inventory locations.
AICPA Technical Practice Aids
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. 11 To help discourage the shifting of inventory from one location to
another, the merits of taking the physical inventory at all significant locations
at the same time should be considered. When the physical count at each
significant location will not be observed, informing management that observa
tions will be performed at some locations without advance notice might help
discourage the manipulation of the quantity or quality of the inventory. For
locations not visited, the auditor may perform alternative procedures to detect
material misstatements. Comprehensive analytical procedures subsequently
applied to priced-out inventory summarizations may be one such technique
(e.g., the analysis of year-to-year inventories by location, the relationship of
inventory to sales levels, etc.). However, the auditor needs to remember that
analytical procedures may not always detect erroneous changes in inventory.

Inventories Held for or by Others
. 12 Ascertaining whether all inventory items on hand are the property of
the client can be difficult in some situations. A client’s procedures for identify
ing, segregating and excluding from inventory goods held on consignment
should be considered. Requesting information from selected suppliers about
such goods helps in this regard. Once consignment goods have been identified,
noting the descriptions, quantities, serial numbers and shipping advice num
bers for some items will help the auditor determine whether those items were
properly excluded from the client’s inventory.
. 13 When a client consigns inventory to others or stores merchandise at a
third-party location, written confirmation of the goods held is ordinarily ob
tained directly from the custodian. If such goods are significant in amount, one
or more of the procedures discussed in SAS No. 1, section 331, Inventories, as
amended, paragraph 14, which include visits to such locations and observation
of physical counts, may be appropriate.

Use of Specialists
. 14 An auditor is not expected to possess the expertise of a specialist
trained or qualified in another profession or occupation. Consequently, use of
a specialist in certain situations to determine quantities (e.g., stockpiled
materials, mineral reserves) or to value special-purpose inventory (e.g., hightechnology materials or equipment, chemicals, works of art, precious gems) or
to measure the stage of completion of long-term contracts may be appropriate.
If the specialist used is affiliated or otherwise has a relationship with the
client, the auditor will want to consider the need to perform procedures or
otherwise test some or all of the specialist’s assumptions, methods and find
ings. This will provide information about the reasonableness of the findings.
Alternatively, the auditor could engage another specialist for this purpose.

Post-Observation Matters
. 15 The extent of audit procedures required normally increases when the
inventory observation is performed at a date other than the balance sheet date.
The extent and nature of the increase depends on the nature of the client’s
business, the type of inventory, inventory turnover period, the records main
tained, the strength of the related internal controls, and the time interval
between the observation and the date of the balance sheet. Interim physical
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inventories or the client’s use of cycle count programs present different audit
risks warranting careful assessment of controls, and by extension, different
audit tests. This assessment of audit risks and key controls and the focused
testing thereof, along with appropriate analytical procedures, are important
audit procedures to consider in these circumstances. The guidance in SAS No.
45, Omnibus Statement on Auditing Standards—1983, “Substantive Tests
Prior to the Balance Sheet Date,” is relevant in these circumstances.

.16 Testing significant items in the reconciliation of the physical inven
tory to the general ledger helps identify inadvertent errors along with inten
tional misstatements. Significant reconciling items for those locations where
the physical counts were not observed by the auditor generally merit scrutiny.
Goods in-transit and inventory transfers between affiliates, locations or de
partments are tested to ascertain their existence and to determine the propri
ety of their inclusion or exclusion.

Conclusion
.17 Unfortunately, there are no foolproof methods for assuring that all
inventory counts are free from inadvertent or intentional misstatement. No
audit will necessarily detect all fraudulent activity, especially when collusion
to mislead the auditors occurs among client personnel or with third parties.
However, understanding the client’s business, its count procedures and con
trols and a resulting careful assessment of where and how quantity error might
occur helps reduce the risk of inadvertent or intentional misstatement. Appro
priate planning for the physical inventory observation together with healthy audit
skepticism can effectively reduce the incidence of inventory misstatements.

.18 This Practice Alert is not a complete list of all audit procedures, nor
is every procedure discussed herein applicable in all circumstances. Additional
information on this important subject is provided in the AICPA’s Auditing
Procedures Study, Audits of Inventories (Product No. 021045MJ). The AICPA
Order Department may be reached at (888) 777-7077.
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Section 16,030

Practice Alert 94-3
Acceptance and Continuance of Audit Clients
September, 1994
(Updated through
July 1,1999)

NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits. This document
has been prepared by the SEC Practice Section Detection and Prevention of Fraud
Task Force. It has not been approved, disapproved or otherwise acted upon by
any committee of the AICPA.

Introduction
.01 In order to minimize the likelihood of association with a client whose
management lacks integrity, Statement on Quality Control Standards No. 2,
System of Quality Control for a CPA Firm’s Accounting and Auditing Practice,
paragraph 14 (applicable to auditing, accounting and review services), provides
that “policies and procedures should be established for deciding whether to
accept or continue a client relationship and to perform a specific engagement
for that client” (paragraph 14), to minimize the likelihood of the specific policies
and procedures established and the nature and extent to which they may be
documented may vary significantly from firm to firm.
.02 The following discussion highlights matters that a firm may wish to
consider in connection with establishing policies and procedures for client
acceptance and continuance. The extent to which a firm may choose to employ
any of the following is, with the exception of certain procedures required by
generally accepted auditing standards, largely a matter of professional judg
ment. The discussion of specific policies and procedures is intended to be
thought provoking and useful to a firm in assessing the particular client
acceptance and continuance policies and procedures it may choose to employ in
its practice.
.03 Throughout the process, from initial consideration about accepting or
continuing a client to issuance of an audit report, auditors are faced with risk.
This risk can be thought of as having three components:
•

The entity’s business risk—The risk that the entity will not survive or
will not be profitable.

•

The auditor’s business risk—The risk to the auditor from association
with the client, consisting of the risk of potential litigation costs and
the related effect on the auditor’s reputation and the risk of other costs
(not related to litigation) such as the effects on fee realization.
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•

The auditor’s audit risk—The risk that the auditor may unknowingly
fail to appropriately modify his or her opinion on financial statements
that are materially misstated.

The auditor’s business risk may be controlled in part through policies and
procedures established for deciding whether to accept or continue a client.
Selectivity in accepting and retaining clients represents a prudent business
decision on the part of auditors—not a conclusive judgment as to the integrity
or lack thereof of client management.
.04 Unfortunately, it may be very difficult to identify when a potential or
existing client may present a significant risk to the CPA firm because of
heightened risk of fraudulent financial reporting or unwarranted litigation
stemming from the entity’s business risk. The establishment of a periodic
evaluation of all of the relevant risk factors may serve to heighten professional
skepticism and focus attention on the client association decision.

Client Acceptance
.05 A statement of general firm philosophy is an appropriate accompani
ment to specific client acceptance policies and procedures. The firm may, for
example, want to state that clients accepted by the firm should be engaged in
legitimate pursuits and should not present undue business risks to the firm,
including damage to the firm’s reputation. For example, the firm may not wish
to be associated with a prospective client that presents an unusually high risk
of being involved in litigation or other disputes, even in situations where it
appears that the quality and propriety of the auditor’s services can clearly be
demonstrated to third parties.

.06 A client acceptance assessment should consider the integrity of the
persons who act in management capacities at the client. Consequently, satis
factory responses to inquiries regarding the integrity of management should
be a principal objective of client acceptance procedures. Inquiries about indi
viduals may be supplemented by background checks and review of information
published in the press or business journals.
.07 The following are procedures a firm may consider performing in
connection with a client acceptance assessment:

1.

Obtain an understanding of the client’s business and operations.
Consideration should be given to reading available financial infor
mation regarding the prospective client such as annual reports,
registration statements, Form 10-K, other reports to regulatory
agencies and income tax returns.

2.

Inquire as to the general reputation of high ranking employees,
influential directors and shareholders, as well as the entity itself.
Carefully consider any matters that may negatively reflect on man
agement’s integrity, ability and attitude. Such inquiries may be
directed to the prospective client’s bankers, legal counsel, underwrit
ers, and others in the business community. Background checks
obtained by investigative firms may also be useful.

3.

Consider management’s response to observations about or sugges
tions for improvements in internal controls made by the predecessor
auditor and/or the internal auditor.
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4.

Consider the composition and autonomy of the Board of Directors
and the Audit Committee, including the number of independent
outside directors.

5.

Communicate with the predecessor auditor in accordance with the
provisions of Statement on Auditing Standards (SAS) No. 84, Com
munications Between Predecessor and Successor Auditors. Inquiries
should be directed to the integrity of management and the reasons
for the change in auditor. The following situations should be carefully
considered in assessing whether to accept a client:

•

There has been a disagreement with the previous auditor over
accounting principles or practices; financial statement disclo
sures; auditing scope; or the Form 8-K discloses a reportable
event as defined in Securities and Exchange Commission Regu
lation S-K.

•

The previous auditor resigned or dedined to stand for re-election
or there is no clear reason for the cessation ofthe client relationship.

•

Access to the predecessor auditor’s working papers has been
denied.

•

Other CPA firms have declined to serve the prospective client.

•

There appears to be evidence of “opinion shopping.”

6.

Read the Form 8-K (or other filing, if applicable) reporting the
termination of the predecessor auditor, including the predecessor
auditor’s response to Form 8-K, to identify disagreements, reportable
events and other matters that require discussion with the predeces
sor auditor, legal counsel or management.

7.

Consider whether any financial interests or relationships exist that
would impair the appearance of the firm’s independence from the client
and preclude its expression of an opinion on the entity’s financial
statements. The firm should consider Rule 101 of the AICPA Code of
Professional Conduct. For clients that are public companies, the firm
should also consider the requirements of the SEC.

8.

Consider whether the services to be provided are compatible with the
CPA firm’s policies and whether qualified personnel are available,
including those having appropriate industry expertise, and will be
able to assist in providing the necessary services.

9.

Consider any potential conflicts of interest that could result from the
acceptance of a client.

10. Consider the willingness and ability of the prospective client to pay
an acceptable fee.
11. Consider the significance of specific risk factors identified as a result
of the above procedures. (Examples of risk factors are included
below.)

Client Continuance
.08 Because of rapid changes in the business environment, active consid
eration of whether to continue to serve a client may help to reduce the auditor’s
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business risk. The same matters considered when the client was accepted may
be reconsidered in light of the cumulative experience with the client in order
to highlight issues such as management integrity, changes in management
behavior, deteriorating financial condition, or rapidly changing operational
conditions. Such an evaluation also may focus the CPA firm on changes in
engagement risk and may provide an opportunity to consider methods, short
of cessation of the client relationship, to reduce audit risk to acceptable levels.

.09 Firms may find that an annual client continuance evaluation program
provides an effective framework for active consideration of client continuance.
The annual client continuance evaluation program may be conducted by hav
ing each engagement team perform an evaluation considering the relevant
factors in light of their cumulative experience with and knowledge of the client.
It also may be helpful to have an independent review of the engagement team’s
evaluation performed by an independent firm committee, a partner not associ
ated with the engagement or the managing partner. Such an approach allows
a CPA firm to evaluate the cumulative risk posed by the sum of its clients. In
addition, an independent review team or reviewer may bring a broader base of
experience and perspective to the evaluation and adds an element of consis
tency across the CPA firm.
.10 Client continuance evaluations are most effectively completed before
entering into an engagement, signing an engagement letter, or beginning
significant work on an engagement. Although the client continuance evalu
ation program may be conducted annually, auditors should also be cognizant
throughout the audit that circumstances may be encountered that would
suggest consideration of whether the client relationship should be terminated.

Engagement Risk Factors
.11 In assessing whether to accept or continue a client relationship, the
firm should consider and address matters related to (1) the entity’s business
risk, (2) the auditor’s business risk, and (3) the auditor’s audit risk. Certain
matters or factors may be more significant than others. Many of the individual
factors listed below may be present in entities that do not present increased
engagement risk and that are not candidates for auditor rejection or resigna
tion. However, a combination of the factors has been present in a number of the
client business failures of the past. Decisions regarding client acceptance and
continuation require the exercise of professional skepticism and judgment. In
order to assist auditors in making the difficult client acceptance and continu
ance decisions, some CPA firms have assigned various weights to the factors
the CPA firm believes are more critical to the auditor’s business risk. A
weighted, “scoring” system can be used to assist the auditor and the CPA firm
in evaluating the auditor’s business risk. Other CPA firms have developed a
more extensive list of factors. The following list is not intended to be all
inclusive.

.12 Circumstances that may lead to a higher assessment of engagement
risk include:

1.

Entity’s Business Risk

•
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—

Displays a poor attitude toward compliance with outside
regulatory or legislative obligations.

—

Engages in complex transactions or innovative deals that
make the determination of the effects on the financial
statements difficult to assess or highly subjective.

—

Lacks a proven track record.

—

Is evasive, uncooperative or abusive to the audit team.

The Entity:
—

Has products that are new and unproven.

—

Depends on a limited number of customers or suppliers.

—

Is experiencing a deteriorating financial condition or li
quidity crisis.

—

Is subject to uncertainties that raise substantial doubt
about its ability to continue as a going concern.

—

Operates in countries where business practices are ques
tionable.

—

Has an inadequate capital base or is highly leveraged.

—

Is experiencing difficulty in meeting restrictive debt cove
nants.

—

Generates negative cash flows from operations but reports
operating profits.

—

Has publicly traded debt outstanding that is below invest
ment grade.

—

Is a low tier firm in an emerging or maturing industry
where weak competitors are exiting the market.

—

Is subject to unpredictable changes in price and availabil
ity of product inputs that cause significant variance in
profitability.

—

Is vulnerable to rapidly changing technology.

—

Is investing cash from short-term borrowings in long-term
assets.

The Industry:
—

Is undergoing rapid change.

—

Is subject to high competition, market saturation, product
obsolescence, or declining demand.

—

Has high operating leverage demonstrated by high fixed
costs and low variable costs.

—

Is highly cyclical or counter cyclical.

—

Has a low entry barrier.

—

Is facing regulations that will adversely impact profitabil
ity throughout the industry.

Auditor’s Business Risk

•

The entity is prone to a high number of lawsuits or controversies.

•

There are frequent changes in the entity’s auditors.
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3.

•

The entity plans to engage in an initial public offering or use the
financial statements to engage in a debt or equity offering.

•

The financial statements will be used in connection with an
acquisition or disposal of a business or segment.

Auditor’s Audit Risk

The auditor should follow SAS No. 47, Audit Risk and Materiality in
Conducting an Audit, as amended, which provides guidance on the
auditor’s consideration of audit risk when planning and performing
an audit of financial statements. Examples of factors that may
increase audit risk include:
•

Operations that are dominated by a single individual.

•

Undue emphasis on achieving earnings per share; maintaining
the market price of the company’s stock; or meeting earnings
projections.

•

Unreliable processes for making accounting estimates or ques
tionable estimates by executives.

Unrealistic budget levels that encourage unrealistic objectives.
•

A high volume of significant year-end transactions.

•

Compensation based to a significant degree on reported earnings.

•

An unnecessarily complex corporate structure.

•

Prior-year financial statements that were restated for correction
of an error or irregularity.

•

Attempts by management to reduce the scope of the audit.

•

Substantial litigation involving the entity’s business practices.

•

Material weaknesses or other reportable conditions in the inter
nal control structure.

•

Significant and unusually complex related party transactions.

•

Affiliates that are unaudited or audited by others.

•

Management espouses aggressive accounting principles.

•

Understaffed accounting department or inexperienced personnel.

•

Financial reports not prepared on a timely basis.

[The next page is 50,791.]
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Section 16,040

Practice Alert 95-1
Revenue Recognition Issues
January, 1995
(Updated through
October 15,1999)

NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits. This document
has been prepared by the SEC Practice Section Professional Issues Task Force
and is based on the experiences of the individual members of the task force and
matters arising from litigation and peer reviews. It has not been approved,
disapproved or otherwise acted upon by any committee of the AICPA.

Introduction
.01 A substantial portion of litigation and SEC investigations involving
financial reporting and cases coming before the AICPA Professional Ethics
Executive and Quality Control Inquiry Committees concerns some form of
revenue recognition issue. Although some of these situations involve account
ing for large, complex transactions, many result from improper accounting for
routine sales recorded in the ordinary course of business. Therefore, auditors
need to pay particular attention to warning signals that may indicate addi
tional audit risk and respond with appropriate professional skepticism and
possible additional audit procedures.
.02 This Practice Alert is intended to remind auditors of conditions that
can be indicative of increased audit risk with respect to improper and unusual
revenue practices. It suggests ways in which auditors may reduce the risk of
failing to detect such practices. The Alert focuses on revenue recognition issues
as they relate to sales of products and services. It is not intended to and does
not provide comprehensive guidance on the design or performance of audit
procedures.

Improper and Unusual Revenue
Recognition Practices
.03 Auditors need to be alert to the possibility that client personnel at
various levels may knowingly participate and assist in schemes designed to
overstate revenue. In some cases they have been aided by customers and
suppliers or other third party participants. Improper and unusual revenue
recognition practices vary by industry. Following are some examples of im
proper and unusual revenue transactions:
AICPA Technical Practice Aids
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•

Sales in which the customer’s obligation to pay for the merchandise/service depends on:
— Receipt of financing from another (third) party;
— Resale to another (third) party (i.e., consignment sale);
— Fulfillment by the seller of material unsatisfied conditions; or
— Final acceptance by the customer follows an evaluation period.

•

Sales in which substantial uncertainty exists about either collectibility
or the seller’s ability to comply with performance guarantees.

•

Sales that require substantial continuing vendor involvement after
delivery of merchandise (e.g., software sales requiring installation,
debugging, extensive modifications, other significant support commit
ments, etc.).

•

Shipments to and held by a freight forwarder pending return to the
company for required customer modifications.

•

Sales of merchandise shipped in advance of the scheduled shipment
date without the customer’s agreement or assent.

•

Pre-invoicing of goods in process of being assembled or invoicing prior
to, or in the absence of, actual shipment.

•

Shipments made after the end of the period (i.e., books kept open to
record revenue for products shipped after period end).

•

Transactions involving the application of the percentage-of-completion method of accounting. (There have been instances in which overly
optimistic percentage-of-completion estimates were used, reasonably
dependable estimates could not be made or a historical basis for
making estimates did not exist.)

•

Sales not based on actual (firm) orders to buy.

•

Shipments made on cancelled or duplicate orders.

•

Shipments made to a warehouse or other intermediary location with
out the instruction of the customer.

•

Sales billed to customers prior to delivery and held by the seller (“bill
and hold” or “ship in place” sales). (There have been cases in which
payments have not been required for a lengthy period and cases in
which delivery to the customer never took place.)

•

Sales on terms that do not comply with the company’s normal policies.

•

Transactions with related parties.

•

Barter transactions.

•

Significant, unusual transactions near year-end.

•

Partial shipments when the portion not shipped is a critical component
of the product (e.g., shipment of computer peripherals without the
central processing unit).

Planning Considerations
. 04 Techniques used to recognize revenues improperly can be quite so
phisticated. To reduce risk in this area, the audit needs to be planned and then
executed with an appropriate degree of professional skepticism.
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. 05 In planning an audit of revenue transactions, an auditor needs a
sufficient understanding of the client’s industry and business, its products, its
internal control structure over revenue, and its accounting policies and proce
dures, particularly as they relate to revenue recognition. This understanding
should include the procedures for receiving and accepting orders, shipping
goods, relieving inventory, and billing and recording sales transactions. It also
involves an understanding of the computer applications and key documents
(e.g., purchase orders, shipping reports, bills of lading, invoices, credit memos,
etc.) used during the processing of revenue transactions.

. 06 An understanding of the revenue cycle is particularly important when
the company has new product or service introductions or begins new sales
arrangements. New products may not work as envisioned or customer accep
tance may not be as expected. Sales terms might differ from the company's
customary terms and both the client’s employees and the auditor may need to
obtain an understanding of new procedures.
. 07 This knowledge base provides a perspective or “mindset” for deter
mining the nature, timing, and extent of audit procedures to be applied. For
example, a company operating in a declining industry or one characterized
by more than infrequent business failures ordinarily will present different
audit considerations and, therefore, could require different or more extensive
audit procedures than a company operating in a healthy industry. Similarly,
the risk of management misrepresentation may be greater when manage
ment’s compensation is based to a significant degree on reported earnings
or when management places undue emphasis on meeting analysts’ earnings
projections.
. 08 Risk also may be heightened when there are frequent disputes or
disagreements with management about the “aggressive” application of ac
counting principles. Statement on Auditing Standards No. 82, Consideration
of Fraud in a Financial Statement Audit, provides additional factors to con
sider when assessing the risk of material misstatements or management
misrepresentation.
. 09 A proper understanding of a client’s business, its accounting policies
and procedures, and the nature of its transactions with customers can also be
helpful in assessing the extent of experience or supervision required of the
personnel assigned to audit the revenue transactions. Unusual or complex
sales contracts may call for consideration by more experienced engagement
personnel.

. 10 Moreover, the performance of appropriate, well-planned analytical
procedures during the audit planning process and in executing the audit itself
(such as, a comparison of sales to corresponding periods of the prior year and
to budget; a review of monthly and/or quarterly analyses of sales volume; and
a ratio analysis of sales in the last month to total sales) may help the auditor
identify situations that warrant additional consideration. A company with
constantly increasing sales that “always meets or exceeds” budgeted sales
targets may deserve extra attention. When a substantial portion of the com
pany’s sales occur very near the year-end or quarter-end, extra caution in
auditing revenue transactions may be appropriate. Also, individually signifi
cant revenue transactions, which could be designed to ease short-term profit
concerns, may merit specific attention. Auditors need to examine such trans
actions and obtain an understanding of their business purpose to evaluate
whether revenue recognition is appropriate.
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Confirmations and Representations
. 11 Unusual or complex revenue transactions may increase audit risk.
Consequently, the auditor should consider the need to perform additional audit
procedures to assess the propriety of revenue recognition. Examples of such
additional audit procedures may include confirmation of sales terms, review of
sales contracts, or the use of a specialist to interpret contractual agreements.
. 12 Standard confirmation requests (confirming only the outstanding
balance) alone do not always provide sufficient audit evidence to determine
that only appropriate revenue transactions have actually been recorded. Con
firmations can be designed to help the auditor solicit information from custom
ers about payment terms, right-of-return privileges, or other significant risks
retained by the seller. In determining the information to confirm, an under
standing of the client’s arrangements and transactions with its customers is
essential. If the auditor is aware of unusual arrangements or transactions (e.g.,
"bill and hold” or consignment sales), confirmations can be used to corroborate
the terms of the agreements and inquire about the existence of any oral
modifications or undocumented “side-agreements” (e.g., unusual payment
terms, liberal rights of return). When the arrangements are unusual, auditors
are well advised to consider the business purpose of the transactions from the
perspectives of both the seller and the buyer, and evaluate responses to
inquiries with appropriate professional skepticism. Also, because of the in
creased risk presented by individually significant revenue transactions, the
auditor should consider confirming the terms of those sales.

. 13 Although representations from management are not a substitute for the
application of those audit procedures necessary to afford a reasonable basis for an
opinion on the financial statements, it might be useful to obtain written repre
sentations concerning the terms and conditions of unusual or complex sales
agreements. Such representations may include things such as contingencies that
affect the obligation of customers to pay for merchandise purchased. This is
important when it is common industry practice to provide customers with certain
rights of return or other privileges (e.g., in high-technology enterprises).

Conclusion
. 14 No audit can be designed to provide absolute assurance that all
revenues recorded by the client are appropriate or that fraudulent financial
reporting is discovered. However, an awareness of conditions that increase
audit risk, along with an appropriate skeptical response to unusual items
identified during the audit, can help auditors increase the likelihood that
either inadvertent or intentional material misstatements of revenue will be
detected.
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Section 16,050
Practice Alert 95-3
Auditing Related Parties and
Related-Party Transactions
November, 1995
(Updated through
July 1,1999)
NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that mayhelp them improve the efficiency and effectiveness of their audits. This document
has been prepared by the SEC Practice Section Professional Issues Task Force
and is based on the experiences of the individual members of the task force and
matters arising from litigation and peer reviews. It has not been approved,
disapproved or otherwise acted upon by any committee of the AICPA.

Introduction
. 01 One of the more important and yet, more difficult, aspects of a financial
statement audit is the identification of related parties and transactions with
related parties. This aspect of the audit is important because of (1) the requirement
under generally accepted accounting principles to disclose material related-party
transactions and certain control relationships, (2) the potential for distorted or
misleading financial statements in the absence of adequate disclosure, and (3) the
instances of fraudulent financial reporting and misappropriation of assets that
have been facilitated by the use of an undisclosed related party. Further, while not
discussed in more detail in this Practice Alert, it is incumbent upon the auditor to
assess the propriety of the accounting for material related-party transactions in
accordance with their substance.
. 02 Related parties and related-party transactions are difficult to audit for
several reasons. First, transactions with related parties are not always easily
identifiable. For example, a series of sales in the normal course of business,
individually insignificant, could be executed with an undisclosed related party that
in total could be material. Second, although other procedures are ordinarily
performed, the auditor relies primarily upon management and principal owners
to identify all related parties and related-party transactions. Third, such transac
tions may not be easily tracked by a company’s internal control.

. 03 Generally accepted accounting principles (FASB Statement No. 57,
Related Party Disclosures) define related parties and require certain disclo
sures regarding material related-party transactions, as well as the nature of
control relationships that could result in operating results or financial posi
tions significantly different from those that would have been achieved in the
absence of such relationships, regardless of whether there were transactions
between or among the related parties. Generally accepted auditing standards
AICPA Technical Practice Aids
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(Statement on Auditing Standards (SAS) No. 45, Omnibus Statement on Audit
ing Standards—1983, “Related Parties”) provide guidance on procedures that
should be considered by the auditor to identify related-party relationships and
transactions, and to satisfy him- or herself that such relationships and mate
rial transactions are properly accounted for and adequately disclosed in the
financial statements.
. 04 The detailed requirements of generally accepted accounting princi
ples and generally accepted auditing standards are not discussed here. The
purposes of this Practice Alert are twofold: first, to focus on events that may
indicate transactions with undisclosed related parties are occurring; and,
second, to offer suggestions on how to respond to those events.

Events That May Indicate Transactions With
Undisclosed Related Parties
. 05 In the hands of the unscrupulous, an undisclosed related party is a
powerful tool. Using controlled entities, principal shareholders or management
can execute transactions that improperly inflate earnings by masking their
economic substance or distort reported results through lack of disclosure, or
can even defraud the company by transferring funds to a conduit related party
and ultimately to the perpetrators. Examples of events that may indicate
transactions with undisclosed related parties are occurring include:

•

Sales without substance, including funding the other party to the
transaction so that the sales price is fully remitted.

•

Sales with a commitment to repurchase that, if known, would preclude
recognition of all or part of the revenue.

•

Accruing interest at above market rates on loans.

•

Loans to parties that do not possess the ability to repay.

•

Advancing company funds that are subsequently transferred to a
debtor and used to repay what would otherwise be an uncollectible
loan or receivable.

•

Services or goods purchased from a party at little or no cost to the
entity.

•

Borrowing at below market rates of interest.

•

Loans advanced ostensibly for a valid business purpose and later
written off as uncollectible.

•

Payments for services never rendered or at inflated prices.

•

Sales at below market rates to an unnecessary “middle man” related
party, who in turn sells to the ultimate customer at a higher price with
the related party (and ultimately its principals) retaining the difference.

•

Purchases of assets at prices in excess of fair market value.

Responding to Related Parties and Related-Party
Transactions Not Voluntarily Disclosed by Management
. 06 Assessing risk. The number one rule for potentially identifying re
lated parties and related-party transactions that management does not dis
close to the independent auditor is simply to be alert to that possibility.
Generally accepted auditing standards (SAS No. 82, Consideration of Fraud in
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a Financial Statement Audit) require the auditor to “assess the risk of material

misstatement of the financial statements due to fraud and consider that
assessment in designing the audit procedures to be performed.” This assess
ment is based on the auditor’s consideration of certain risk factors that relate
to misstatements that may arise from fraudulent financial reporting and
misappropriation of assets. Risk factors associated with fraudulent financial
reporting may be grouped among: (1) management’s characteristics and influ
ence over the control environment, (2) operating characteristics and financial
stability, and (3) industry conditions. When considering risk factors relating
to an entity’s operating characteristics and financial stability, the auditor
may conclude that related parties and/or related party transactions are a
potential source for material misstatement. Following are examples of indica
tors that may cause the auditor to conclude that such a potential exists:

•

Complex corporate structure, possibly with restrictions on the disclo
sure of ownership or the identity of shareholders.

•

Audit responsibilities for entities that have material intercompany
transactions with one another divided among two or more auditing
firms, or in which one of the entities is not audited.

•

Highly complex business practices that enhance the ability of manage
ment to mask their economic substance.

•

The existence of unique, highly complex, and material transactions
close to year-end that pose difficult “substance over form” questions.

. 07 Responding to risk. When the auditor concludes there is a significant
risk of material misstatement due to fraud or other errors, he or she might respond
in a number of ways, such as assigning more experienced staff to the engagement.
Ordinarily, higher risk requires more experienced personnel or more extensive
supervision by the auditor with final responsibility for the engagement during
both the planning and the conduct of the engagement. Higher risk also may cause
the auditor to expand the extent of procedures applied, apply procedures closer to
or as of the balance sheet date, or modify the nature of procedures to obtain more
persuasive evidence. According to generally accepted auditing standards, eviden
tial matter obtained from independent outside sources provides a greater assur
ance of reliability than evidence secured solely within the company (SAS No. 31,
Evidential Matter, as amended by SAS No. 80, Amendment to Statement on
Auditing Standards No. 31, Evidential Matter, paragraph 21a). Higher risk will
also ordinarily cause the auditor to exercise a heightened degree of professional
skepticism in conducting the audit.
. 08 Without regard to the auditor’s risk assessment, the auditor would
perform many, if not all, of the procedures suggested in SAS No. 45 for
determining the existence of related parties. These include evaluating the
company’s procedures for identifying related parties, requesting from manage
ment the names of all related parties, reviewing SEC and other regulatory
filings for names of possible related parties, reviewing stockholder listings of
closely held companies, inquiring of predecessor, principal, or other auditors of
related entities, and reviewing material investment transactions which might
create related parties.
. 09 The auditor would also perform many, if not all, of the procedures
suggested in SAS No. 45 for identifying transactions with known related
parties. Among the suggested procedures are: reviewing minutes of board of
directors meetings; reviewing conflict-of-interest statements; reviewing
the extent and nature of business transacted with major customers, suppliers,
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borrowers, and lenders; reviewing the accounting records for large, unusual, or
nonrecurring transactions or balances; and reviewing correspondence and
invoices from law firms for indications of possible related parties and relatedparty transactions.
. 10 When deciding which related-party procedures to perform during the
audit, the auditor may want to consider in that determination the results of an
evaluation of the effectiveness of the company’s procedures for identifying
related parties and related-party transactions and the company’s controls over
management’s ability to enter into related-party transactions. Generally ac
cepted auditing standards (SAS No. 85, Management Representations) require
that a written representation letter be obtained from management and states
that such letter should ordinarily cover transactions with related parties.
Although not required by SAS No. 85 or suggested by SAS No. 45, the auditor
may want to obtain written representations from the entity’s board of directors
about whether they or any other related parties engaged in transactions with
the entity during the period under audit.

. 11 The related-party procedures performed would be considered in rela
tionship with the other audit procedures performed in response to the overall
risk assessment on the audit. Many of the related-party procedures suggested
in SAS No. 45, such as reviewing minutes, serve more than one audit objective.
When performing other procedures on the audit, the auditor may encounter
information that can assist him or her in identifying the existence of related
parties and related-party transactions. Therefore, it is important that informa
tion about known related parties be communicated to all engagement team
members, including those performing work at other locations. The develop
ment during the audit planning process of a list of related parties could serve
as the vehicle of this communication.
. 12 When performing the audit, all team members should be alert for
transactions that might involve undisclosed related parties. When events come
to the auditor’s attention that may indicate transactions with related parties,
the performance of additional audit procedures related to the other party to the
transaction may be necessary to determine whether an undisclosed relation
ship exists. Such procedures could include confirming details of the transaction
with the principals of the other party or, with the other party’s permission, its
auditors as to the nature of any relationship with the company and its man
agement. In complex situations, the auditor may need to discuss the relatedparty transaction with other outside parties such as bankers or legal counsel
who are familiar with the transaction or request to inspect evidence in the
possession of such persons and/or the other party.

. 13 When an undisclosed related party has been identified, the audit
team would assess whether management’s failure to disclose was merely an
oversight or a deliberate attempt to mask the relationship. If the latter, the
auditor would reassess the overall audit scope and the ability to rely on
management’s representations in other areas. If the auditor believes he or she
can no longer trust management, the best course of action may be to withdraw
from the engagement. The auditor may want to consult with legal counsel in
these circumstances.

Conclusion
. 14 Identifying related parties and material related-party transactions is
a key component of any audit. The likelihood of identifying undisclosed related
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parties and related-party transactions is enhanced when the auditor main
tains throughout the audit an awareness for events that may indicate such
undisclosed parties or transactions. By following up on such events and deter
mining whether they are the result of related parties, the auditor enhances the
likelihood that related-party transactions are properly accounted for and dis
closed in the financial statements, thereby providing users with relevant
information for decision-making.

[The next page is 50,811.]
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Section 16,060

Practice Alert 96-1
The Private Securities Litigation Reform Act
of 1995
May, 1996
(Updated through
July 1, 1999)

NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits. This document
has been prepared by the SEC Practice Section Professional Issues Task Force.
It has not been approved, disapproved or otherwise acted upon by any committee
of the AICPA.

Introduction
.01 As 1995 drew to a close, the Private Securities Reform Act of 1995 (the
Act) became law. This Act provides welcome liability reform for both Securities
and Exchange Commission (SEC) registrants and those who provide services
to SEC registrants. The Act not only changes the way that plaintiffs may bring
lawsuits, but also imposes certain obligations and requirements on SEC regis
trants and their auditors. This Practice Alert discusses two sections of the Act
(Fraud Detection and Disclosure and the Safe Harbor for Forward-Looking
Statements) and how they affect auditors in performing audits and other
services.

Fraud Detection and Disclosure
.02 The Fraud Detection and Disclosure section of the Act reaffirms the
independent accountant’s responsibility regarding illegal acts as described in
both Statement on Auditing Standards (SAS) No. 53, The Auditor’s Responsi
bility to Detect and Report Errors and Irregularities, and SAS No. 54, Illegal
Acts by Clients. The Act requires that audits of financial statements conducted
pursuant to the Securities Exchange Act of 1934 include generally accepted
auditing standards procedures designed to provide reasonable assurance of
detecting illegal acts that would have a direct and material effect on the
determination of financial statement amounts.
.03 An illegal act is defined as an “act or omission that violates any law,
or any rule or regulation having the force of law.” Under the Act, as under
current practice, if the auditor “detects or otherwise becomes aware of informa
tion indicating that an illegal act (whether or not perceived to have a material
effect on the financial statements of the issuer) has or may have occurred,” the
AICPA Technical Practice Aids
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auditor then (1) determines whether it is likely that an illegal act has occurred;
(2) evaluates the possible effects of the illegal act on the issuer’s financial
statements; and (3) promptly informs the appropriate level of management and
assures that the audit committee or board of directors is adequately informed
with respect to the illegal act, unless it is clearly inconsequential.

Private Securities Reform Act of 1995
.04 The Act contains new reporting requirements that will come into play
if the auditor:

•

Determines that the audit committee or the board of directors is
adequately informed with respect to illegal acts that “have been
detected” or have otherwise come to the auditor’s attention during the
course of the audit, and

•

Concludes that the illegal act has a material effect on the financial
statements;

•

Senior management has not taken, and the board has not caused it to
take, “timely and appropriate remedial actions”;1 and

•

The failure to take remedial action “is reasonably expected to warrant
departure from a standard report of the auditor, when made, or
warrant resignation from the audit engagement.”

In that instance the auditor “shall, as soon as practicable,” report its conclusions
directly to the board.

.05 Under the new reporting requirements added by the Act, an issuer
that receives the report described above must notify the SEC within one
business day after receiving the report and must send a copy of that notice to
the auditor. If the auditor does not receive the notice within the one day period,
it must, whether or not it resigns, furnish a copy of its report (or documentation
of an oral report) to the SEC within one business day after the failure of the
issuer to give its required notice. Auditors are protected from liability in a
private action “for any finding, conclusion, or statement” expressed in a report
required of them under this provision. The SEC staff has stated that until the
SEC adopts reporting requirements to implement this rule, any auditor faced
with filing such a notice should contact the SEC staff at (202) 942-4400.

.06 The Fraud Detection and Disclosure section of the Act also reempha
sizes the requirements that audits include:
•

Procedures designed to identify related party transactions that are
material to the financial statements or otherwise require disclosure
therein. Note that appropriate procedures for identifying related par
ties and the related disclosure requirements are contained in SAS No.
45, Omnibus Statement on Auditing Standards—1983, “Related Par
ties,” and Financial Accounting Standard No. 57, Related Party Dis
closures. In addition, related party issues are discussed in Practice
Alert No. 95-3, Auditing Related Parties and Related Party Transac
tions [section 16,0501; and

1 “Remedial action” for this purpose may include: (1) taking appropriate disciplinary actions; (2)
establishing policies, internal controls, and related monitoring procedures designed to safeguard
against the recurrence of such illegal acts; and (3) as appropriate, reporting the effects of the illegal
acts in the financial statements. SAS No. 54, paragraphs 17 and 18.
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An evaluation of whether there is substantial doubt about the ability
of the issuer to continue as a going concern during the ensuing fiscal
year. This provision of the Act is covered by SAS No. 59, The Auditor’s
Consideration of an Entity’s Ability to Continue as a Going Concern
(as amended by SAS No. 77, Amendments to Statements on Auditing
Standards No. 22, Planning and Supervision, No. 59, The Auditor’s
Consideration of an Entity’s Ability to Continue as a Going Concern,
and No. 62, Special Reports).

Safe Harbor for Forward-Looking Statements
. 07 The Act amends the Securities Act of 1933 and the Securities Ex
change Act of 1934 by creating a new “safe harbor” for forward-looking state
ments made by an issuer, persons acting on behalf of the issuer, and any
outside reviewer retained by the issuer to make a statement on the issuer’s
behalf. Under the Act, the term “forward-looking information” means:

a.

A statement containing a projection of revenues, income, earnings
per share, capital expenditures, dividends, capital structure, or other
financial items;

b.

A statement of management’s plans and objectives for future opera
tions, including plans or objectives relating to the issuer’s products
or services;

c.

A statement of future economic performance, including any state
ment contained in management’s discussion and analysis of financial
condition or the results of operations included pursuant to SEC rules
and regulations;

d.

Any statement of the assumptions underlying or relating to any
statement described in a., b., or c.;

e.

Any report issued by an outside reviewer retained by the issuer, to
the extent that the report assesses a forward-looking statement
made by the issuer; or

f.

A statement containing a projection or estimate of such other items
as may be specified by SEC rules or regulations.

.0 8 However, the Act provides for certain exclusions to the safe harbor
protection, most notably for forward-looking statements made in connection
with an initial public offering or a tender offer, and forward-looking statements
included in financial statements prepared in accordance with generally accepted
accounting principles (historical financial statements). Additional exclusions
are detailed in the Act.
.0 9 The safe harbor protection covers both written and oral forward
looking statements made by the registrant or those acting on the registrant’s
behalf. In addition, there is no requirement under the Act to update the
forward-looking statements. To be protected by the Act, a written or oral forward
looking statement must:

1.

Be identified as a forward-looking statement; and

2.

Be accompanied by meaningful (not boilerplate) cautionary language
identifying important factors that might cause the actual results to
differ materially from those in the forward-looking statement.
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If these conditions are not met, liability may be attached only if the plaintiff
can prove that the forward-looking statement was made with actual knowledge
that the statement was false or misleading.
.10 Oral forward-looking statements and cautionary language can satisfy
the requirement of identifying important factors by making reference to a
readily available written document, including a filing with the SEC.
.11 Companies may request that auditors advise them in the develop
ment and presentation of forward-looking statements, possibly extending to
attesting to their assertions regarding such information. Other companies may
only seek informal input in the process. Attempting to provide guidance for all
situations is difficult, but the following should be helpful in relation to the level
of service requested.
•

No substantive attention requested by the registrant
When no substantive work has been requested, the auditor’s respon
sibility for forward-looking statements included in documents contain
ing audited financial statements is discussed in SAS No. 8, Other
Information in Documents Containing Audited Financial Statements,
and SAS No. 37, Filings under Federal Securities Statutes. Basically,
SAS No. 8 and SAS No. 37 require auditors to read other information,
including any forward-looking statements, cautionary language, and
important factors, and to consider whether such information, or the
manner of its presentation, is materially inconsistent with the finan
cial statement information or the manner of its presentation. This
responsibility, of course, does not include opining on whether or not
the disclosure meets the requirements of the safe harbor or any
reasonableness or other review of the forecasted information. To assist
client executives and directors in understanding this responsibility,
auditors should discuss with them the auditor’s responsibility for such
information under generally accepted auditing standards as part of
the required communications under SAS No. 61, Communication with
Audit Committees, as amended, paragraph 10. The auditor may wish
to add language to the engagement letter or other communications to
clarify this understanding.

•

Substantive attention requested by the client, not leading to a report on
such information
The company may engage the auditor to consult on the forward-look
ing statement, cautionary language, and important factors. Because
of the subjective nature of this consultation, the extent of the auditor’s
involvement should be clarified with the company. In addition, docu
menting the discussions held and having an engagement letter are
strongly encouraged. In any event, the auditor should be aware of the
SEC’s position that accountants who assist in the preparation of a
forecast may not be independent from an SEC perspective and may
not report on the forecast.

•

Substantive attention requested by the client, leading to a report on
such information

The company may request the auditor to examine or perform agreedupon procedures on the forward-looking statement, cautionary lan
guage, and important factors under Statements on Standards for
Attestation Engagements, Financial Forecasts and Projections, and
the 1993 AICPA Guide for Prospective Financial Information. The
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auditors report on an examination of forward-looking statements
can be issued to the public. The auditor should emphasize to the
company, however, that any agreed-upon procedures report would be
limited to client officials and the board of directors and that the
company and others cannot refer to the report in public statements. If
underwriters require comfort with respect to forward-looking informa
tion, the auditor should refer to SAS No. 72, Letters for Underwriters
and Certain Other Requesting Parties, for guidance.
.12 Legal counsel has advised that auditor’s reports with respect to
forward-looking information are eligible for the statutory safe harbor. As long
as the auditor is acting within the scope of the engagement (what the statute
terms acting “on behalf of the issuer”), safe harbor protection is available for
“any report issued by an outside reviewer retained by an issuer, to the extent
that the report assesses a forward-looking statement made by the issuer.”
Thus, coverage would be available for an auditor’s report on wholly prospective
information (for example, a report on an issuer’s projected financial results for
the upcoming year) or for a report on information that is both prospective and
historical, such as the MD&A (in which case the report would be protected only
as it relates to the issuer’s forward-looking statements). Because historical
financial statements are exempt from the safe harbor, reports on those finan
cial statements receive no safe harbor protection. (The statute does empower
the SEC to issue rules extending safe harbor protection to financial statement
information, but it is not clear whether the Commission will exercise this
authority.) The auditor should consult with legal counsel in determining
whether and to what extent a particular report meets the statutory require
ments for safe harbor coverage.

.13 The SEC’s previous efforts at encouraging the disclosure of forwardlooking statements with safe harbor protection were not successful because of
the uncertainty and perceived ineffectiveness of the previous safe harbor. The
new safe harbor for forward-looking statements is intended to provide real
protection to registrants and auditors that provide services in connection with
such statements. As with the existing safe harbor (which remains in place), the
ultimate effectiveness and extent of protection will be tested through practice
and proven over time in the courts.

Effective Date of Provisions
.14 Most of the provisions of the Act, including the Safe Harbor for
Forward-Looking Statements, became effective on Friday, December 22,1995.
However, the Fraud Detection and Disclosure provisions of the Act apply to
annual reports for any period beginning on or after January 1, 1996, with
respect to any registrant that is required to file selected quarterly financial
data pursuant to SEC rules or regulations, and for any period beginning on or
after January 1,1997, with respect to any other registrant.
.15 This Practice Alert is not intended to represent a legal interpretation
or description of the Act; auditors should seek advice from legal counsel for
such information.

[The next page is 50,821.]
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Practice Alert 97-1
Members in Public Accounting Firms
(Updated through August 15, 1999)
NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits. This document
has been prepared by the SEC Practice Section Professional Issues Task Force
and is based on the experiences of the individual members of the task force and
matters arising from litigation and peer reviews. It has not been approved,
disapproved or otherwise acted upon by any committee of the AICPA.

Financial Statements on the Internet
.01 Generally accepted auditing standards (GAAS) provides guidance to
independent auditors when clients publish documents that contain informa
tion (hereinafter “other information”) in addition to audited financial state
ments and the independent auditor’s report thereon. (See SAS No. 8, Other
Information in Documents Containing Audited Financial Statements.) Exam
ples of such documents include annual reports to shareholders, annual reports
of not-for-profit organizations, and annual reports filed with regulatory
authorities under the Securities Exchange Act of 1934.1
.02 Recent technology has changed the traditional means of disseminat
ing information. Today, some entities are including their annual audited
financial statements and related auditor’s report on the Internet. The Internet
is an interactive medium, where entities portray information in components
referred to as “pages,” which can be connected to other pages appearing
elsewhere on the “Web site” through “hyperlinks.” Thus, the commingling of
data from various sources is controlled by the “reader” or “browser,” rather
than the traditional binding of tangible documents.
.03 The users of the new technology are different from the client person
nel with whom the auditor most often interacts. Today, the technological
frontier (the Internet) is largely a marketing arena, but those users are not
limited to the familiar marketing tools. For example, an entity might decide to
include (by embedding a hyperlink) marketing information in the revenue
recognition section of their summary of significant accounting policies. Also,
this marketing information might be updated weekly.

.04 Auditors have recently asked questions regarding the dissemination
of audit reports and the accompanying financial statements on the Internet,
some of which are:
1 SAS No. 8 is not applicable when financial statements and report appear in a registration
statement filed under the Securities Act of 1933. See SAS No. 72, Letters for Underwriters and
Certain Other Requesting Parties, as amended, and SAS No. 37, Filings Under Federal Securities
Statutes.
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Does an independent auditor have an obligation with respect to the
ever-changing other information in an electronic site that contains
audited financial statements and the related auditor’s report?
The Auditing Standards Board recently approved for issuance an
interpretation to SAS No. 8 entitled “Other Information in Electronic
Sites That Contain Audited Financial Statements,” to address this
question. The Interpretation advises that auditors do not have an
obligation pursuant to SAS No. 8 to read or consider information
included in an electronic site.

•

How may a client ensure the security of information integrity when
published on the Internet? Tales appear daily in the news media
concerning hackers breaking into previously thought secure data
bases, and altering or deleting information.

The auditor may wish to discuss these concerns with the client, so that
the client may review the safeguards utilized to protect the data.

•

Can a client who distributes its audited financial statements and
auditor’s report on the Internet set it up so that a user knows when
they are hyper-linking to matters outside of that document?
Yes, and at least one large organization has done so by creating distinct
boundaries around its “annual report.” Specifically, when users either
enter or leave pages of the annual report, they are warned with a
message. (Alternatively, entities might wish to clearly mark each page
of the annual report information as being a part of the annual report.)
Because of the way traditional documents are typically broken into
much smaller “pages” for publishing on the Internet, it can be difficult
for a user to locate a complete “document.” Entities may wish to
provide a facility on their site that would allow easy access to all parts
of a document or the ability to download or print an entire document.

Auditors may wish to discuss these matters with the client during the
performance of the audit.

[The next page is 50,831.]
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Section 16,080
Practice Alert 97-2
Audits of Employee Benefit Plans
(Updated April 15,1999)

NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits. This document
has been prepared by the SEC Practice Section Professional Issues Task Force
(PITF) and is based on the experiences of the individual members of the task force
and matters arising from litigation and peer reviews. It has not been approved,
disapproved, or otherwise acted upon by any committee of the AICPA.

Introduction
.01 The AICPA Peer Review Program, the AICPA Professional Ethics
Division, as well as the U.S. Department of Labor (DOL), continue to note a
high rate of deficiencies on audits of employee benefit plans. These deficiencies
primarily resulted from the auditor’s failure to comply with professional audit
ing standards and DOL reporting requirements. Practitioners, whose work is
considered deficient by the DOL’s Pension and Welfare Benefit Administration
(PWBA), are referred to state licensing boards and/or to the AICPA Profes
sional Ethics Division, and could face severe consequences, including loss of
license and loss of membership in the AICPA, if found to have performed
deficient employee benefit plan audits. Plan administrators could face mone
tary civil penalties under ERISA section 502(c)(2) if found to have filed defi
cient audit reports.

.02 Employee benefit plans must meet a number of specialized financial,
operational and regulatory requirements, and auditors have certain responsi
bilities for testing compliance with certain of those requirements. This Practice
Alert is intended to assist auditors of employee benefit plans by providing an
overview of the governmental oversight of employee benefit plans, the relevant
financial accounting and reporting standards and the common deficiencies
noted on such audits. This Practice Alert also includes best practices adopted
by firms performing audits of employee benefit plans and an overview of
current legislative developments which, if enacted, would significantly change
the way employee benefit plan audits are conducted.

Governmental Oversight of Employee Benefit Plans
.03 The Employee Retirement Income Security Act of 1974 (ERISA) was
enacted to protect the interests of workers who participate in employee benefit
plans and their beneficiaries. To achieve this objective, ERISA requires financial
AICPA Technical Practice Aids
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reporting to government agencies and disclosure to participants and benefici
aries, establishes standards of conduct for plan fiduciaries, and provides for
appropriate remedies, sanctions, and access to the federal courts. ERISA also
provides for substantial federal government oversight in the operating and
reporting practices of employee benefit plans. The ERISA reporting require
ments and the plans subject to those requirements are described in the AICPA
Audit and Accounting Guide Audits of Employee Benefit Plans, with conform
ing changes as of May 1, 1999 (the AICPA Guide). This Practice Alert ad
dresses employee benefit plans that are subject to ERISA.

Financial Accounting and Reporting Standards
.04 FASB Statement No. 35, Accounting and Reporting by Defined Benefit
Pension Plans, established standards of financial accounting and reporting for
financial statements of defined benefit pension plans, but did not establish
standards for defined contribution plans or health and welfare benefit plans.
The AICPA Guide provides comprehensive guidance, including the guidance
prescribed by FASB Statement No. 35, on accounting, auditing, and reporting
matters for defined benefit, defined contribution and health and welfare bene
fit plans.
.05 Employee benefit plans that are subject to ERISA are required to
report certain information annually to federal government agencies—that is,
the U.S. Department of Labor (DOL), Internal Revenue Service (IRS), and
Pension Benefit Guaranty Corporation (PBGC) and to provide summarized
information to plan participants. For many plans, the information is reported
to the IRS on Form 5500, Annual Return/ Report of Employee Benefit Plan,
which includes financial statements and certain supplemental schedules (for
example, plan investments and reportable transactions). Comments or ques
tions on this Alert should be directed to the AICPA’s SEC Practice Section at
(201) 938-3022.

Common Deficiencies
.06 The PWBA has established an ongoing quality review program to
enhance the quality of audit work performed by independent auditors in audits
of plan financial statements that are required by ERISA. The AICPA, working
with the PWBA, has made a concerted effort to improve the guidance available
to auditors of employee benefit plans, and has incorporated such improvements
in the AICPA Guide. The DOL strongly encourages the use of the AICPA Guide
in meeting the requirements contained in ERISA. A complement to the AICPA
Guide, the AICPA Employee Benefit Plans Audit Risk Alert—1999, (the AICPA
Audit Risk Alert) provides an overview of recent economic, industry, regula
tory, and professional developments. Both the AICPA Guide (Product No.
0123368QB) and the AICPA Audit Risk Alert (Product No. 022201QB) can be
ordered from the AICPA Order Department at (888) 777-7077 by phone, or at
(800) 362-5066 by fax.

.07 The PWBA, in their review of employee benefit plan audits, has noted
the following common deficiencies:
a.
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Inadequate audit program or planning documentation. Such defi
ciencies included lack of a specific audit program tailored to the audit
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of employee benefit plans, failure to obtain/review relevant plan
documents, failure to understand the operations of the plan or
current developments affecting the plan, and failure to address the
area of prohibited transactions in the audit program. (Chapter 5 of
the AICPA Guide provides guidance on audit planning, including the
limited-scope audit exemption.)
b.

Inadequate documentation of the auditor’s understanding of the
plan’s internal control. Such deficiencies included either no work or
significantly inadequate work with respect to obtaining a sufficient
understanding of the plan’s internal control. (Chapter 6 of the AICPA
Guide provides guidance on internal control.)

c.

Inadequate documentation supporting the audit work performed and
insufficient procedures performed. Such deficiencies included fail
ure to perform sufficient audit work related to participant data,
benefit payments and/or plan obligations. (Chapters 9 and 10 of the
AICPA Guide provide guidance in these areas.) Also, in certain
instances, the auditor did not test the fair market valuations, invest
ment transactions or authorizations for investment transactions.
(Chapter 7 of the AICPA Guide provides guidance on investments.)
In limited-scope engagements, the auditor did not obtain the proper
certification from the bank or insurance company or the certification
did not cover all of the plan assets. (Paragraphs 7.51 and 7.52 of the
AICPA Guide provide guidance on limited-scope auditing proce
dures.) In audits of multi-employer plans, the auditor performed
inadequate work relating to the contributions received from contrib
uting employers. In certain participant-directed plans, the auditor
did not agree the allocation of employee contributions to selected
investment options. (Chapter 8 of the AICPA Guide provides guid
ance on contributions received and related receivables.)

d.

Deficiencies in the auditor’s report. Such deficiencies included fail
ure to reflect a departure from generally accepted accounting princi
ples, and failure to report on all the years presented. (Chapter 13 of
the AICPA Guide provides guidance on, and examples of, auditor’s
reports.)

e.

Deficiencies in the note disclosures. Such deficiencies included fail
ure to disclose: the investments that represent 5 percent or more of
the plan’s net assets available for benefits (see paragraphs 2.26g,
3.28g and 4.57 of the AICPA Guide); information as to whether or
not the plan has received a favorable tax determination ruling from
the IRS (see paragraphs 2.26f, 3.28f and 4.57 of the AICPA Guide);
the priorities of distribution of plan assets upon termination of the
plan (see paragraphs 2.26c, 3.28c and 4.57 of the AICPA Guide); the
funding policy of the plan (see paragraphs 2.26d, 3.28d and 4.57 of
the AICPA Guide); information regarding the method and significant
assumptions used to determine the actuarial present value of the
plan’s accumulated plan benefits as required by FASB Statement No.
35 (see paragraphs 2.20-2.24 of the AICPA Guide).

f.

Failure to comply with ERISA’s or DOL’s reporting and disclosure
requirements. The most common reporting and disclosure deficien
cies were as follows: the auditor’s report failed to extend to one or more
ofthe required supplemental schedules (see paragraphs 13.09-13.18
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of the AICPA Guide); the required supplemental schedules failed to
include all the necessary information pursuant to ERISA and DOL
regulations (see Appendix paragraphs A.51(b) and A.70-A.76 and
Exhibit A-l of the AICPA Guide); the plan administrator inappropri
ately invoked the limited-scope audit exemption when the financial
institution holding the plan’s assets did not qualify for such exemp
tion because it was not a bank or similar institution or an insurance
company (see Appendix paragraphs A.57-A.58 of the AICPA Guide);
the statement of net assets was not presented in comparative form
as required by DOL regulations (see Appendix paragraph A.51(a) of
the AICPA Guide); the notes to the plan’s financial statements failed
to include certain information required by DOL regulations (for
example, a note reconciling financial statement amounts to
amounts reported in Form 5500 Series Annual Report) (see Ap
pendix paragraph A.51(c) of the AICPA Guide); the audit was of the
trust rather than of the plan (see Appendix paragraph A.55 of the
AICPA Guide).

Best Practices
. 08 To assist practitioners and CPA firms improve audit quality related
to audits of employee benefit plans, and to reduce related enforcement and
litigation risks, best practices used by firms in performing audits of employee
benefit plans are noted below. These best practices were adapted from an
article titled, “A Warning to CPAs on Employee Benefit Audits,” by David M.
Walker, CPA, in the June 1996 edition of the Journal ofAccountancy (reprints
may be obtained from the AICPA library at (888) 777-7077; available for
AICPA members only). The best practices are as follows:

•

Assign professionals trained in auditing employee benefit plans—pref
erably at the manager and/or senior level—to employee benefit plan
audits, especially for higher-risk engagements. Factors that could be
indicative of a high risk employee benefit plan audit include, among
other things: plan sponsor financial difficulties; significant underfund
ing; volatile or non-readily marketable investments (for example, real
estate and derivatives); plan amendments; changes in actuarial esti
mates or methods; plan merger, consolidation or termination; settle
ment of obligations or curtailment of accrual of benefits; initial audits;
existence of prohibited transactions or unusual party-in-interest
transactions; weak control environment (little or no direct plan spon
sor involvement with plan administration); change in trustee, custo
dian or record keeper; report in accordance with Statement on
Auditing Standards (SAS) No. 70, Service Organizations, not available
from trustee, custodian or third-party administrator; recent IRS or
DOL investigation; and accounting changes.

•

Perform second (concurring) partner reviews on higher-risk engage
ments (see above for factors that could be indicative of a high risk
employee benefit plan audit). (Concurring partner reviews are re
quired for members firms of the AICPA SEC Practice Section who
audit plans that file Form 11-K.)

•

Coordinate responsibility for employee benefit plan audits between
audit and tax staff, so that qualified tax staff review the plan’s tax
status, transactions with parties-in-interest, and Form 5500.

§16,080.08
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•

Ensure that engagement personnel have access to current guidance
(see “Common Deficiencies” section above for a discussion of the
AICPA Guide and the AICPA Audit Risk Alert). Ensure that engage
ment personnel have adequate training in employee benefit plan
audits and any other related matters. (The AICPA sponsors an annual
national conference on employee benefit plans, which provides handson interactive workshops in auditing, taxation, Form 5500 prepara
tion, plan administration, and multi-employer plans; question and
answer sessions with industry experts and government officials di
rectly responsible for regulating employee benefit plans; and updates
on all the recent and proposed employee benefit plan legislative and
regulatory matters. The AICPA also offers the following self-study
courses: Employee Benefit Plans I: Accounting Principles, Audits of
Employee Benefit Plans, and Audits of 401(k) Plans. To obtain further
information about the conference and the self-study courses, call
(888) 777-7077.

•

Use standardized engagement tools and documentation approaches.
The AICPA has published checklists for defined benefit, defined con
tribution and health and welfare plans. The checklists include both
industry specific and general disclosure requirements, and can be
ordered from the AICPA Order Department at (888)

•

Use the AICPA’s publication, Financial Statement Reporting and
Disclosure Practice for Employee Benefit Plans (Product No. 008725),
which gives examples on required disclosure for employee benefit plan
financial statements.

•

Ensure that the CPA firm’s internal inspection or monitoring program
addresses employee benefit plan audit engagements and that engage
ment reviews are performed by qualified personnel.

•

Use technical hotlines and support services provided by the AICPA
and various state societies. The AICPA’s Technical Information
Division offers a hotline for accounting and auditing practice ques
tions, and can be reached, free of charge to AICPA members, at
(888) 777-7077. The AICPA’s Tax Information Phone Service (“TIPS”)
offers a hotline for federal, state and local tax questions, and can be
reached at (888) 777-7077, option 3, or members can submit questions
through the AICPA Web site (see http://www.aicpa.org/feedback/
index.htm). TIPS charges a fee of $3 per minute (with a $30 minimum)
from January 15 to April 15 and $2 per minute (with no minimum) the
rest of the year, whether the query is by phone or through the Web
site. The fee is billed to the member’s MasterCard, Visa or Discover
credit card. Also, the PWBA encourages auditors and plan filers to call
its Division of Accounting Services at (202) 219-8794 with ERISArelated accounting and auditing questions and questions regarding
preparation of Form 5500. Questions concerning filing requirements
should be directed to the PWBA’s Division of Reporting Compliance at
(202) 219-8770.

•

Consider engaging the sendees of another CPA firm, experienced in
employee benefit plan accounting, audit and ERISA matters, when
necessary and appropriate.

Implementing these best practices can significantly improve audit quality and
client service and reduce related enforcement and litigation risks.
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Recent Developments
. 09 In June 1998, the Financial Accounting Standards Board issued
Statement No. 133, Accounting for Derivative Instruments and Hedging Activi
ties. FASB No. 133 applies to employee benefit plans, although most plans do
not hold such instruments. The AICPA’s publication, Employee Benefit Plans—
1999 Audit Risk Alert, describes the accounting effects of FASB No. 133
relating to employee benefit plans.
. 10 There are currently two proposed Statements of Positions (SOPs)
relating to employee benefit plans. The two SOPs would amend the Audit and
Accounting Guide Audits ofEmployee Benefit Plans, SOP 92-6, Accounting and
Reporting by Health and Welfare Benefit Plans [section 10,530], and SOP 94-4,
Reporting of Investment Contracts Held by Health and Welfare Benefit Plans
and Defined-Contribution Plans [section 10,620].

Service Organizations
. 11 Many plans are now offering their participants on-line access to their
401(k) plans. In such circumstances, participants can review their accounts,
and change their investment elections at any time, even from home. Because
plan participants can change their investments daily, by telephone or via
Intranet sites, daily valuations of such plans are becoming commonplace with
virtually no record of the changes being maintained by the service provider of
the plan. Additionally, more and more services are being “bundled” and pro
vided by one service provider. These service providers execute transactions and
maintain accountability on behalf of the plan administrator. For example,
outside service organizations such as, bank trust departments, insurance
companies, and benefits administrators may maintain records and process
benefit payments. Often, the plan sponsor does not maintain independent
accounting records of transactions executed by the service provider. In fact,
many plan sponsors no longer maintain records such as participant enrollment
forms detailing the contribution percentage and the allocation by fund option,
and this amount can be changed by telephone or on-line without any record. In
these situations, the auditor may be unable to obtain a sufficient under
standing of internal controls relevant to transactions executed by the service
organization in planning the audit and determining the nature, timing and
extent of testing to be performed without considering those components main
tained by the service organization. These circumstances require an under
standing of the requirements of SAS No. 70, Service Organizations, and
additional explanation is described in Practice Alert 99-2, How the Use of a
Service Organization Affects Internal Control Considerations [section 16,140].

Year 2000 Issues
. 12 Generally, the Year 2000 issues are the entity’s management’s re
sponsibility and not the auditor’s. Management must assess and remediate the
affects of the Year 2000 issue on an entity’s system. Under generally accepted
auditing standards, the auditor has the responsibility to plan and perform the
audit to obtain reasonable assurance whether the financial statements are free
of material misstatement. Thus, the auditor’s responsibility relates to the
detection of material misstatement of the financial statements being audited,
whether caused by the Year 2000 issues or by some other cause.
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.13 However, auditors should be aware of the auditing and accounting
issues that arise from the Year 2000 issue, including audit planning, going
concern issues, establishing an understanding of the services to be provided to
the client, impairment of revenue and expense recognition, and disclosure. A
more comprehensive discussion of this topic can be found in AICPA’s 1999
Audit Risk Alert. Additional information on Year 2000 Issues can be found on
the AICPA’s website.

[The next page is 50,841.]
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Section 16,090
Practice Alert 97-3
Changes in Auditors and Related Topics
November, 1997
(Updated through
August 15, 1999)
NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits and is based on
existing audit literature, the professional experience of the members of the
Professional Issues Task Force (“PITF”) and information provided by SECPS
member firms to their own professional staff. This information represents the
views of the members of the PITF and is not an official position of the AICPA.

Official positions are determined through certain specific committee
procedures, due process and deliberation. The information provided herein should
be used by practitioners with the understanding that it be read in conjunction
with the professional literature and only as a means in assisting them in meeting
their professional responsibilities.

Introduction
.01 The issues surrounding the acceptance of a new audit engagement
have become increasingly complex partly due to misunderstandings in the
accounting and legal professions and the issuance of new professional stand
ards. These new Standards include Statement on Auditing Standards (SAS)
No. 82, Consideration of Fraud in a Financial Statement Audit, the recently
issued SAS No. 84, Communications Between Predecessor and Successor Audi
tors (effective for the acceptance of engagements after March 31,1998), which
supersedes SAS No. 7 and its Interpretations, and SAS No. 85, Management
Representations (effective for financial statement periods ending on or after
June 30, 1998), which supersedes SAS No. 19 and its Interpretations. Prede
cessor auditors must also consider relevant issues when they are asked by a
former client to reissue their reports on previously audited financial state
ments. Such issues include the need to decide whether to reestablish a client
relationship, including consideration of the former client’s intended use of the
predecessor auditor’s report. For example, a former client’s request that a
predecessor auditor reissue his or her report in connection with an initial
public offering would expose the predecessor auditor to additional risk that was
not present at the time the original report was issued. In such a situation, the
predecessor auditor may consider the practicality of obtaining a limited indem
nification letter that would protect him or her from the costly impact of
frivolous litigation.

.02 The purpose of this Practice Alert is to assist practitioners by summa
rizing pertinent existing and newly issued professional standards in an at
tempt to clarify certain misunderstandings that currently exist in practice.
AICPA Technical Practice Aids
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Required Communications Between Predecessor and
Successor Auditors
.03 In assessing whether to accept a new client, one of the most valuable
sources of information to a successor auditor is the client’s former auditor. Inquiry
of the predecessor auditor is a necessary procedure and may inform the successor
auditor of potential disagreements that existed between the client and predecessor
auditor with respect to accounting principles, auditing procedures, facts that
impact the integrity of management, or similarly significant matters.
.04 The responsibility for initiating contact rests with the successor audi
tor. Prior to accepting the engagement, the successor auditor should request
permission from a prospective client to make an inquiry of the predecessor
auditor and request that the prospective client authorize the predecessor
auditor to respond fully to such inquiries. If a prospective client refuses to
permit communications between the predecessor and successor auditors, or
limits the response of the predecessor auditor, the successor auditor should
inquire as to the reasons and consider the implications of such a refusal in
deciding whether to accept the engagement.
.05 SAS No. 84 explains that subsequent to receiving client approval, the
successor auditor should make specific and reasonable inquiries of the prede
cessor auditor. The matters subject to inquiry include: (1) information that
might bear on the integrity of management; (2) disagreements with manage
ment as to accounting principles, auditing procedures, or other similarly
significant matters; (3) communications to audit committees or others with
equivalent authority, regarding fraud, illegal acts by clients, and internal
control related matters; and (4) the predecessor auditor’s understanding as to
the reasons for the change of auditors.

.06 The predecessor auditor should respond fully to the successor audi
tor’s inquiries, but may, due to certain circumstances such as potential or
pending litigation, disciplinary proceedings, or other unusual circumstances,
decide it is in his or her best interests not to respond fully. In such circum
stances, the predecessor auditor should inform the successor auditor that the
response is limited. Such a limited response should be carefully evaluated by
the successor auditor in deciding whether to accept the engagement.

Review of Working Papers
.07 After accepting the engagement, the successor auditor should request
the client to authorize the predecessor auditor to allow a review of the prede
cessor auditor’s working papers. In such situations, the predecessor auditor
may want to obtain written notification of such a request in an effort to reduce
or avoid misunderstandings. Appendix A to SAS No. 84 provides an illustrative
client consent and acknowledgment letter which the predecessor auditor may
wish to send the former client. It has long been considered customary that the
predecessor auditor make available to the successor auditor certain working
papers for review. Pursuant to SAS No. 84, the predecessor auditor should
ordinarily permit the successor auditor to review working papers including
documentation of planning, internal control, audit results and other matters of
continuing accounting and auditing significance. Before permitting access to
the working papers, the predecessor auditor may wish to obtain a written
communication from the successor auditor regarding the use of the working
papers. Appendix B to SAS No. 84 includes an illustrative successor auditor
acknowledgment letter.

§16,090.03
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Opening Balances
.08 The responsibility for analyzing the impact of the opening balances on
the current year financial statements and consistency of accounting principles
always rests with the successor auditor. The successor auditor must obtain
sufficient competent evidential matter to afford a reasonable basis for express
ing an opinion on the financial statements under audit. The successor auditor
must use professional judgment in determining the extent of procedures to be
performed with respect to opening balances in light of the audit evidence
obtained in conjunction with his or her current year audit.
.09 Audit evidence that may be obtained by a successor auditor may
include the following:

1.

The most recently audited financial statements and the predecessor
auditor’s opinion thereon. For example, the degree of comfort a
successor auditor will have from an unqualified opinion issued on a
prior period with a small number of significant accounting issues will
typically be higher than a qualified or adverse opinion on a client
with complex or significant accounting issues. Additionally, the
successor auditor should also consider the professional reputation of
the predecessor auditor in forming his or her opinion on the opening
balances. For example, a firm with a sound reputation in the business
community and an unqualified opinion on its most recent peer review
may give the successor auditor comfort with respect to opening
balances.

2.

The results of inquiries made to predecessor auditors. For example,
a successor auditor would normally have a greater degree of comfort
based on responses from a predecessor auditor that there were no
disagreements with respect to the application of accounting princi
ples or auditing procedures. Also, a successor auditor should consider
the impact on opening balances when the predecessor auditor in
forms the successor auditor that his or her response to questions and
access to certain working papers was limited.

3.

The results of the successor auditor’s review of the predecessor
auditor’s working papers may affect the nature, timing, and extent
of the successor auditor’s procedures. For example, upon reviewing
a predecessor auditor’s working papers with respect to contingencies
at the beginning of the year, the successor auditor may conclude that
the predecessor auditor’s assessment of internal controls, substan
tive testing, and evaluation of misstatements is sufficient to preclude
applying procedures to prior year transactions, and may take comfort
from a current year attorney’s letter or other procedures.

4.

The results of audit procedures performed in the current year’s audit
that provide evidence about opening balances or consistency of ap
plication of accounting principles. For example, current year collec
tions of accounts receivable may give an auditor comfort with respect
to the validity of accounts receivable recorded at the end of the prior
period.

In those rare circumstances where a successor auditor is not allowed access to
a predecessor auditor’s working papers, the successor auditor should consider
the implications on whether the successor auditor will be able to obtain
sufficient competent evidential matter to afford a reasonable basis for expressing
AICPA Technical Practice Aids

§16,090.09

50,844

Practice Alerts

an opinion on the financial statements under audit. A successor auditor should
not necessarily interpret a refusal for access to a predecessor auditor’s working
papers as a need to perform an audit of the previously audited financial
statements. In such circumstances, the successor auditor should use profes
sional judgment in determining the nature, timing, and extent of procedures
to be performed on opening balances. Such procedures, as outlined in 1, 2 and
4 above, will assist the successor auditor in determining the need to perform
an audit of the previously audited financial statements.

Requests to Reissue Reports
.1 0 Predecessor auditors may be asked to reissue their report on financial
statements for a number of reasons, including requests made by a former client
to include a predecessor auditor’s report in a registration statement filed with
the SEC. In such situations, the predecessor auditor is, in effect, being asked
to reestablish a client relationship and should consider the ramifications of
that decision.

1
.1
Before consenting to the inclusion of his or her report on previously
audited financial statements, a predecessor auditor should perform procedures
similar to its client acceptance and continuation procedures as required by
Statement on Quality Control Standards (SQCS) No. 2, System of Quality
Control for a CPA Firm’s Accounting and Auditing Practice, paragraphs 14
through 16. In determining the nature and extent of client acceptance and
continuation procedures as required by SQCS No. 2, an auditor might consider
the recommendations of the AICPA Joint Task Force on Quality Control
Standards, in its Guide titled, Guide for Establishing and Maintaining a
System of Quality Control for a CPA Firm’s Accounting and Auditing Practice
(Product No. 067020, which can be ordered from the AICPA Order Department
at (888) 777-7077).
.1 2 Such procedures would typically include an evaluation of whether
specific events have occurred to determine whether a relationship with the
former client should be reestablished, including a major change in one or more
of the following: (1) management; (2) directors; (3) ownership; (4) legal counsel;
(5) financial condition; (6) litigation status; (7) nature of the company’s busi
ness; and (8) the scope of the engagement. Additionally, an auditor should
determine whether he or she should be associated with a client that has
selected, or may select, an underwriter that has been the subject of adverse
publicity or that has matters reported on the underwriter’s Form BD that raise
questions or concerns about the underwriter. Similarly, an auditor should
consider the professional reputation and experience of both the successor
auditor and legal counsel who is or will be associated with subsequent years’
financial statements.
.1 3 After consideration of the above, and other relevant factors, but before
consenting to reissuance of his or her report, the predecessor auditor should
consider whether that report is still appropriate in the circumstances. The
auditor should perform procedures on events occurring subsequent to the date
or period of the most recent financial statements. The nature and extent of the
procedures will vary depending on the circumstances of the particular situ
ation, but generally consist of the following (as per SAS No. 58, Reports on
Audited Financial Statements, as amended):

.1 4 If a successor auditor has audited the financial statements of the most
recent period following the period audited by the predecessor auditor, sub
sequent events procedures may consist of the following:
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•

Reading the financial statements for the current period (or the entire
registration statement if the financial statements are included in a
filing with the SEC).

•

Comparing the financial statements that were reported on by the
predecessor auditor with the financial statements to be presented in
the registration statement (or other document).

•

Obtaining a letter from the successor auditor indicating whether their
audit has disclosed any events or transactions subsequent to the
period covered by the most recent statement of income (or the date of
the latest balance sheet) audited by the predecessor auditor that, in
the successor auditor’s opinion, would have a material effect on, or
require disclosure in the financial statements reported on by the
predecessor auditor.

.15 SAS No. 85 adds the additional requirement that a predecessor audi
tor obtain a representation letter from management of the former client in
conjunction with reissuing his or her report on previously audited financial
statements. This representation letter from management should state that
nothing came to management’s attention that would cause them to believe that
any of their previous representations should be modified and whether any
events have occurred subsequent to the balance sheet date of the latest prior
period financial statements reported on by the predecessor auditor that would
require adjustment to or disclosure in those financial statements. Appendix C
to SAS No. 85 includes an illustrative management representation letter that
might be obtained in these circumstances. In addition to the above described
procedures, an auditor should consider the relevant guidance in SAS No. 1,
section 543, Part of Audit Performed by Other Independent Auditors, as
amended, paragraphs 10 through 12, which provides suggested procedures
that may be performed when additional evidential matter might be necessary
in the circumstances.
.16 If, after performing the procedures enumerated above and other
procedures considered necessary in the circumstances, a predecessor auditor
becomes aware of events or transactions occurring subsequent to the date of
his or her previous report that may require an adjustment, additional disclo
sure, or reclassification to the financial statements previously reported on, the
predecessor auditor should make inquiries and perform other procedures that
are considered necessary in the circumstances.

.17 The extent of such procedures is a matter of professional judgment
and will vary depending on the effect of the items on the financial statements
previously issued. For example, reviewing the reclassification of a line of
business as discontinued operations for comparative purposes with the sub
sequent year’s treatment, resulting from a subsequent decision made by the
company, would generally require less extensive procedures than those that
may be required in connection with the correction of an error in previously
issued financial statements. In such instances, the predecessor auditor might
consider requesting a review of the working papers of the successor auditor in
those areas related to the matter affecting the prior-period financial state
ments. Based on the evidence obtained, the predecessor auditor should then
decide whether to revise the previously issued report. When reissuing his or
her report on prior-period financial statements, a predecessor auditor should
use the date of his or her previous report; if the financial statements are
restated or the predecessor auditor revises the previous report, the report
should be dual dated.
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.18 If successor auditors have not been engaged, or if engaged, have not
performed an audit of the subsequent financial statements or sufficiently
familiarized themselves with the accounting policies, control environment and
other pertinent aspects of the company, the predecessor auditor’s subsequent
events review procedures might be the same as those performed by a continu
ing auditor in accordance with SAS No. 1, section 560, Subsequent Events, as
amended.
.19 After considering the above or other relevant factors, an auditor may
decide not to consent to the use of his or her previously issued report. The
AICPA’s Code of Professional Conduct (SAS No. 58, Reports on Audited Finan
cial Statements, as amended, paragraph 70), and the rules and regulations of
the SEC do not require an independent certified public accountant who has
performed a financial statement audit, to subsequently sign a consent for
inclusion of that report in a registration statement filed with the SEC, or for
any other reason. Additionally, SAS No. 58, Reports on Audited Financial
Statements, as amended, does not require the predecessor auditor to commu
nicate or disclose the reasons why that auditor decided not to reissue his or her
audit report and there is no requirement for disclosure of those reasons to the
entity or its audit committee, as a client relationship does not exist.

Audits of Financial Statements Previously Audited
.20 If a predecessor auditor declines to reissue his or her report on
previously issued financial statements, a former client may decide to engage
the successor auditor to audit the financial statements previously reported on
(hereafter referred to as a “reaudit”) by the predecessor auditor. In such cases,
the successor auditor should perform the procedures required of successor
auditors as outlined in the section above, “Required Communications between
Predecessor and Successor Auditors.” In a reaudit, the successor auditor
generally will be unable to observe inventory or make physical counts at the
reaudit date or dates in the manner described in paragraphs 9 through 11 of
SAS No. 1, section 331, Inventories, as amended.
.21 In such cases, the successor auditor may consider the knowledge
obtained from his or her review of the predecessor auditor’s working papers and
inquiries of the predecessor auditor to determine the nature, timing and extent
of procedures to be applied in the circumstances. However, the information
obtained from those inquiries and review of the predecessor auditor’s working
papers are not sufficient to afford a basis for expressing an audit opinion.
.22 If material, the successor auditor performing the reaudit should
make, or observe, some physical counts of inventory at a date subsequent to
the period of the reaudit, whether in connection with a current audit, or
otherwise, and apply appropriate tests of intervening transactions.

Use of Indemnification Clauses When Reissuing Reports
.23 In many instances, the risk of litigation that results from the inclusion
of a predecessor auditor’s report on financial statements of a former client may
be such that a predecessor auditor might decide not to reissue his or her report
unless the former client agrees to indemnify them for legal and other costs that
might be incurred in defending itself, in the event of threatened or actual
litigation, for its association with the financial statements of the former client.
In general, AICPA Ethics Ruling 94 allows obtaining such indemnification
agreements. However, SEC rules related to independence prohibit indemnifi
cation agreements between auditors and current publicly-held clients.
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.24 As a result of discussions between the AICPA and the SEC, the staff
of the SEC agreed not to question a predecessor auditor’s independence with
respect to a former audit client if that former audit client agrees to indemnify
the predecessor auditor for the payment of legal costs and expenses that the
predecessor auditor might incur in defending itself against legal actions or
proceedings that arise as a result of the consent of that predecessor auditor to
the inclusion of its auditor’s reports on the former audit client’s prior year’s
financial statements in a new registration statement provided that: (1) Such
indemnification letter would be void and any advanced funds would be re
turned to the former client if a court, after adjudication, found the former
auditor liable for malpractice, and (2) The indemnification provision is entered
into after a successor auditor has issued an audit report on the former client’s
most recent financial statements included in the registration statement of the
former client.

[The next page is 50,851.]
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Practice Alert 98-1
The Auditor's Use of Analytical Procedures
(Updated through August 15, 1999)
NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits and is based on
existing audit literature, the professional experience of the members of the
Professional Issues Task Force (PITF) and information provided by SECPS
member firms to their own professional staff. This information represents the
views of the members of the PITF and is not an official position of the AICPA.
Official positions are determined through certain specific committee procedures,
due process and deliberation. The information provided herein should be used by
practitioners with the understanding that it be read in conjunction with the
professional literature and only as a means of assisting them in meeting their
professional responsibilities.

Introduction
.01 Analytical procedures are defined by Statement on Auditing Stand
ards (SAS) No. 56, Analytical Procedures, as “evaluations of financial informa
tion made by a study of plausible relationships among both financial and
nonfinancial data.” Analytical procedures are used in all three main phases of
an audit: planning, substantive testing and overall review. The use of analyti
cal procedures in the planning and overall review phases of an audit is required
under generally accepted auditing standards and plays an important role in
assisting the auditor in determining the nature, timing and extent of his or her
substantive testing and in forming an overall opinion as to the reasonableness
of recorded account balances.

.02 The use of analytical procedures in the substantive testing phase of
the audit is a consideration left to the judgment of the auditor and may or may
not be a preferred choice to traditional detail tests of transactions. However,
the use of analytical procedures typically enables the auditor to perform
substantive tests that provide sound audit evidence, assists the auditor in
better understanding a client’s business, and when performed properly, may
result in a more efficient and effective means of testing an account balance.
.03 This Practice Alert provides guidance to practitioners on:
•

Applying substantive analytical procedures through discussion of
certain key concepts and definitions related to forming expectations of
recorded balances,

•

Difficulties noted in the performance of analytical procedures, and

•

How analytical procedures can assist the auditor in evaluating the risk
of fraud.

AICPA Technical Practice Aids
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Substantive Analytical Procedures—Key Concepts
and Discussion
.04 Developing analytical procedures is a four-step process that consists
of: (1) the development of an expectation; (2) the identification of fluctuations;
(3) the investigation of material fluctuations and (4) the evaluation of the
likelihood of material misstatements being present in the financial statements.
.05 The following discussion focuses on definitions and concepts pertinent
to an auditor’s development of an expectation and how accurate that expecta
tion should be based on the risk characteristics of a particular engagement and
should be read in conjunction with SAS No. 56 and the AICPA Publication
Analytical Procedures—Auditing Practice Release (the “APR”).

Expectations
.06 Expectations are the auditor’s prediction of what a recorded account
balance or ratio should be. Auditors may be less likely to detect significant
unexpected differences in the financial statements of a client when an expec
tation has not been properly developed. In forming an expectation, the auditor
must determine that the relationship between the items used to develop the
expectation and the recorded amount is plausible because the items might
sometimes appear to be related when they are not, leading to erroneous
conclusions. Plausible relationships are best defined as relationships expected
to exist based on the auditor’s understanding of the client and the industry in
which the client operates.
.07 To gain this understanding the auditor might analyze forces external
to the client’s industry, the client’s position within the industry and the
processes the client has in place to achieve its objectives. The auditor might
also consider the results of prior years audits, the client’s budgeted and actual
amounts, discussions held with client personnel responsible for the prepara
tion of recorded account balances or ratios and financial and nonfinancial
results of comparable entities operating in the industry.

.08 An expectation is typically developed using one or more of the follow
ing types of internally prepared data: prior year data adjusted for expected
change; current period data; budgets or forecasts; and nonfinancial data from
within the entity. These types of data might be considered independent and
reliable if they are consistent with current business conditions and not subject
to influence or manipulation by persons involved in the accounting functions
related to the account balance being tested.
.09 Often, the account balance being tested can be estimated using data
external to the entity. Sources of external information might include: govern
ment agencies (e.g., changes in tax rates); industry regulators, trade associa
tions, industry surveys (e.g., bank interest rates); published financial
information for companies of a similar size and/or with similar characteristics
in the same industry; and securities exchanges.
.10 The auditor should consider the following factors which may limit or
preclude the use of external information: industry statistics may be biased by
the results of one or two major players within the industry; the client’s
activities may not match those that are covered by the information; industry
statistics may only reflect prior year history; and the quality of industry
statistics depends upon the degree of care taken by the industry participants
in completing periodic returns.
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.11 In assessing the relationship between data used and the account balance
being tested, the auditor should give consideration to the following factors: data
may exist for only a part of the account balance being tested (e.g., comparable
industry data is only available for certain of the products sold by the company); the
relationship is circular or deterministic (e.g., predicting sales balances from com
missions when commissions are calculated as a percentage of sales); the effects of
changes in relationships, seasonality and lags (e.g., the client may have discontin
ued a product line, sales are in peak seasons, or the item of audit interest may be
related to data of a prior period, such as the collectibility of receivables may be
based on sales that occurred in prior periods).
.12 The auditor should also bear in mind that relationships in income
statement account balances tend to be more predictable than relationships
involving only balance sheet accounts. Income statement account balances
generally represent accumulations of similar transactions processed over a
period of time and often have a predictable relationship with other data.
Balance sheet items are the residual balance from transactions at specific
points in time and are often more subject to management discretion.
.13 The level of disaggregation and reliability of the data used in forming
an expectation determines, in part, the precision with which the auditor can
estimate an account balance. The desired precision of the expectation can vary
according to the purpose of the analytical procedure. For example, an auditor
would typically want more precision in performing substantive-type analytical
procedures than in performing preliminary analytical procedures during plan
ning. Generally, the higher the level of disaggregation of the data, the more
precise the expectation will be. The reliability of the data is influenced by
whether the data is:

•

Audited

•

From independent sources outside the entity

•

From sources within the entity that are independent from those
responsible for the amount being tested

•

Subject to a reliable system of internal controls

Research has shown that incorrect expectations have been formed by the use
of unreliable data and have led to incorrect audit conclusions. The auditor
should exercise professional skepticism in considering the reliability of data
used in forming expectations.

.14 Precision—Precision is a measure of the closeness of the auditor’s
expectation to the actual amount (which may or may not be the recorded
amount). Factors that affect the level of precision of an expectation include the
basis upon which the expectation is developed (such as trend analysis, ratio
analysis, reasonableness testing or regression analysis), the level of disaggre
gation of the data, the reliability of the data and the nature of the account
balance being tested (e.g., income statement accounts might be less difficult to
develop expectations for than balance sheet accounts).

.15 Trend analysis—Trend analysis is the analysis of change(s) in an
account balance over time and is most appropriate when the account or
relationship is fairly stable. Conversely, trend analysis is less effective in
situations when the entity being audited has experienced significant operating
or accounting changes. Trend analysis typically produces the most effective
results and higher levels of assurance when performed on disaggregated data,
because at an aggregate level it tends to be relatively imprecise.
AICPA Technical Practice Aids

§16,100.15

50,854

Practice Alerts

.16 When using this type of analytical procedure, an auditor needs to gain
a sufficient understanding of the environment and its associated volatility as
it relates to the account being tested. Because trend analysis does not take into
account changes in the business environment in which an entity operates, it is
often suited for account balances where lower levels of assurance are necessary
to reduce detection risk to acceptable levels. Trend analysis is often most useful
to the auditor when used in conjunction with the planning and overall review
stages of the audit. Refer to the upcoming APS for case study examples on the
effective use of trend analysis.
.17 Ratio Analysis—Ratio analysis is the comparison of relationships
between financial statement accounts (between two periods or over time), the
comparison of an account to nonfinancial data, or the comparison of relation
ships between entities operating within an industry. Ratio analysis may be
considered most appropriate when the relationship between accounts is fairly
predictable and stable.

.18 Ratio analysis, like trend analysis, typically produces the most effec
tive results and higher levels of assurance when performed on disaggregated
data, because at an aggregate level it tends to be relatively imprecise. Refer to
the APR for case study examples on the effective use of ratio analysis.
.19 Reasonableness testing—Reasonableness testing is the analysis of
account balances or changes in account balances within an accounting period
which involves the development of an expectation based on financial and/or
nonfinancial data. Reasonableness tests rely on the auditor’s knowledge of the
entity and the environment in which it operates to develop expectations of an
account balance. As an example of a reasonableness test, an auditor might
consider using the number of employees hired and terminated, the timing of
pay changes, and the effect of vacation and sick days to develop a model that
could predict the change in payroll expense from the previous year to the
current balance. Refer to the upcoming APS for case study examples on the
effective use of reasonableness testing.
.20 Regression analysis—Regression analysis involves the use of statisti
cal models to quantify the auditor’s expectation(s) with measurable risk and
precision levels. Regression analysis bears a resemblance to reasonableness
testing in that it involves using the auditor’s knowledge of the factors that
affect the account balance in developing a model to predict it. Because regres
sion analysis often involves the use of internally prepared data, it is most
effective in assisting the auditor in detecting material misstatements in ac
count balances when the data is disaggregated and is from an accounting
system with good internal controls.
.21 For analytical procedures used as substantive tests, the precision of the
expectation developed is the primary determinant of how much assurance the
auditor may obtain from such tests. In other words, the more assurance an auditor
needs to obtain from analytical procedures on account balances where the risk of
misstatement is high, the more precise his or her expectation needs to be. Because
it involves the development of an expectation based on relatively sophisticated
models, regression analysis generally tends to give the auditor more precision than
any of the previously mentioned methods. Refer to the upcoming APS for case
study examples on the effective use of regression analysis.

Level of Assurance
.22 The level of assurance that must be obtained in any audit testing
is the amount of assurance the auditor needs to reduce detection risk to an
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acceptable level. The level of assurance an auditor actually receives from a
substantive analytical procedure is the degree to which the analytical proce
dure actually reduces audit risk. As such, an auditor plans the level of assur
ance he or she wishes to achieve in performing analytical procedures based on
risk assessment in the planning stages of the audit. As the level of assurance
needed from an analytical procedure increases, the auditor should design the
analytical procedure with a corresponding level of precision.
.23 Confirmation ofAccounts Receivable and the Use ofAnalytical Proce
dures—In certain circumstances, auditors have concluded that it may be more
effective to use analytical procedures as an alternative to confirmations when
testing accounts receivable. Auditing standards presume that confirmation
procedures are generally performed in conjunction with testing of accounts
receivable.

.24 The decision to utilize alternative procedures may be reached only
after the auditor has carefully concluded that one of the following three
conditions are present (SAS No. 67, The Confirmation Process, paragraphs 34
and 35): (1) accounts receivable are immaterial to the financial statements; (2)
the use of confirmations would be ineffective; or (3) the assessed level of
inherent and control risk is low, and the assessed level, in conjunction with the
evidence expected to be provided by analytical procedures or other substantive
tests of details, is sufficient to reduce audit risk to an acceptably low level. The
auditor’s conclusions should be documented in the working papers.

.25 In the event that confirmations are not used when testing accounts
receivable balances and the auditor decides to use analytical procedures as
substantive tests, the analytical procedures should be designed with a high
level of precision in order to gain a tolerable level of assurance.

Difficulties in Applying Substantive Analytical
Procedures and Ways to Avoid Them
.26 While analytical procedures can potentially improve audit efficiency
and effectiveness, they also require the use of significant audit judgment in
identifying and investigating unexpected fluctuations. Some of the difficulties
posed and ways to address them were discussed in an article that appeared in
the Nov. 1997 Journal of Accountancy entitled “When Judgment Counts”
(reprints may be obtained from the AICPA library at (888) 777-7077; available
for AICPA members only). These issues are generally discussed below.

.27 Using Unaudited Balances as a Starting Point—Auditors should be
careful not to use management’s unaudited balance as a starting point in
determining what a recorded balance should be without also looking to other
predicative factors. For example, assume an auditor forms an expectation of
what a recorded cost of sales balance should be based on a client’s unaudited
sales balance. In developing an expectation for what sales should be, the
auditor used a trend analysis. It is unlikely that either result in this example
has actually been audited in that the auditor has not developed an expectation
on an independent basis using sufficiently reliable data. SAS No. 56 includes
specific wording that instructs the auditor of his or her responsibility to
develop an independent expectation using reliable data.
.28 While auditors should be careful not to let unaudited account balances
unduly influence their development of expectations of an account balance they
AICPA Technical Practice Aids
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should also be aware that unaudited information, independent of the account
ing function, may provide reliable information to assist in developing an
expectation.

.29 Unusual Fluctuations Might Reflect a Pattern—SAS No. 56 indicates
that an auditor should evaluate significant differences between an expectation
that he or she has developed and the amount recorded in the financial state
ments. In addition, an auditor should take care to recognize a pattern of
fluctuations which may be necessary to correctly identify the cause of a
fluctuation. Tendencies to examine each account without regard to combina
tions of financial discrepancies may result in problematic situations being
overlooked.
.30 As an example, assume an auditor has developed an expectation
related to sales that is significantly lower than the actual recorded balance. In
addition, the results of positive confirmations in accounts receivable indicated
a number of discrepancies. These two problems, in combination, might indicate
to the auditor that the sales balance and related receivables balance are
misstated. Should the auditor consider the discrepancies noted in each balance
in isolation, there might be a tendency to “explain” each discrepancy away
without seeing a potentially serious issue.
.31 Placing Reliance on Management’s Explanations—Auditors should
use discretion in using management as a first resource in explaining unex
pected fluctuations as a client’s explanation might limit the auditor’s consid
eration of other likely causes. An explanation that is offered by management
in situations where the auditor cannot readily explain the variance between
his or her expectation and the recorded amount should be carefully evaluated
as to both its reasonableness in explaining the variance noted and its effect(s)
on other accounts.
.32 Information which may provide plausible explanations for fluctua
tions that should be considered by the auditor might include: an understanding
of matters noted while performing audit work in other areas, particularly while
performing audit work on the data used to develop an expectation; inquiries of
client personnel unrelated to the preparation of the financial statements,
analytical procedures performed in the planning stage of the audit; manage
ment and board reports containing explanations of variances between budg
eted and actual results; and review of minutes of meetings.

.33 Developing Expectations at the Appropriate Level ofDisaggregation—
In addition to the issues identified in the Journal of Accountancy article,
auditors should be careful while performing substantive analytical procedures
to use data at an appropriate level of disaggregation. Use of data that is
disaggregated at the appropriate level is important in allowing the auditor to
assess the risk of material misstatement in the financial statements.

.34 For example, an auditor would have more information on which to
base a conclusion on sales balances if that amount were considered on a
monthly or quarterly basis than on an annualized basis. Generally, the more
complex and non-routinely processed the amount to be tested is, the more
difficult it is to develop an expectation that is sufficiently precise to provide
adequate assurance that material misstatement does not exist.
.35 By not analyzing data at the appropriate level of disaggregation, an
auditor may not be as likely to detect unusual fluctuations caused by signifi
cant non-routine journal entries in the final quarter of a client’s fiscal year.
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Unusual non-routine journal entries, if recorded consistently by the client over
a period of years, would not necessarily be detected by the auditor when
analyzing data on an aggregate level. Such fourth quarter adjustments might
alert the auditor to an audit area requiring additional testing or even be
indicative of the possibility of fraud.

Analytical Procedures and Fraud Detection
.36 The results of analytical procedures do not provide the auditor with
the necessary evidence to determine if fraud has resulted in a material mis
statement to the financial statements. However, analytical procedures, per
formed during the planning, substantive testing and overall review stages of
the audit, do provide the auditor with a tool in determining if account balances
might have an increased chance of having been subjected to fraud. Accordingly,
analytical procedures can assist the auditor in fulfilling his or her responsibili
ties under paragraph 12 of SAS No. 82, Fraud in a Financial Statement Audit,
which states, in part, that “The auditor should specifically assess the risk of
material misstatement of the financial statements due to fraud and should
consider that assessment in designing the audit procedures to be performed.”

.37 SAS No. 82 requires that an auditor should specifically assess the risk
of material misstatement of the financial statements due to fraud and consider
that assessment in designing his or her audit procedures. Analytical proce
dures have the potential to detect the possible existence of fraud during the
planning stage by directing the auditor’s attention to unexpected fluctuations
or relationships. By performing such procedures at the appropriate level of
disaggregation, the auditor has the potential to detect where such fraud might
be present.
.38 Even in situations where the auditor expects the client to adjust its
trial balance after the completion of preliminary analytical procedures, he or
she should consider whether some accounts, such as debt, might be less likely
to be adjusted than others, such as expense accounts. In these situations, the
auditor would still be able to analyze certain accounts in the planning stages
and assess the likelihood that a material misstatement might exist.

.39 SAS No. 82 indicates that if certain risk factors are present that would
indicate the likelihood of fraud, the auditor might respond by performing
substantive analytical procedures at a more detailed level.

[The next page is 50,871.]
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Practice Alert 98-2
Professional Skepticism and Related Topics
(Updated through August 15, 1999)

NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits and is based on
existing audit literature, the professional experience of the members of the
Professional Issues Task Force (PITF) and information provided by SECPS
member firms to their own professional staff. This information represents the
views of the members of the PITF and is not an official position of the AICPA.
Official positions are determined through certain specific committee procedures,
due process and deliberation. The information provided herein if used by
practitioners should be used with the understanding that it is read in conjunction
with the professional literature and only as a means of assisting them in meeting
their professional responsibilities.

Introduction
.01 Generally accepted auditing standards requires the auditor to exer
cise due professional care in the planning and performance of the audit and in
the preparation of the auditor’s report. Due professional care requires the
auditor to exercise professional skepticism, which can be best defined as an
attitude that includes a questioning mind and working practices that encom
pass a critical assessment of audit evidence. Since evidence is gathered and
evaluated throughout the audit, professional skepticism should be exercised
throughout the entire audit process. In gathering and evaluating evidence,
including obtaining management representations, the auditor should neither
assume that management is dishonest nor assume unquestioned honesty.
Exercising professional skepticism means that the auditor should not be
satisfied with less than persuasive evidence. Although representations ob
tained from management are part of the evidential matter the independent
auditor obtains, they are rarely by themselves sufficient evidence to afford a
reasonable basis for an opinion regarding the financial statements taken as a
whole.

. 02 There have been a number of instances in the past when misstated
audited financial statements have been issued when the auditor may not have
exercised adequate professional skepticism during the audit. While it is not
possible to list all sensitive areas where this might occur, experience suggests
that the following areas should be among those subject to particular scrutiny:
•

Management responses to questions resulting from analytical reviews.

•

Representations regarding recoverability of assets or deferred charges.
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•

Accruals (or lack thereof), particularly for unusual events or transactions.

•

Substance of large and unusual (particularly period-end) transactions.

•

Vague contract terms or conditions.

•

Non-standard journal entries and copies of original documents (see
further discussion below).

. 03 Regular reminders to members of the firm and professional staff of
the need to exercise appropriate professional skepticism would be useful in
avoiding potential problems. This Practice Alert provides guidance to practi
tioners in two areas which may warrant a relatively high level of professional
skepticism and attention to audit evidence: (1) the review of non-standard
journal entries, and (2) the review of original and final versions of source
documents rather than photocopies or draft versions in these two areas. This
Practice Alert also provides a comprehensive list of previously issued Practice
Alerts.

The Auditor's Review of Non-Standard Journal Entries
. 04 Statement on Auditing Standards (SAS) No. 55, Consideration of
Internal Control in a Financial Statement Audit, as amended by SAS No. 78,
Consideration of Internal Control in a Financial Statement Audit: An Amend
ment to Statement on Auditing Standards No. 55 requires the auditor to obtain
a sufficient understanding of the information system relevant to financial
reporting to understand:
•

The classes of transactions in the entity’s operations that are signifi
cant to the financial statements.

•

How those transactions are initiated (e.g., manual or computerized).

•

The accounting records, supporting information, and specific accounts
in the financial statements involved in the processing and reporting
of transactions.

•

The accounting processing involved from the initiation of a transaction
to its inclusion in the financial statements, including electronic means
used to transmit, process, maintain and access information.

•

The financial reporting process used to prepare the entity’s financial
statements, including significant accounting estimates and disclosures.

SAS No. 78 also notes that such knowledge should be used to identify types of
potential misstatements, consider factors that affect the risk of material mis
statement, and design substantive tests.
. 05 In today’s complex computerized environments, reviewing the general
ledger for non-standard journal entries has changed significantly from years
ago when the general ledger could be manually scanned for evidence of non
standard journal entries. Standard journal entries include those journal en
tries processed in the normal course of business, such as sales, inventory
purchases and cash disbursements. Non-standard journal entries are ones that
are made outside the normal course of business, such as the provision for loan
losses, provision for inventory obsolescence and cut-off or period-end adjust
ments. Non-standard journal entries may pose increased risk to the auditor in
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that they might conceal attempts by management to manipulate earnings and
can be recorded in practically any account.

. 06 Auditors may find that certain accounts might contain transactions
processed in the normal course of business and some that are not. As an
example, consider accounts payable, which may contain routine postings from
the accounts payable subsidiary ledger to the general ledger, but may also
contain entries to reconcile the two ledgers. The accounts payable account
balance may also include debits to the account with an offset entry intended to
inflate earnings. Since accounts payable is often subject to a high volume of
activity, such reconciling entries or miscellaneous debits, or non-standard
journal entries, may be difficult for the auditor to detect.

. 07 In order to determine which transactions are not subject to processing
in the normal course of business, the auditor should consider whether the client
has an established routine, or set of procedures, for processing a class of
transactions on a recurring basis. Often, there will be an established routine
whose recording is frequently recurring and is important to the day-to-day
operation and management of the business. Routine processing does not nec
essarily or exclusively involve computer systems. Most processing involves a
combination of manual and automated steps and procedures.
. 08 Transactions processed in the normal course of business generally
have less risk of misstatement than other transactions. In order to identify
transactions processed outside the normal course of business, particularly in
computerized environments, the auditor may need to use computer-assisted
audit techniques, such as report writers, software or data-extraction tools, or
other systems-based techniques. The functionality of the software and proper
processing with the client data files is essential to produce credible evidence.
Electronic evidence often requires extraction of the desired data by a knowl
edgeable auditor or a specialist. SAS No. 31, Evidential Matter, as amended by
SAS No. 80, Amendment to Statement on Auditing Standards No. 31, Eviden
tial Matter, provides guidance for auditors who have been engaged to audit the
financial statements of an entity that transmits, processes, maintains or
accesses significant information electronically. In addition, the AICPA pub
lished an Auditing Procedures Study, The Information Technology Age: Evi
dential Matter in the Electronic Environment, to provide auditors with
non-authoritative guidance on applying SAS No. 80. Account balances which
might be subject to misstatement may be identified by the auditor in assessing
whether each significant account balance:

•

Contains journal entries processed outside the normal course of business.

•

Contains transactions that are complex or unusual in nature.

•

Contains estimates and period-end adjustments.

•

Contains journal entries indicative of potential problems with the
accounting systems.

•

Has been prone to client error in the past.

•

Has not been reconciled on a timely basis or contains old reconciling
items.

•

Represents a particular risk specific to the client’s industry.

•

Represents account balances affecting the client’s value and liquidity
(e.g., account balances that are used in determining loan covenant
ratios).
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The Auditor's Review of Original and Final
Source Documents
.09 During the course of an audit of financial statements, auditors are
frequently provided with photocopies or draft versions of documents, rather
than original and final source documents. Of course, photocopies can be made
of virtually every type of audit evidence, including bank statements, invoices,
legal agreements, etc., and by accepting photocopies or draft versions as audit
evidence, the auditor risks that the photocopy may not conform to the original
and final source document. Also, with the advances in modern technology,
scanners can also be used to alter documents. As an example, consider that
bank statements can be altered and photocopies to reflect higher cash bal
ances, invoices can be falsified to reflect sales which did not take place and
legal agreements can be amended so that the photocopy does not reflect the
actual agreement in place.
.10 SAS No. 82, Consideration of Fraud in a Financial Statement Audit,
states that the unavailability of other than photocopied documents when
documents in original form are expected to exist may pose a risk of material
misstatement due to fraud. When presented with photocopied documents, the
auditor should exercise professional skepticism and consider the need to obtain the
original source documents to ensure conformity to the photocopied documents.
.11 Also, when reviewing a document other than an original, there may
be situations when an auditor receives a facsimile confirmation response
rather than a written communication mailed directly to the auditor. A facsim
ile response may create some risk because it may be difficult to ascertain the
source of the response. While the facsimile response may include the name and
facsimile number of the entity sending the document, the auditor should assess
the risk that the sender might have falsified that information. SAS No. 67, The
Confirmation Process, states that to restrict the risk associated with facsimile
responses and treat the confirmations as valid audit evidence, the auditor
should consider taking certain precautions, such as verifying the source and
contents of a facsimile response in a telephone call to the purported sender. In
addition, the auditor should consider requesting the purported sender to mail
the original confirmation directly to the auditor.

[The next page is 50,881.]
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Practice Alert 98-3
Revenue Recognition Issues
November, 1998
NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits and is based on
existing audit literature, the professional experience of the members of the
Professional Issues Task Force (PITF) and information provided by SECPS
member firms to their own professional staff. This information represents the
views of the members of the PITF and is not an official position of the AICPA.
Official positions are determined through certain specific committee procedures,
due process and deliberation. The information provided herein if used by
practitioners should be used with the understanding that it is read in conjunction
with the professional literature and only as a means of assisting them in meeting
their professional responsibilities.

Introduction
.01 A substantial portion of litigation against accounting firms reported
to the AICPA SEC Practice Section Quality Control Inquiry Committee and a
number of SEC Accounting and Auditing Enforcement Releases continue to
involve revenue recognition issues. Many of these issues result from what
appears to be improper accounting treatment of sales recorded in the ordinary
course of a client’s business. Such improper accounting treatment ranges from
stretching the accounting rules to falsifying sales in an effort to manage
earnings. Therefore, auditors need to pay attention to warning signals that
may indicate increased audit risk with respect to revenue recognition and
respond with appropriate professional skepticism and additional audit
procedures.

. 02 This Practice Alert is intended to remind auditors of certain factors
or conditions that can be indicative of increased audit risk of improper,
aggressive or unusual revenue recognition practices, and the Practice Alert
suggests ways in which auditors may reduce the risk of failing to detect such
practices. This Practice Alert also refers to professional guidance which
address the accounting considerations for revenue recognition, and it reminds
auditors of their responsibilities to communicate with the board of directors
and audit committees.

Improper, Aggressive or Unusual Revenue
Recognition Practices
. 03 Auditors need to consider the possibility that client personnel at
various levels may participate in schemes that result in the overstatement of
revenue. In some cases, customers and suppliers may be involved in such
schemes as well. Client officials may be aware they are overstating revenue or
AICPA Technical Practice Aids

§16,120.03

50,882

Practice Alerts

may simply believe they are reflecting economic substance from their perspec
tive. Revenue recognition principles are sometimes difficult to apply and often
vary by industry. A high level of care is always required in this area, but if the
auditor becomes aware of certain factors or conditions, as outlined below,
special consideration may be required:

Control environment:

•

Aggressive accounting policies or practices (“pushing the edge” on
accounting policies and/or procedures).

•

Pressure from senior management to increase revenues and earnings.

•

Lack of involvement by the accounting/finance department in sales
transactions or in the monitoring of arrangements with distributors.

Issues requiring special consideration:

•

A change in the company’s revenue recognition policy.

•

Sales terms do not comply with the company’s normal policies.

•

Existence of longer than expected payment terms or installment
receivables.

•

Significant sales or volume of sales that are recorded at or near the
end of the reporting period.

•

Unusual volume of sales to distributors/resellers (i.e., “channel stuffing”).

•

Sales are billed to customers prior to the delivery of goods and held by
the seller (“bill and hold” or “ship-in-place” sales).

•

The use of non-standard contracts or contract clauses.

•

The use of letters of authorization in lieu of signed contracts or
agreements.

•

Transactions with related parties.

•

Barter transactions.

•

The existence of “side-agreements.”

Potential accounting errors:
•

Sales in which evidence indicates the customer’s obligation to pay for
the merchandise depends on:
— receipt of financing from another (third) party;
— resale to another (third) party (i.e., sale to distributor, consign
ment sale); or
— fulfillment by the seller of material unsatisfied conditions.

•

Sales of merchandise that are shipped in advance of the scheduled
shipment date without evidence of the customer’s agreement or consent.

•

Pre-invoicing of goods that are in the process of being assembled or
invoicing prior to, or in the absence of, actual shipments.

•

Shipments are made after the end of the period (i.e., books kept open
to record revenue for products shipped after the period end).

•

Sales are not based on actual (firm) orders to buy.

•

Shipments are made on canceled or duplicate orders.
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•

Shipments are made to a warehouse or other intermediary location
without the instruction of the customer.

•

Shipments that are sent to and held by freight forwarders pending
return to the company for required customer modifications.

•

Altered dates on contracts or shipping documents.

Planning Considerations
. 04 To reduce the risk of improper revenue recognition, the audit needs to
be planned and executed with an appropriate degree of professional skepti
cism. In planing the audit, the auditor should obtain a sufficient understanding
of the client’s industry and business, its products, its marketing and sales
policies and strategies, its internal control structure, and its accounting poli
cies and procedures related to revenue recognition.
. 05 This understanding should include the procedures for receiving and
accepting orders, shipping goods, relieving inventory, and billing and recording
sales transactions. A sufficient understanding of a client’s policies with respect
to acceptable terms of sale and an evaluation of when revenue recognition is
appropriate given those terms is essential. It is also essential that the auditor
have an understanding of the computer applications and key documents (e.g.,
purchase orders, shipping reports, bills of lading, invoices, credit memos, etc.)
used during the processing of revenue transactions.
. 06 An understanding of the revenue cycle is particularly important when
the company has new product or service introductions or begins new sales
arrangements. New products may not work as envisioned nor receive customer
acceptance as expected. Sales terms might differ from the company’s custom
ary terms and both the client’s employees and the auditor may need to obtain
an understanding of new procedures.
. 07 An understanding of the revenue cycle is also important when review
ing sales to distributors. In considering the appropriateness of revenue recog
nition on such sales, auditors should consider inquiring as to whether the client
has offered to assist the distributor in placing the product with end users. The
auditor also should consider inquiring as to whether concessions have been
made with the distributor in the form of return product rights or other
arrangements. In considering the appropriateness of recognizing revenue on
sales to distributors, the auditor should bear in mind that a sale is not final
until the customer accepts the product and the risks and rewards of ownership
have been transferred to the buyer.
. 08 The auditor’s knowledge base of the revenue recognition cycle pro
vides a perspective or mindset for determining the nature, timing, and extent
of audit procedures to be applied. For example, a company operating in a
declining industry or one characterized by frequent business failures ordinar
ily will present different audit considerations and may require different or
more extensive audit procedures than a company operating in a healthy
industry. Similarly, the risk of management misrepresentation may be greater
when management’s compensation is based to a significant degree on reported
earnings or when management places undue emphasis on meeting analysts’
earnings projections. Even when additional revenues do not contribute much
to earnings (e.g., immature companies operating at a loss), recognize that
many of these companies are valued based on increased revenues. Risk also
AICPA Technical Practice Aids
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may be heightened when there are frequent disputes or disagreements with
management concerning the aggressive application of accounting principles.
Statement on Auditing Standards (SAS) No. 82, Consideration of Fraud in a
Financial Statement Audit, provides factors to consider when assessing the
risk of material misstatements or management misrepresentations.

.09 A proper understanding of a client’s business, its accounting policies
and procedures, and the nature of its transactions with customers is also useful
in assessing the extent of experience or supervision required of the personnel
assigned to audit revenue transactions. Certain unusual or complex sales
contracts may signal the need for more experienced engagement personnel.

.10 The performance of well-planned analytical procedures during the
audit planning process and in executing the audit itself (such as, a comparison
of sales and customer receivable cash collections to corresponding periods of
the prior year and to budgeted amounts; a review of monthly and/or quarterly
sales volume analyses; a review of sales credits and returns subsequent to
year-end; and comparisons of agings of accounts receivable portfolios in the
current and prior periods) may assist the auditor in identifying situations that
warrant additional consideration. A company constantly increasing sales that
“always meets or exceeds” budgeted sales targets and that result in the
“build-up” of accounts receivable may warrant extra attention. When a sub
stantial portion of the company’s sales occur at the end of the accounting
period, extra caution in auditing revenue transactions is appropriate. Also,
individually significant revenue transactions, which could be designed to ease
short-term profit concerns, may merit specific attention. Caution should also
be exercised when “bill and hold” sales exist. Auditors need to examine such
transactions and obtain an understanding of the transaction’s business pur
pose to evaluate whether revenue recognition is appropriate.

Confirmations and Management Representations
.11 Unusual or complex revenue transactions may increase audit risk.
Consequently, the auditor should consider the need to perform additional audit
procedures to assess the propriety of revenue recognition of such transactions.
Discussion with representatives of the client’s sales, marketing, customer
service and returns departments may often be appropriate. Other examples of
additional audit procedures to consider may include confirmation of sales
terms, review of sales contracts, or the use of a specialist to interpret contrac
tual agreements.
.12 Standard confirmation requests (which typically confirm only the
outstanding balance) may not always provide sufficient audit evidence to
determine whether revenue transactions have been recorded appropriately. A
recent SEC Accounting and Auditing Enforcement Release (No. 1044) stated
that “generally accepted auditing standards advises that material year-end
transactions be tested by confirming information about the transactions under
lying the accounts receivable balance.” Confirmations can be designed to help
the auditor solicit information from customers about payment terms, right-ofreturn privileges, continuing obligations on the part of the client, or other
significant risks retained by the client. In determining the information to
confirm, an understanding of the client’s arrangements and transactions with
customers is essential. If the auditor is aware of unusual arrangements or
transactions (e.g., “bill and hold” or significant or unusual software licenses),
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confirmations can be used to corroborate the terms of the agreements and
inquire about the existence of any oral modifications or undocumented “side
agreements” (e.g., unusual payment terms, liberal rights of return). When the
arrangements are complex or unusual, auditors are well advised to consider
the business purpose of the transactions from the perspectives of both the
seller and the buyer, and evaluate responses to inquiries with appropriate
professional skepticism. Also, because of the increased risk presented by
individually significant revenue transactions, the auditor should consider
confirming the terms of those individual sales.
. 13 SAS No. 85, Management Representations, requires the auditor to
obtain written representations from management relating to the following:
financial statements; completeness of information; recognition, measurement
and disclosure; and subsequent events. Although representations from man
agement are not a substitute for application of audit procedures designed to
afford a reasonable basis for an opinion on the financial statements, the auditor
may consider it useful to obtain written representations concerning specific
revenue recognition issues, such as the terms and conditions of unusual or
complex sales agreements.

.14 Such representations may include confirmation that there are no
contingencies that affect the obligation of customers to pay for merchandise
purchased, and may also include confirmation regarding the existence of side
agreements. This is particularly important when it is common industry prac
tice to provide customers with certain rights of return or other privileges (e.g.,
in high-technology enterprises). In addition to obtaining representations from
management, auditors should consider making inquiries of others familiar
with the transactions (e.g., sales personnel), aside from the accounting and
finance personnel, and consider whether there is a need to also obtain written
representations from those individuals.

Accounting Considerations
. 15 Revenue is defined in FASB Concept Statement No. 5, Recognition
and Measurement in Financial Statements of Business Enterprises, paragraph
83, as follows:
Revenues and gains of an enterprise during a period are generally measured
by the exchange values of the assets (goods or services) or liabilities involved,
and recognition involves consideration of two factors, (a) being realized or
realizable and (b) being earned, sometimes one and sometimes the other being
the more important consideration.

. 16 Additional guidance with respect to revenue recognition is found in
the following pronouncements:
•

Accounting Research Bulletin No. 45, Long-Term Construction-Type
Contracts',

•

Statement of Financial Accounting Standards No. 48, Revenue Recog
nition When Right of Return Exists',

•

AICPA Statement of Position (SOP) 81-1, Accounting for Performance
of Construction-Type and Certain Production-Type Contracts [section
10,330];

•

AICPA SOP 97-2, Software Revenue Recognition [section 10,700];
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•

SEC Accounting and Auditing Enforcement Release No. 108 (states
that recognition of revenue on “bill and hold” transactions, prior to
shipment or exchange with the customer, is a departure from the
“general rule of revenue recognition,” and is appropriate only if certain
conditions described in Release No. 108 are met); and

•

Various other Emerging Issues Task Force abstracts which provide
guidance on specific revenue recognition issues.

Communications with Board of Directors/
Audit Committees
. 17 Shareholders rely on the board of directors and its audit committee to
monitor company performance and make decisions that serve the best inter
ests of the company and its shareholders. SAS No. 61, Communication with
Audit Committees, requires the auditor to ensure that the audit committee
(defined as those parties who have oversight of the financial reporting process)
receives additional information regarding the scope and results of the audit
that may assist the audit committee in overseeing the financial reporting and
disclosure process for which management is responsible. SAS No. 61 states
that certain matters are required to be communicated, as follows: significant
accounting policies, management judgments and accounting estimates, signifi
cant audit adjustments, other information in documents containing audited
financial statements, disagreements with management, consultation with
other accountants, major issues discussed with management prior to retention
and difficulties encountered in performing the audit.

. 18 The communication by the auditor to the board of directors/audit
committee should include a discussion related to revenue recognition practices
of the company, including matters such as a change in the company’s revenue
recognition policy, a lack of involvement by the accounting/finance department
in sales transactions or in the monitoring of arrangements with distributors,
significant sales or volume of sales that are recorded at or near the end of the
reporting period, sales terms that do not comply with the company’s normal
policies, etc. The SEC Practice Section has developed best practices guidance
on communications with board of directors/audit committees, which includes
recommendations regarding the following:
•

The establishment of firm policies and procedures for communications
with board of directors/audit committees.

•

The establishment of a relationship with board of directors/audit
committees which fosters candid and open discussions.

•

The nature of communication by the auditor regarding the qualitative
assessment of the company’s accounting principles and the clarity of
the company’s financial statement disclosures.

•

The timing of when such communications should occur.

The SEC Practice Section best practices guidance can be obtained from the
AICPA Web site www.aicpa.org/members/div/secps/lit/best/index.htm.

Conclusion
. 19 No audit can be designed to provide absolute assurance that all reve
nue recorded by the client is appropriate or that fraudulent financial reporting
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is discovered. However, an awareness of conditions that increase audit risk,
along with an appropriate skeptical response to issues identified during the
planing process and during the performance of significant field work, can help
auditors increase the likelihood that either inadvertent or intentional material
misstatements of revenue will be detected.

[The next page is 50,891.]
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Section 16,130
Practice Alert 99-1
Guidance for Independence Discussions With
Audit Committees
May, 1999

NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits and is based on
existing audit literature, the professional experience of the members of the AICPA
SEC Practice Section Professional Issues Task Force (PITF) and information
provided by AICPA SEC Practice Section member firms to their own professional
staff. The information in this Practice Alert represents the views of the members of
the PITF and is not an official position of the AICPA. Official positions are
determined through certain specific committee procedures, due process and
deliberation. The information provided herein should be used by practitioners with
the understanding that it be read in conjunction with the professional literature and
only as a means of assisting them in meeting their professional responsibilities.

.01 In January 1999, the Independence Standards Board (ISB) adopted
Independence Standard No. 1, Independence Discussions with Audit Commit
tees (the “Standard”). The Standard states that it applies to any auditor
intending to be considered an independent accountant within the meaning of
the Securities Acts administered by the Securities and Exchange Commission
(SEC). This should be considered to include an auditor with respect to any
entity for which his or her engagement is required to comply with SEC
Regulation S-X1 The Standard requires annual written and oral communica
tions between the auditor and the audit committee (or the board of directors if
there is no audit committee) of a public company client regarding relationships
that, in the auditor’s professional judgment, may reasonably be thought to bear
on independence, as well as written confirmation that the auditor is inde
pendent of the company within the meaning of the Securities Acts. Such
communications are required with respect to audits of entities with fiscal years
ending after July 15, 1999, with earlier application encouraged.
.02 The Standard can be obtained from the ISB website at www.
cpaindependence.org. The ISB has expressed its belief that the Standard will
improve corporate governance by affording to audit committees a mandated oppor
tunity to deepen their understanding of auditor independence issues. The ISB
believes the Standard will assist directors in satisfying themselves that the
1 The Standard applies to auditors of domestic and foreign registrants. The Standard would also
apply where a regulatory agency (such as the Office of the Comptroller of the Currency (OCC)
undertakes to have auditors of entities under its jurisdiction comply with SEC Independence Rules.
It is noted that an auditor might contractually obligate himself or herself to follow Regulation S-X. An
example might be a private company intending to have a public offering in the future and the desire
of management to have the auditor meet all SEC requirements.
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company has engaged “independent” accountants as required by the Securities
Acts. The ISB also believes that a mandate that audit firms describe and discuss
the judgmental matters that might impact on independence will bring more
focus within the firms on this important issue.

.03 Additionally, The Report and Recommendations of the Blue Ribbon
Committee on Improving the Effectiveness of Corporate Audit Committees (the
“Blue Ribbon Committee Report”), issued in February 1999, included a recom
mendation that the listing rules for both the New York Stock Exchange and the
National Association of Securities Dealers require audit committee charters to
specify that the audit committee is responsible for ensuring receipt of the
communication required by the Standard.
.04 This recommendation also indicated the charter should specify that
the audit committee is responsible for actively engaging in a dialogue with the
auditors relating to the disclosure of any relationships or services that may
impact the objectivity and independence of the auditor and should take appro
priate action, if necessary, to ensure the continued independence of the auditor.
To address implementation issues relative to the Standard, the Professional Issues
Task Force of the AICPA SEC Practice Section (PITF) has been asked to develop
initial guidance for CPA firms. The guidance in this PITF Alert is designed to
assist firms in evaluating and enhancing their policies and procedures for identi
fying and communicating with audit committees those judgmental matters that
may reasonably be thought to bear on the auditor’s independence.
.05 These communications in turn should serve to assist audit committees/boards of directors in fulfilling certain of their responsibilities relative to
corporate governance. These communications also will assist auditors in fulfill
ing their responsibilities to serve the interests of the public and strengthen the
public’s confidence in audited financial information reported by registrants.
The following discussion is in the context of communications between the
auditor and the audit committee/board of directors. This should not be con
strued as precluding the auditor from having similar communications with
senior management. Indeed, the PITF encourages such communications.

Firm Policies and Procedures
.06 Firms should establish policies and procedures relating to independence
communications with audit committees. These policies and procedures should be
distributed to all professional staff to enhance their awareness of independence
issues and reaffirm professional standards. The following information may be a
useful framework for developing these policies and procedures.

Determination of Matters to Be Communicated
.07 The Standard requires auditors to communicate, in writing, at least
annually all relationships between the auditor and the company that, in the
auditor’s professional judgment, may reasonably be thought to bear on inde
pendence. In determining which relationships to discuss, the auditor should
not conclude that a relationship need not be disclosed solely because he or she
has concluded that independence is not impaired. The auditor should consider
whether the audit committee, which, as stated in the Blue Ribbon Committee
Report, may be viewed as a “guardian of investor interests and corporate
accountability,” would consider the disclosure and discussion of the rela
tionship beneficial to further its understanding of auditor independence in the
company’s specific circumstances. While the decision regarding the matters to
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be communicated will vary in each circumstance, and that decision is ulti
mately the auditor’s, consideration should be given to communicating and
discussing with the audit committee all non-audit services that the auditor has
agreed to perform for the client.

.08 Exhibit A provides examples of certain relationships that, depending
on the specific facts and circumstances, may commonly be thought to bear on
the auditor’s independence. Exhibit A also includes relevant safeguards to
ensure the auditor’s continued independence.

AICPA Technical Practice Aids

§16,130.08

50,894

Practice Alerts

Exhibit A
Consideration of Relationships and Other Matters
That May Bear on Independence
This Exhibit provides examples of relationships that, depending on the
specific facts and circumstances, may reasonably be thought to bear on
independence, along with typical safeguards that, if in place, may mitigate
threats to the auditor’s independence. The information that follows may be
used as a guide in determining the types of relationships that may be
disclosed by the auditor. These examples should not be considered allinclusive, nor should it be construed that the example relationships would
be required to be disclosed by all auditors in all cases.

Employment:2

Disclosure of Relationship: The former audit engagement partner joined the
audit client as Vice President and Chief Financial Officer.
Safeguards: The accounting firm conducted a review of all services for this
client that were performed by the former partner for an appropriate period
preceding the employment offer and did not note any matters which would
cause the firm to believe the former partner and the firm were not
independent of the company. The accounting firm performed a review of the
appropriateness of the assignments of the succeeding engagement partner
and concurring review partner and considered the need for involvement of
other partners with appropriate experience and stature to ensure an
appropriate level of professional skepticism is maintained.
In addition, the accounting firm and the former partner have severed all
relationships, including settlement of the former partner’s capital account
and settlement of retirement benefits to the extent required by the SEC’s
independence rules.

Disclosure of Relationship: The former audit engagement manager joined
the audit client as Controller.

Safeguards: The accounting firm conducted a review of all services for this
client that were performed by the former manager for an appropriate period
preceding the employment offer and did not note any matters which would
cause the firm to believe the former manager and the firm were not
independent of the company. The accounting firm performed a review of the
appropriateness of the assignment of the remaining engagement team to
ensure that an appropriate level of professional skepticism is maintained.
Disclosure of Relationship: The office managing partner in the local office
of the accounting firm accepted a position with the audit client as Chief
Operating Officer. Such partner provided no professional services to the
company prior to his/her employment.

Safeguards: The accounting firm performed a review of the appropriateness
of the assignments of engagement partner and concurring review partner
and considered the need for involvement of other partners with appropriate
experience and stature to ensure an appropriate level of professional

(continued)

2 On March 12, 1999, the ISB issued a Discussion Memorandum, Employment with Audit
Clients, to seek comments on a variety of independence issues when audit firm personnel accept
employment with audit clients. Practitioners should be alert for developments in this area.
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Exhibit A—continued
skepticism is maintained. In addition, the accounting firm and the former
partner have severed all relationships, including settlement of the former
partner’s capital account and settlement of retirement benefits to the extent
required by the SEC’s independence rules.
Family Relationships:

Disclosure of Relationship: The audit client’s Controller is the wife of a
manager in the accounting firm’s [city] office.

Safeguards: The accounting firm’s manager will be restricted from
performing any work for the audit client and his office will not participate
in a significant portion of the audit engagement. All of the work on the
engagement for the audit client will be performed by the accounting firm’s
office in [other city].
Disclosure of Relationship: One of the accounting firm’s partners has a
brother who is a director of the audit client.

Safeguards: Neither the partner nor the office to which he is assigned has
any involvement in the accounting firm’s engagement for the audit client.
Further, the partner and his office are adequately geographically separated
from both the residence of his brother and the office of the accounting firm
performing the work on the engagement.
Non-audit Services:
Disclosure of Relationship: The accounting firm has been engaged to
perform the following non-audit services:
• Extended audit services by outsourcing the internal audit function.
Annual fees for this engagement are approximately [amount of fees].

• Assistance in the implementation of an accounting system [describe the
system implemented]. Fees for this engagement were approximately
[amount of fees].
Safeguards: In each case, management of the audit client has sufficient
expertise to take responsibility for all management decisions that will be
made and the accounting firm will not assume the role of an employee or of
management of the audit client.
Other Separate Business Arrangements Involving Mutual Clients:

Disclosure of Relationship: The accounting firm and the audit client entered
into separate business arrangements to provide advisory and consulting
services which dealt with [describe nature of accounting firm’s services] to
a mutual third party. Fees for such services totaled approximately [amount
of accounting firm’s fees].
Safeguards: We believe this engagement does not constitute doing business
with the client. In proposing for the services, the role of the accounting firm
and the audit client were clearly defined through the use of separate
proposals indicating the services for which each party was responsible. The
third party has contracted separately with the accounting firm and the audit
client such that neither party is dependent on the other party’s performance
and each party’s liability and contractual obligations are separate.

AICPA Technical Practice Aids

§16,130.08

50,896

Practice Alerts

Engaging the Audit Committee
.09 While the auditor must make the decision as to what is reported to
the audit committee, engaging the audit committee chair in discussions re
garding his or her views on relationships that may reasonably be thought to
bear on independence may be a worthwhile approach to begin the process. If
this approach is used, the audit committee chair should be asked by the auditor
to express his or her views and concerns regarding the types of relationships
that may reasonably be thought to bear on independence and, accordingly,
would be expected to be disclosed. It is reasonable to assume that expectations
may vary from company to company and the level of sensitivity as to inde
pendence issues may vary as well. These discussions should foster an open
channel of communication between the parties relative to independence and
other matters and should assist the auditor in understanding the audit com
mittee’s expectations regarding the types of relationships to be discussed.

.10 While the PITF believes these discussions are worthwhile and should
facilitate a meaningful discussion with the audit committee, in the final
analysis, it is the auditor’s judgment that must prevail with respect to the
matters that get reported and discussed with the audit committee. Exhibit B
provides the form of a sample letter to the audit committee chair that could be
used to initiate these discussions.
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Exhibit B
Sample Letter to Audit Committee Chair
July 15, 19x9
Mr. [or Ms.] Smith
Audit Committee Chair
Blank Company
Main Street
City, State Zip Code

Dear Mr. [or Ms.] Smith:

In January 1999, the Independence Standards Board adopted Independence
Standard No. 1, Independence Discussions with Audit Committees (the
“Standard”). The Standard requires annual written and oral communica
tions between our Firm and the Audit Committee of Blank Company
regarding relationships that in our professional judgment may reasonably
be thought to bear on our independence. Additionally, The Report and
Recommendations of the Blue Ribbon Committee on Improving the Effec
tiveness of Corporate Audit Committees issued in February 1999 included
a recommendation that the listing rules for both the New York Stock
Exchange and the National Association of Securities Dealers require audit
committee charters to specify that the audit committee is responsible for
ensuring receipt of the communication required by the Standard. This
recommendation also indicated the charter should specify that the audit
committee is responsible for actively engaging in a dialogue with the
auditors relating to the disclosure of any relationships or services that may
reasonably be thought by the auditor to bear on independence and should
take appropriate action, if necessary, to ensure the continued independence
of the auditor.
In order to facilitate our independence discussions with the Audit
Committee, I would like to meet with you to obtain an understanding of the
expectations of you and the Audit Committee with respect to the types of
matters and relationships between our Firm and Blank Company that you
believe may bear on our independence. These may include specific areas of
interest to you and the Audit Committee, as well as matters the Audit
Committee and senior management believe should be considered because
they may be of interest to the Audit Committee as a representative of Blank
Company’s investors.

I would be pleased to meet with you at your convenience to discuss your
thoughts and views on auditor independence and related matters.

Yours truly,
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Threats to Objectivity and Related Safeguards
.11 To assist audit committees in expanding their understanding of audi
tor independence issues, auditors are encouraged to periodically discuss
emerging independence issues and new or revised independence standards.
.12 To further assist these discussions, auditors also may consider provid
ing the audit committee with an overview of common threats to auditor
objectivity. While independence standards are designed to preclude relation
ships that may appear to impair an auditor’s objectivity, additional safeguards
have been developed by firms and the profession, and other external factors
exist, that further mitigate threats to actual loss of objectivity.

.13 Exhibit C provides a summary of common threats to auditor objectiv
ity and related safeguards that mitigate these threats.
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Exhibit C
Common Threats to Auditor Objectivity and Related Safeguards
Often Employed to Mitigate These Threats
Common Threats to Auditor Objectivity:
• Self-Interest: The threat to the auditor’s objectivity due to financial or
other self-interests.

• Self-Review: The threat to the auditor’s objectivity caused by a self-review
of services performed by the auditor or the auditor’s firm during the audit.
• Advocacy: The threat to the auditor’s objectivity if the auditor becomes
an advocate for (or against) the client’s position.
• Familiarity or Trust: The threat of the auditor becoming too trusting of the
client and therefore not maintaining appropriate professional skepticism.
• Intimidation: The threat of the auditor becoming intimidated or
threatened by an overbearing or dominating member(s) of management.

Related Safeguards Often Employed to Mitigate These Threats:
Instilling Professional Values:

• Training
• Firm Policies on Independence

• Monitoring Investments
• Annual Confirmations of Compliance with Firm Independence Policies

Communication:
• Audit Team Disagreement Resolution Process
• Consultation Requirements

• Separate National Consultation Function
Internal Accountability:

• Partner Rotation
• Concurring Partner Reviews

• Internal Inspection/Monitoring Programs
• Analysis of Regulatory and Litigation Experience
• Internal Disciplinary Actions

• Partner and Staff Evaluation and Compensation Methods

Risk Management:
• Client Acceptance and Retention Policies
• New Service Line Acceptance Policies

External Factors:
• Peer Review
• Quality Control Inquiry Committee (QCIC) Review

• Ethics Investigations (by the AICPA, state societies and state boards)
• SEC Enforcement Division

• Litigation Threat
• Reputational Threat

AICPA Technical Practice Aids

§16,130.13

50,900

Practice Alerts

Form of Communication
.14 Communications from the auditor to the audit committee should
disclose the relationships identified that may reasonably be thought to bear on
independence. Disclosure should not be construed to imply that the auditor’s
independence has been impaired. In fact, it is presumed that the auditor has
concluded that independence has not been impaired. Rather, disclosure of the
relationships is a tool to foster discussion between the auditor and the audit
committee regarding the nature of the relationship.
.15 The Standard requires that written communications summarize the
relationship(s) identified. The auditor may wish to include in its written
communications the relevant safeguards employed by the firm (see Exhibit A)
to ensure the auditor’s continued independence. Oral communications should
include an open candid discussion relating to the relationship and a discussion
of the relevant safeguards.
.16 The Standard also requires that the written communication include a
confirmation that, in the auditor’s professional judgment, the auditor is inde
pendent of the company within the meaning of the Securities Acts.
.17 Exhibit D provides the form of a sample letter relating to annual inde
pendence discussions with audit committees and confirmation that the auditor is
independent of the company within the meaning of the Securities Acts.
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Exhibit D
Sample Letter Relating to Annual Independence
Discussions with Audit Committees
September 15, 19x9
The Audit Committee [or the Board of Directors]
Blank Company
Main Street
City, State Zip Code

Dear Audit Committee Members:

We have been engaged to audit the consolidated financial statements of
Blank Company (the “Company”) for the year ending December 31, 19x9.
Our professional standards require that we communicate at least annually
with you regarding all relationships between our Firm and the Company
that, in our professional judgment, may reasonably be thought to bear on
our independence. [We have previously communicated with Mr./Ms. Smith,
Chair of the Audit Committee, to obtain his/her views as to the nature of
the matters that should be reported to the Audit Committee.] We have
prepared the following comments to facilitate our discussion with you
regarding independence matters. [After the initial year, this last sentence
might be revised to read: “We have prepared the following comments to
facilitate our discussion with you regarding independence matters arising
since September 15,19x9, the date of our last letter.”]

We are aware of the following relationships between our Firm and the
Company that, in our professional judgment, may reasonably be thought to
bear on our independence. The following relationships represent matters
that have occurred during 19x9, the initial year of adoption, through
September 15, 19x9.
[Describe any significant relationships or matters bearing on the Firm’s
independence, and also discuss the appropriate safeguards in place. See
Exhibit A for examples.]
[OR]
We are not aware of any relationships between our Firm and the Company
that, in our professional judgment, may reasonably be thought to bear on
our independence which have occurred during 19x9, the initial year of
adoption, through September 15,19x9.

We hereby confirm that as of September 15, 19x9, we are independent
accountants with respect to the Company, within the meaning of the
Securities Acts administered by the Securities and Exchange Commission
and the requirements of the Independence Standards Board.
This report is intended solely for the use of the Audit Committee, the Board
of Directors, management, and others within the Company and should not
be used for any other purposes.

We look forward to discussing with you the matters addressed in this letter
as well as other matters that may be of interest to you at our upcoming
meeting on September 30, 19x9. We will be prepared to answer any
questions you may have regarding our independence as well as other
matters.
Yours truly,
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.18 While this Alert focuses on the Standard, it is recognized that commu
nications with audit committees, whether written or oral, are broader than
independence. For example, membership requirements of the AICPA SEC
Practice Section require annual communication of the nature of and the
amount of fees billed for management advisory [consulting] services. Generally
accepted auditing standards require communications of matters regarding
internal control, including material weaknesses identified, and various other
matters.
.19 The recently issued Blue Ribbon Committee Report contains recom
mendations that will likely result in additional required discussions with audit
committees, including dialogue on accounting principles. Without in any way
reducing the importance of the independence discussion, the auditor may
choose a more comprehensive form of communication to cover some or all of
these other matters.

Timing of Discussions with Audit Committees
.20 Annually, the auditor should meet with the audit committee to dis
cuss all applicable relationships (actual and, preferably, proposed) between the
company and the auditor. It may be beneficial to establish a schedule of regular
meetings to discuss independence matters with the audit committee, including
the timing for the annual independence confirmation. To enhance the effective
ness of the process, early communication to the audit committee of significant
new matters might be considered at the time the relationship is established or
the matter is first identified, rather than waiting until the meeting.

.21 The annual meeting desirably should be conducted as early as
possible in the audit cycle. However, it should be noted that the ISB
intentionally left the timing flexible as long as the communication is done
annually. It is entirely acceptable to have the communication at any time,
preferably prior to the issuance of the auditor’s report. If the formal com
munication takes place early in the audit cycle, the auditor and the audit
committee should establish a protocol to update the audit committee for any
new or proposed relationships requiring communication that may have oc
curred since the initial communication.
.22 If the formal communication takes place near the end of the audit
cycle, it may be desirable to combine the independence discussions with other
required communications.

Other Matters
Initial Public Offerings
.23 Auditors and audit committees of first time registrants must comply
with the Standard prior to the company’s initial public offering. These commu
nications are required for all audits of financial statements with fiscal years
ending after July 15, 1999, and included in the registration statement in the
company’s initial public offering. Thus, this may require involvement of both
the current auditor and a predecessor auditor, if there has been a change of
auditors during this period. Early communication between the auditor and the
audit committee is encouraged to proactively identify and resolve any potential
issues regarding the auditor’s independence early in the offering process.
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Initial Year of Application
.24 The Standard requires annual discussion between the auditor and the
audit committee. For existing registrants in the initial year of application,
these discussions are only required to cover relationships that exist in the
current year. Thus, where a change of auditor has occurred, the discussions
would only require involvement of the current auditor.

Prospective Clients
.25 Auditors are encouraged to discuss relationships that may exist with
prospective clients during the proposal process. Discussion should include
identification of the relationship, a discussion of safeguards that may mitigate
these threats and, where necessary, identification of the methods to resolve
potential impairments of independence prior to commencement of the audit.

Failure to Comply with the Standard
.26 The ISB recognized the possibility that there might be occasions
where the required communications are not completed. This could occur for a
variety of reasons, including unexpected cancellation of a scheduled meeting
with the audit committee, or the inadvertent failure to schedule and complete
the meeting or the auditor’s failure to issue a written confirmation of its
independence with respect to the company.
.27 The ISB did not intend that an isolated and inadvertent violation of
the Standard’s requirements would constitute a per se impairment of the
auditor’s independence, provided that the auditor is in compliance with all
other independence rules. The ISB specifically recognized that in such circum
stances, the violation could be “cured” through the prompt completion of the
procedures. In the unlikely event that the auditor encounters difficulty in
completing these procedures either initially or at the time a “cure” is at
tempted, prompt communication with the audit committee and the board of
directors should be undertaken to highlight the effect of the failure to comply
with the Standard on the company.

.28 The ISB also recognized that the auditor could, but is not required to,
withhold his or her audit report until such discussion with the audit committee
took place.

[The next page is 50,911.]
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Practice Alert 99-2
How the Use of a Service Organization
Affects Internal Control Considerations
July/August 1999

NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits and is based on
existing audit literature, the professional experience of the members of the
Professional Issues Task Force (PITF) and information provided by SEC Practice
Section member firms to their own professional staff. This information represents
the views of the members of the PITF and is not an official position of the AICPA.
Official positions are determined through certain specific committee procedures,
due process and deliberation. The information provided herein should be used
only with the understanding that it is to be read in conjunction with the
professional literature and that it is only a means of assisting auditors in meeting
their professional responsibilities.

Introduction
.01 Obtaining a Statement on Auditing Standards (SAS) No. 70 report
may be an efficient means of satisfying the requirements of generally accepted
auditing standards (GAAS) with respect to service organizations. There have
been recent examples of situations where a user organization’s auditor did not
obtain a SAS No. 70 report and did not employ alternative approaches to
obtaining the necessary information. There also have been recent examples
where a SAS No. 70 report was obtained but the report was not sufficient for
the user auditor’s purposes or was not needed. This may result from the user
auditor not having a sufficient understanding of SAS No. 70, Service Organi
zations, or the different types of SAS No. 70 reports that are issued (i.e., Type
1 and Type 2 reports). Today, more and more companies are outsourcing
activities to service organizations. In doing so, there often is a belief by the user
organization that the service organization can be totally relied upon and that
the user organization needs only to provide very limited, if any, controls. It is
in these situations that it is critical for the user auditor to consider the
guidance in SAS No. 70 and the implications the service organization may have
to his/her audit.

.02 Many companies and organizations use outside service organizations
to provide services ranging from performing specific tasks (such as maintain
ing custody of marketable securities) to replacing entire departments (such as
performing all computer processing). They generally use such organizations
because they do not have the internal expertise or skills to perform the services
or it is cost effective to outsource the service. Examples of service organiza
tions are:
AICPA Technical Practice Aids
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•

Data processing service organizations that perform such services as
payroll, billing, general ledger accounting and other administrative
functions.

•

Trust departments of financial service companies.

•

Mortgage loan servicers.

•

Organizations providing services for employee benefit plans, such as
providing investment management, custody of investments, record
keeping of employee or participant data, processing employee benefit
claims, and other accounting or administrative functions.

Factors to Consider in Planning an Audit
. 03 Professional standards require that the auditor obtain an under
standing of an entity’s internal controls sufficient to plan the audit. The
understanding is obtained by performing procedures to gain knowledge about
the design of the controls relevant to the audit of the financial statements and
whether they have been placed in operation. The requirement to understand
internal control may extend beyond the controls in place at the entity’s physical
environment and may extend to other organizations who perform services on
behalf of the entity to assist it in the recording, processing, summarizing and
reporting of information in its financial statements. SAS No. 70 provides
guidance for auditing an entity when a service organization’s services are part
of the user organization’s information system.

When the User Auditor's Planning Should Consider
the Guidance in SAS No. 70
. 04 A user auditor should consider the guidance in SAS No. 70 whenever a
service organization’s services are part of the user organization’s information
system. A service organization’s services would meet that criterion if they affect:
•

How the user organization’s transactions are initiated.

•

The accounting records, supporting information, and specific accounts
in the financial statements involved in the processing and reporting
of the user organization’s transactions.

•

The accounting processing involved from the initiation of the transac
tions to their inclusion in the financial statements.

•

The financial reporting process used to prepare the user organization’s
financial statements, including significant accounting estimates and
disclosures.

•

The guidance in SAS No. 70 does not relate to an entity that obtains
a service from another organization that is limited to executing a
client’s transactions that are authorized by the client. Examples of
such services are when a bank processes checking account transac
tions and when a broker processes securities transactions that are
initiated by the client.

•

The significance of the service organization’s controls depends primar
ily on the nature and materiality of the transactions it processes for
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the user organization and the degree of interaction between the
internal controls at the user organization and the controls at the
service organization.

Nature and Materiality of the Transactions
. 05 If the transactions processed or accounts affected by the service
organization are material to the user organization’s financial statements, the
user auditor may need to obtain an understanding of the controls at the service
organization. In certain situations, the transactions processed and accounts
affected may not appear to be material to the user organization’s financial
statements, but the nature of the transactions processed may require that the
user auditor obtain an understanding of those controls. Such a situation might
exist when a service organization provides third-party administration services
to self-insured organizations providing health insurance benefits to employees.
Although transactions processed and accounts affected may not appear to be
material to the user organization’s financial statements, the user auditor may
need to gain an understanding of the controls at the third-party administrator
because improper processing may result in a material understatement of the
liability for unpaid claims.
. 06 Information about the nature of the service provided by a service
organization may be available from a variety of sources, such as SAS No. 70
reports by service auditors, user manuals, system overviews, technical manu
als, the contract between the user organization and the service organization,
and reports by internal auditors, or regulatory authorities on the service
organization’s controls.

Degree of Interaction
. 07 The degree of interaction relates to the extent to which a user organi
zation is able to and decides to implement effective internal controls over the
processing performed by the service organization and on the nature of the
services provided by the service organization.
. 08 If the user organization implements highly effective internal controls
over the processing of transactions at the service organization, the user auditor
may not need to gain an understanding of the controls at the service organiza
tion in order to plan the audit. For example, if the user organization has such
controls, the user auditor could obtain an understanding of the controls by
performing a walkthrough at his/her client.
. 09 If the user organization has a low degree of interaction and has not
placed into operation effective internal controls over the activities of the service
organization, the user auditor would most likely need to gain an understanding
of the relevant controls at the service organization in order to plan the audit in
accordance with GAAS.

. 10 If the user organization relies on controls at the service organization
to prevent or detect errors that would have an impact on its financial state
ments, the user auditor must understand those controls.
. 11 The understanding of the service organization should include an
understanding of the control environment, risk assessment, control activities,
AICPA Technical Practice Aids

§16,140.11

50,914

Practice Alerts

information and communication and monitoring relevant to the audit of the
client’s financial statements. The understanding should include knowledge
about the design of the controls and whether they have been placed in opera
tion. The understanding of the controls should enable the user auditor to:
•

Identify the types of potential misstatements that could occur in the
client financial statements.

•

Consider the factors that affect the risk of misstatement.

•

Design substantive tests.

Failure to obtain such an understanding from either the client or the service
organization may cause the user auditor to consider whether a scope limitation
on the audit has occurred.

Factors to Consider in Assessing Control Risk
. 12 After the user auditor obtains an understanding of the relevant controls
at both the user organization and the service organization and considers the
factors that affect the risk of material misstatement, he or she should assess
control risk for the financial statement assertions. As previously stated, if the user
organization has implemented certain controls over the service organization’s
activities that effectively operate to prevent or detect material misstatements in
its financial statements, the user auditor may be able to perform the audit without
identifying and testing controls at the service organization.
. 13 Generally, the user auditor can identify relevant controls at a service
organization by reading the service auditor’s report, either a Type 1 or Type 2
report. Information about the operating effectiveness of the controls at the
service organization are only included in a Type 2 report. Control risk can only
be assessed below the maximum, if evidential matter is obtained using one or
a combination of the following ways:
•

By testing the user organization’s controls over the activities of the
service organization.

•

By obtaining a service auditor’s report (Type 2) on controls placed in
operation and tests of operating effectiveness, or a report on the
application of agreed-upon procedures that describes relevant tests of
controls.

•

By the user auditor performing appropriate tests of controls at the
service organization.

Following is a further discussion of when each of these activities may apply.

. 14 The user organization may establish effective controls over the service
organization’s activities that may be tested and that may enable the user auditor
to reduce the assessed level of control risk below the maximum for some or all of
the related assertions. For example, if a user organization uses an EDP service
center to process payroll transactions, the user organization may establish controls
over input and output data to prevent or detect material misstatements. The user
organization might recalculate the service organization’s payroll computations on
a test basis. In this situation, the user auditor may perform tests of the user
organization’s controls over data processing that would provide a basis for assess
ing control risk below the maximum for the assertions related to payroll transac
tions. The user auditor may decide that obtaining evidence of the operating
effectiveness of the service organization’s controls, such as those over changes in
payroll programs, is not necessary or efficient.
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. 15 The user auditor may find that controls relevant to assessing control
risk below the maximum for the particular assertions are applied only at the
service organization. If the user auditor plans to assess control risk below the
maximum for specified assertions, the user auditor should obtain evidence of
the operating effectiveness of these controls by obtaining and evaluating a
service auditor’s report that describes the results of the service auditor’s tests
of those controls, or by performing tests of controls at the service organization.

. 16 If the user auditor decides to use a service auditor’s report, the user
auditor should consider the extent of the evidence provided by the report
concerning the effectiveness of controls intended to prevent or detect material
misstatements regarding the particular assertions. The user auditor remains
responsible for evaluating the evidence presented by the service auditor and
for determining the effect of this evidence on the assessment of control risk at
the user organization.
. 17 Because SAS No. 70 reports may be intended to satisfy the needs of
several different user auditors, a user auditor should determine whether the
specific tests of controls and results in the service auditor’s reports are relevant
to assertions that are significant in the user organization’s financial state
ments. For those tests of controls and results that are relevant, a user auditor
should consider whether the nature, timing and extent of such tests of controls
and results provide sufficient evidence about the effectiveness of the controls
to support the user auditor’s desired assessment of the level of control risk. In
evaluating these factors, the user auditor should also keep in mind that the
shorter the time period covered by the tests of controls and the longer the time
elapsed since the performance of the tests, the less support for control risk
reduction the tests may provide.

SAS No. 70 Reports
Types of Reports
.

18 There are two types of SAS No. 70 reports:

•

Reports on controls placed in operation (Type 1). Such a report may
provide a user auditor with an understanding of the controls in
operation at a service organization and whether they are suitably
designed to achieve specific control objectives. A Type 1 report may be
useful in providing the user auditor with an understanding of controls
necessary to plan the audit and to design effective tests of controls and
substantive tests at the user organization, but it is not intended to
provide the user auditor with a basis for reducing his/her assessment
of control risk below the maximum.

•

Reports on controls placed in operation and tests of operating effec
tiveness (Type 2). Such a report may provide the user auditor with an
understanding of controls in operation at a service organization and
whether they are suitably designed to achieve specific control objec
tives. Also, a Type 2 report indicates whether the controls that were
tested were operating with sufficient effectiveness to provide reason
able assurance that the control objectives were achieved. This report
may provide the user auditor with an understanding of controls
necessary to plan the audit and may also provide a basis for reducing
his/her assessment of control risk below the maximum.
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What Is Included in the Reports
.19 A SAS No. 70 report typically includes the following items:
•

Service organization’s description of controls placed in operation as of
a specific date.

•

Service organization’s description of the specified control objectives.

•

Auditor’s opinion on whether the description presents fairly, in all
material respects, the relevant aspects of the service organization’s
controls that had been placed in operation as of a specified date.

•

Auditor’s opinion on whether the controls were suitably designed to
provide reasonable assurance that the specified control objectives
would be achieved if those controls were complied with satisfactorily.

•

Auditor’s opinion as to whether the controls that were tested were
operating with sufficient effectiveness to provide reasonable, but not
absolute, assurance that the control objectives specified in the report
were achieved during the specified period (Type 2 reports only).

Considerations in Using the Reports
. 20 After determining the need for a SAS No. 70 report, some auditors
have a tendency to simply obtain the report and place it in the audit working
papers. This clearly does not satisfy the requirements of GAAS.

. 21 In considering whether the service auditor’s report is satisfactory for
his/her purposes, the user auditor should make inquiries concerning the serv
ice auditor’s professional reputation as discussed in SAS No. 1, section 543, as
amended.
. 22 The user auditor may want to consider reading the report to deter
mine whether the service auditor demonstrates an understanding of the sub
ject matter. If the user auditor believes that the service auditor’s report may
not be sufficient to meet his/her objectives, the user auditor may consider
supplementing his/her understanding of the service auditor’s procedures and
conclusions by discussing with the service auditor the scope and results of the
service auditor’s work.
. 23 Also, if necessary, the user auditor may contact the service organiza
tion to perform additional testing (this is usually arranged by the user organi
zation). This additional testing can be performed by the service auditor (e.g.,
by applying agreed-upon procedures at the request of the user auditor) or by
the user auditor.
. 24 The user auditor should not make reference to the report of the service
auditor as a basis, in part, for his/her opinion on the user organization’s
financial statements. The service auditor’s report is used in the audit, but the
service auditor is not responsible for examining any portion of the user organi
zation’s financial statements as of any date or for any period. Thus, there
cannot be a division of responsibility for the audit of the user organization’s
financial statements.

Timing Considerations in Using the Reports
. 25 A service organization’s description of controls is as of a specified date
for both a Type 1 and Type 2 report. Accordingly, the service auditor issues a
report on whether the description presents fairly, in all material respects, the
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relevant aspects of the service organization’s controls at a specified date. Such
information may be used to plan the audit of a user organization’s financial
statements in the same way that an auditor’s understanding of internal
controls at a specified date is used to plan the audit of the financial statements
of an entity that does not use a service organization.

. 26 A report on controls placed in operation that is as of a date outside the
reporting period of a user organization may be useful in providing a user
auditor with a preliminary understanding of the controls placed in operation
at the service organization, if the report is supplemented by additional current
information from other sources. If the service organization’s description is as
of a date that precedes the beginning of the period under audit, the user auditor
should consider updating the information in the description to determine
whether there have been any changes in the service organization’s controls
relevant to the processing of the user organization’s transactions. Procedures
to update the information in a service auditor’s report may include:
•

Discussions with user organization personnel who would be in a
position to know about changes at the service organization.

•

A review of current documentation and correspondence issued by the
service organization.

•

Discussion with service organization personnel or with the service
auditor.

If the user auditor determines that there have been significant changes in the
service organization’s controls, the user auditor should attempt to gain an
understanding of the changes and consider the effect of those changes on his/her
audit.

Conclusion
.27 SAS No. 70 provides guidance on factors an independent auditor
should consider when auditing the financial statements of an entity that uses
a service organization. This Alert clarifies and highlights factors an auditor
should consider in those audits. SAS No. 70 also provides guidance for inde
pendent auditors who issue reports on the processing of transactions by a
service organization for use by other auditors, but this Alert does not address
those circumstances. This Alert should be read as a complement to SAS No. 70.
Terms such as user auditor and service auditor are defined in SAS No. 70.

. 28 The AICPA recently issued an updated version of the Auditing Prac
tice Release, Service Organizations: Applying SAS No. 70. This publication
(AICPA Publication Number 060457-CLD7) provides extensive guidance to
auditors performing (1) an audit of a user organization’s financial statements
and (2) procedures at a service organization that will enable them to issue a
service auditors report on a service organization’s controls that may affect user
organizations. This publication can be purchased by calling (888) 777-7077.
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Practice Alert 00-1
Accounting for Certain Equity Transactions
January, 2000

NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits and is based on
existing professional literature, the professional experience of the members of the
Professional Issues Task Force (PITF) and information provided by SEC Practice
Section member firms to their own professional staff. This information represents
the views of the members of the PITF and is not an official position of the AICPA.
Official positions are determined through certain specific committee procedures,
due process and deliberation. The information provided herein should be used
only with the understanding that it is to be read in conjunction with the
professional literature and that it is only a means of assisting auditors in meeting
their professional responsibilities.

.01 Equity or capital transactions are often complex and should involve
close scrutiny by auditors. As highlighted at the conclusion of this Alert,
substantial additional guidance is available addressing differing forms of
equity or capital transactions. In this Alert, the Professional Issues Task Force
(PITF) will provide some of the more common examples which require careful
consideration to determine the appropriate accounting treatment.

Stock Issued for Goods and Services
.02 Start-up companies commonly issue stock in exchange for property,
services, or any other form of asset other than cash. The general rule to be
applied when equity instruments are issued to non-employees for property or
services other than cash is that the transaction should be recorded at the fair
value of the consideration received or the fair value of the equity instruments
issued, whichever is more reliably measurable.
.03 An example of the above is as follows:
ABC Manufacturing Inc. purchased inventory from their vendor XYZ & Co. In
lieu of cash, ABC issued 1,000 shares of common stock to XYZ. ABC is a closely
held company and the value of its stock has no readily determinable market
value.

In the above example, ABC should determine the fair value of the inventory
they are purchasing and assign that value to the inventory. Assuming the fair
value of the inventory was estimated at $2,500, the accounting entry would be
to record inventory at the fair value ($2,500) with the corresponding credits
being recorded to common stock and additional paid-in capital.
AICPA Technical Practice Aids
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.04 Similarly, if ABC issued stock to compensate XYZ for services per
formed, the services would generally be valued at the estimated fair value of
the services, because the services are generally more reliably measurable than
the fair value of the securities issued. The manner in which the services are
recorded (e.g., capitalize versus expense) will depend on the nature of the
services and their treatment under generally accepted accounting principles.

.05 An example of this scenario follows:
Mr. Baylor, a consultant who is not considered a founder or an insider of ABC,
performs 1,000 hours of services for 10,000 shares of ABC’s common stock. The
stock has no readily determinable market value. Mr. Baylor typically charges
his clients $100 an hour.

In this instance the most reliable measurable value would appear to be Mr.
Baylor’s services valued at 1,000 hours multiplied by $100 an hour, or $100,000.
Thus, the ABC would record an expense for $100,000 and credits to common
stock and paid-in capital for $100,000.

.06 In circumstances where the stock issued has no readily determinable
market value and the goods and or services received cannot be measured
objectively and reliably, a company generally should record the asset or service
at a nominal value.
.07 Another example of the above concepts follows:
Mr. Smith, who is not an insider or founder of the company, contributes raw
land to a start-up company that will be used to build its manufacturing facility.
The land was willed to Mr. Smith 20 years ago and has never been appraised.
In exchange for the land, the company issues Mr. Smith 500,000 shares of the
company’s convertible preferred stock. The company’s convertible preferred
stock has no active trading, but a valuation was performed by a consultant six
months before the land was donated. Mr. Smith is the consultant’s uncle. The
question is how do you value this transaction.

The above example demonstrates the complexities of equity transactions. First,
the valuation of the company’s stock by Mr. Smith’s nephew would probably
not be considered to be a reliable measure due to the fact that they are related
parties. If practical, an appraisal of the land by an independent, qualified
person may be a reliable measure. However, if an independent, qualified person
performed the appraisal of the company’s stock, this value may also be a reliable
measure. If neither can be reliably measurable, the asset should be recorded at
a nominal value.

.08 The use of the book, par, or stated value of the stock as a basis for
valuation is not appropriate. Similarly the contractual value assigned to goods,
services or other assets received does not represent an appropriate surrogate
measure of their value. The company should be able to furnish evidence to
outside parties as to how the fair value of the goods, services or other assets
was determined, as in the example cited above involving the transaction with
Mr. Baylor. In that example, Mr. Baylor kept time records for his consulting
services.
.09 Emerging Issues Task Force (EITF) 96-18, Accounting for Equity
Instruments That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services, provides numerous examples of
situations where (1) the fair value of the equity instrument is more reliably
measurable than the fair value of the goods or services received and (2) the
counterparty receives shares of stock, stock options or other equity instru
ments in settlement of all or a part of a transaction.
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.10 EITF 96-18 also addresses the measurement date for accounting for
equity instruments that are issued to other than employees in exchange for
goods and services. The EITF reached a consensus that the issuer should
measure the fair value of the equity instruments using the stock price and
other measurement assumptions at the earlier of either of the following:

1.

The date at which a commitment for performance by the counter
party to earn the equity instrument is reached (referred to as a
“performance commitment”), or

2.

The date at which the counterparty’s performance is complete.

.11 Examples 1-3 of Exhibit 96-18A of EITF 96-18, describe transactions
in which a performance commitment exists prior to the time that the counter
party’s performance is complete. Examples 4-7 describe transactions in which
a performance commitment does not exist prior to the time the counterparty’s
performance is complete.
.12 EITF 96-18 is extremely complex. This very brief summary should not
be relied upon without a complete reading and understanding of the pro
nouncement itself. It is mentioned only as a reminder of an important source
of authoritative literature on accounting for equity transactions.

Stock Issued to on Owner for Expertise or Intellectual
Capital Contributed to Business
.13 Companies sometimes issue stock to an owner for expertise contrib
uted to a business, such as a patent or other intellectual capital. Such circum
stances are most common immediately prior to an initial public offering (IPO).
The question is what value should the company place on the asset acquired.
.14 The Securities and Exchange Commission (SEC) states in Staff Ac
counting Bulletin (SAB) Topic 5-G, Acquisition of Assets from Promoters and
Shareholders in Exchange for Common Stock, that “transfers of nonmonetary
assets to a company by its promoters or shareholders in exchange for stock
prior to or at the time of the company’s initial public offering normally should
be recorded at the transferor’s historical cost basis determined under generally
accepted accounting principles”.

.15 The following is an example applying the above principle:
Mr. Norton, a founder of ABC Industries, Inc., contributes a patent to ABC in
exchange for stock immediately prior to ABC’s IPO. The patent was obtained
by Mr. Norton at a cost of $1,000 (filing fees). The remainder of the costs
associated with the patent relate to Mr. Norton’s own time developing the
intellectual property. If Mr. Norton maintained books in accordance with
generally accepted accounting principles, the patent would be recorded on those
books at $1,000. Therefore, when the patent is contributed, ABC should record
the patent at $1,000 with corresponding credits to common stock and additional
paid-in capital.

Employee Stock Options
.16 The financial accounting and reporting standards for stock-based
employee compensation plans are contained in the Financial Accounting
Standards Board’s (FASB) Statement No. 123, Accounting for Stock-Based
AICPA Technical Practice Aids
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Compensation, and the Accounting Principles Board’s (APB) Opinion 25, Ac
counting for Stock Issued to Employees. These pronouncements cover all ar
rangements by which employees receive shares of stock or other equity
instruments of the employer or the employer incurs liabilities to employees in
amounts based on the price of the employer’s stock. Examples are stock
purchase plans, stock options, restricted stock, and stock appreciation rights.

.17 FASB Statement No. 123 prescribes a fair value method of accounting
for an employee stock option or similar equity instrument and encourages all
entities to adopt that method of accounting for all of their employee stock
compensation plans. However, FASB Statement No. 123 also permits an entity
to continue to measure compensation cost for those plans using the intrinsic
value method of accounting prescribed by APB Opinion 25. Where entities elect
to continue using the accounting in APB Opinion 25, they are required to make
pro forma disclosures of net income and, if presented, earnings per share, as if
the fair value method of FASB Statement No. 123 had been applied.
.18 Under the fair value method, compensation cost is measured at the
grant date based on the value of the award and is recognized over the service
period, which is usually the vesting period. Under the intrinsic value-based
method, compensation cost is the excess, if any, of the quoted market price of
the stock at grant date or other measurement date over the amount an
employee must pay to acquire the stock.
.19 The determination of fair value, either for accounting under FASB
Statement No. 123 or the pro forma disclosures under APB Opinion 25, can be
achieved through use of an option-pricing model (for example, the BlackScholes or a binomial model) that takes into account, as of the grant date, the
exercise price and expected life of the option, the current price of the underly
ing stock and its expected volatility, expected dividends on the stock, and the
risk-free interest rate for the expected term of the option. The discussion of
stock option valuation techniques is beyond the scope of this Alert but further
guidance is available in FASB Statement No. 123. Also, for some non-public
entities with minimal trading information upon which to assess price volatility
as required for traditional option valuation techniques, the entity may use a
minimum value method. Under the minimum value method, the stock option
value is generally considered to equal the current price of the stock reduced by
the present value of the expected dividends on the stock, if any, during the
option’s term minus the present value of the exercise price. For this purpose
the present value discount is based on the risk-free rate of return. However,
the minimum value could also be computed using the standard option-pricing
model and volatility of zero.

.20 It also is important to note that FASB Statement No. 123 requires a
fair value method for all equity awards to non-employees, and use of the
minimum value method, as described in the preceding paragraph, is not
appropriate. This is demonstrated in the above sections of this Alert.
.21 Where options are granted near an IPO, the value at which stock is
issued in the IPO should be carefully considered in assessing the market value
of options. For such grants, the SEC staff expects the registrant to have
objective evidence to support its determination of “fair value.” Such objective
evidence would include contemporaneous third-party transactions and inde
pendent appraisals. “Rule of thumb” discounts, management estimates, re
lated-party transactions (even for cash), and general market data do not
represent objective evidence for this purpose. The most objective evidence that
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can be used to support the value assigned to stock, options, or warrants is
information from a contemporaneous transaction where the value of the con
sideration received for the company’s securities is objectively measurable, i.e.,
an equity transaction with a third party for cash that is entered into in the
same time frame. Absent a contemporaneous transaction, an independent
appraisal can form the basis for the valuation. The independent appraisal
should have been performed at the time the stock, options, or warrants were
issued. Appraisals performed “after the fact” are not acceptable. If the ap
praised value of the stock is substantially below the IPO price, the company
must be able to reconcile the difference between the appraised value and the
IPO price, i.e., explain the events or factors that support the difference in
values.

.22 In 1999, the FASB issued an exposure draft addressing several issues
regarding the accounting for employee stock options and awards under APB
Opinion 25. Comments have been submitted and the FASB is re-deliberating
many of the conclusions expressed in the exposure draft. A final interpretation
of these issues is expected early in 2000. At this time it is expected that practice
with respect to many aspects of APB Opinion 25 will be changed as a result of
the interpretation.

Retroactive Earnings per Share Adjustment for
Cheap Stock
.23 Cheap stock refers to stock issued for nominal consideration (i.e., a
price below the price at which stock is subsequently sold in a public issuance
of shares) to employees or others closely related to the company. SAB 98 Topic
4-D, Earnings per Share Computations in an Initial Public Offering, describes
the SEC’s position on this issue.
.24 In applying the requirements of FASB Statement No. 128, Earnings
per Share, the SEC staff believes that nominal issuances are recapitalizations
in substance. Accordingly, in computing basic earnings per share (EPS) for the
periods covered by income statements included in the registration statement
and in subsequent filings with the SEC, nominal issuances of common stock
should be reflected in a manner similar to a stock split or stock dividend for
which retroactive treatment is required by paragraph 54 of FASB Statement
No. 128. Consequently, in computing basic EPS, nominal issuances of common
stock would be included for all periods; whereas in computing diluted EPS for
such periods, nominal issuances of common stock and potential common stock
(e.g., options) would be included for all periods. In addition, use of the treasury
stock method is not allowed and retroactive treatment is required even if
anti-dilutive.

.25 This retroactive presentation of such nominal issuances as out
standing for all historical periods in the computation of EPS does not alter
the requirement that entities determine whether the recognition of compen
sation expense for any issuance of equity instruments to employees is
necessary.

.26 Guidance has not been provided on what constitutes “nominal consid
eration.” SAB Topic 4-D states that it should be determined based upon facts
and circumstances by a comparison of the “consideration an entity receives” to
the security’s fair value (at the date of the issuance).
AICPA Technical Practice Aids
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Extinguishment of Related Party Debt
.27 The AICPA frequently receives questions about whether an entity
should record an expense or a charge to equity when a company forgives a
receivable from an individual that is a related party of the company. Typically
in such situations, the company should record a charge to equity. As a re
minder, it should be noted that in certain circumstances, such receivables from
related parties often are recorded as a reduction in equity rather than as an
asset. This is sometimes required, depending on the nature of the receivable,
by the SEC (see SAB Topic 4-E, Receivables from Sale of Stock, and Topic 4-G,
Notes and Other Receivables from Affiliates) and by EITF 85-1, Classifying
Notes Received for Capital Stock.

.28 Similar to a company forgiving a loan from a related party, sometimes
a company’s outstanding loan is forgiven by a related party. Such a forgiveness
usually should be recorded as a credit to equity. (APB Opinion 26, Early
Extinguishment of Debt, paragraph 20 states “that extinguishment transac
tions between related parties may be in essence capital transactions”.)

Other Accounting Literature Addressing
Equity Transactions
.29 When auditing and accounting for equity transactions, members
should review the FASB Current Text and the EITF index for a more complete
list of accounting literature on such transactions. There are more than 50
accounting pronouncements addressing various equity transactions, including
numerous EITFs on the subject. This is indicative of and exemplifies the
careful research that is necessary when dealing with equity transactions.

.30 Furthermore, members should review the SEC’s SAB Topics when
auditing public companies. Several SAB Topics covering equity transactions
have been referred to in this Alert.

Summary
.31 Accounting for equity transactions is complex and requires compre
hensive research of accounting literature to ensure the appropriate accounting
treatment. The above examples provide a summary of the appropriate account
ing for certain equity transactions.

[The next page is 50,941.]
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Section 16,160

Practice Alert 00-2
Accounting for Certain Equity Transactions
April, 2000
NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits and is based on
existing professional literature, the professional experience of the members of the
Professional Issues Task Force (PITF) and information provided by SEC Practice
Section member firms to their own professional staff. This information represents
the views of the members of the PITF and is not an official position of the AICPA.
Official positions are determined through certain specific committee procedures,
due process and deliberation. The information provided herein should be used
only with the understanding that it is to be read in conjunction with professional
literature and that it is only a means of assisting auditors in meeting their
professional responsibilities.

Quality of Accounting Principles Guidance for
Discussions With Audit Committees
.01 This Practice Alert is intended to provide auditors with information
that will assist them in preparing for and participating in discussions with
audit committees. In December 1999, in response to Recommendation No. 8 of
the Blue Ribbon Committee on Improving the Effectiveness of Corporate Audit
Committees (BRC), the Auditing Standards Board (ASB) issued Statement on
Auditing Standards (SAS) No. 90, Audit Committee Communications, that
amended SAS No. 61, Communications With Audit Committees, to require the
independent auditor of an SEC client to discuss with a client’s audit committee
the quality, not just acceptability, of the entity’s accounting principles. The
BRC was formed in response to recommendations by SEC Chairman Arthur
Levitt. The BRC published its final report in Feb. 1999. The report identifies
its objectives as being “geared toward effecting pragmatic, progressive changes
in the functions and expectations placed on corporate boards, audit commit
tees, senior and financial management, the internal auditor, and the outside
auditors regarding financial reporting and the oversight process”. The BRC
Report includes 10 recommendations to promote those “pragmatic, progressive
changes,” including Recommendation No. 8, which reads as follows:
The Committee recommends that Generally Accepted Auditing Standards
(GAAS) require that a company’s outside auditor discuss with the audit
committee the auditor’s judgments about the quality, not just the acceptability,
of the company’s accounting principles as applied in its financial reporting; the
discussion should include such issues as the clarity of the company’s financial
disclosures and degree of aggressiveness or conservatism of the company’s
accounting principles and underlying estimates and other significant decisions
made by management in preparing the financial disclosure and reviewed by
the outside auditors. This requirement should be written in a way to encourage
open, frank discussion and to avoid boilerplate.
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As mentioned above, in response to Recommendation No. 8, in Dec. 1999 the
ASB amended SAS No. 61 to require additional communications with audit
committees of SEC clients. This amendment adopted a modified form of
Recommendation No. 8 requiring that the independent auditor discuss with
the audit committee the quality, not just the acceptability, of the entity’s
accounting principles as applied in its financial reporting. SAS No. 61, as
amended, specifies that the discussion should involve management and include
such matters as the consistency, clarity and completeness of accounting policies
and disclosures.

.02 The information in this Practice Alert was developed to assist firms
in the identification of matters that may be relevant to a discussion with an
entity’s audit committee of the quality of accounting principles used in the
preparation of an entity’s financial statements.

.03 The following discussion is in the context of communications between
the auditor and the audit committee and/or board of directors. Discussions with
the audit committee and/or board generally would include management be
cause management prepares the financial statements and is most familiar
with the transactions and environment in which the entity operates.

Auditing Standards Board Action and Objective of
Recommendation No. 8
.04 The PITF believes that the objective of Recommendation No. 8 is to
educate and advise audit committee members so they may better carry out
their oversight role on behalf of the board of directors and ultimately public
shareholders. This objective becomes more critical and sensitive in light of
increasing expectations of the financial community with respect to audit
committees.
.05 The audit committee members benefit from the auditor’s views re
garding the quality of the entity’s accounting principles as applied in its
financial reporting. At the same time, management must be regarded as a
critical participant in that discussion. The intimate knowledge of management
concerning the day-to-day as well as non-recurring matters that influence the
operations and financial reporting is essential to an understanding of the
financial information. To meet the objectives of the amendments to SAS No.
61, the PITF recommends the following:

•

Manner of Communications. Communications should be under
standable to all members of the audit committee.

•

Timeliness of Communications. Discussions with the audit com
mittee should be sufficiently frequent to ensure that audit committee
members are advised of issues on a timely basis.

•

Relevance of Issues Discussed. Periodic communications with the
audit committee need not encompass all accounting principles, esti
mates and judgments. Rather, the communications could build on
prior communications and address those accounting principles and
unusual transactions that are more significant in any particular
period’s financial statements. For example, an asset impairment pol
icy might be discussed in greater detail in periods in which impairment
charges are under consideration, including periods in which impair
ment charges were considered but determined not to be needed.
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.06 Following is a discussion of how management and the auditor may
implement the three core communication considerations described above.
1.

Manner of Communications
Management and the auditor should tailor communications with the
audit committee to the professional and educational backgrounds of
the committee members. Management and the auditor can enhance
the accounting and financial literacy of the audit committee mem
bers by providing presentations on accounting issues, professional
publications and financial press articles that will help the members
understand critical and significant accounting and financial report
ing issues.

2.

Timeliness of Communications
Timely communication is inherently dependent upon manage
ment, the audit committee, and the independent auditor sharing
a common understanding of the timetable and key milestones in
the financial reporting continuum. The auditor should attempt to
complete the quarterly reviews and annual audit procedures in
sufficient time to provide for discussion of significant matters as
required by SAS No. 61 with the audit committee on a timely basis
and not later than the filing of the entity’s Form 10-Q or Form
10-K.The recently adopted SEC requirement for timely review of
quarterly financial information is intended to provide greater
assurance that accounting and financial reporting issues are iden
tified and resolved timely.

3.

Relevance of Issues Discussed
Topics that management and the auditor should consider discussing
with the audit committee would include but not be limited to the
following:

1.

The accounting principles applied by the entity for which
acceptable alternative principles are available. The man
ner in which each significant alternative accounting principle
would affect the transparency, understandability and useful
ness of the financial information could be discussed. The discus
sion could include identification of the financial statement
amounts that are affected by the choice of principles as well as
information concerning accounting principles used by peer group
companies.

2.

Judgments and estimates that affect the financial state
ments. The discussion with the audit committee may include
major items for which reserves and estimates are significant,
including how such reserves and estimates are determined and
subsequently monitored. Generally a discussion of judgments
and estimates would cover the appropriate disposition of pre
viously established reserves when the events that caused their
creation are no longer applicable. To the extent that judgments
and estimates involve a range of possible outcomes, the discus
sion could indicate how the recorded estimate relates to the
range and how various selections within the range would affect
the financial reporting. In particular, if the entity has significant
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contingencies for which no reserves or minimum reserves are
provided, the discussion might consider the current and future
financial statement impact of management’s decisions. If the
enterprise has reserves that are “slow moving” in terms of
resolution of the matters to which the reserves relate (e.g.,
litigation or environmental reserves), management and the
auditor might address the continued need for the reserves as
well as the impact of changes in the reserves and the balance of
the reserves on the perception of the enterprise’s financial con
dition and performance. The adequacy of the disclosures of such
contingencies, including the exposure to losses in excess of any
recorded amounts, could also be discussed.

3.

Consideration of factors affecting asset and liability car
rying values. Management and the auditor could discuss fac
tors including, but not limited to (a) the company’s bases for
determining useful lives assigned to tangible and intangible
assets and salvage values, (6) discount rates used to value
pension and post-retirement obligations, and (c) the carrying
value of other assets and liabilities. The discussion should in
clude the type and quality of evidence supportive of such factors.
The discussion also might include an explanation of the manner
in which factors affecting carrying values were selected and how
alternative selections would have affected the financial condi
tion and earnings of the enterprise. The audit committee gener
ally should be made aware of the effect such judgments have on
the financial statements.

4.

Use of special structures and timing of actions that affect
financial statements. Examples of special structures or tim
ing decisions would include off balance sheet financing, research
and development activities, and timing of transactions in order
to recognize revenues or avoid recognition of expenses. Any
special purpose financing structures or unusual transactions
that affect ownership rights (such as leveraged recapitaliza
tions, joint ventures, and preferred stock of subsidiaries) might
be discussed with the audit committee. The discussion could
include information about comparative structures used in prac
tice and insight regarding the impact of these special structures
on the risks and rewards of the entity and the timing and
amounts of reported income and cash flow. The discussion also
could address the impact of such structures on the transparency
and understandability of the enterprise’s economic position as
compared to its financial statements.

5.

Evolving issues and choices that affect financial report
ing. Examples of issues and choices affecting financial report
ing would include revenue recognition practices such as “gross
versus net presentation” or “upfront recognition,” outsourcing
employee services, tax planning strategies, lease versus buy
decisions, use of “restructuring plans,” and classification of in
vestments as held-to-maturity versus available-for-sale versus
trading. The discussion should address not only the issues and
choices but a comparison of how such choices affect financial
reporting as compared to effects that would have resulted from
other available choices.
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The frequency and significance of transactions with re
lated parties particularly those that are not in the ordi
nary course of business. Examples of these kinds of related
party transactions include compensation arrangements, loans,
related party leases, use of corporate assets, or employment of
close relatives. The discussion could address such matters as
whether the enterprise had similar transactions at similar
prices with unrelated parties, whether transactions were under
taken on a best available price basis, and whether the transac
tions or pricing of the transactions impacted financial reporting
in any significant manner that would not be obvious to a user of
the financial statements. Management and the auditor could
consider informing the audit committee of the financial state
ment impact and disclosures of these items, as well as how such
transactions reflect the underlying economics. The discussion
might also address the adequacy and clarity of the disclosure of
related party transactions.

7.

Unusual arrangements. Examples of unusual arrangements
would include bill-and-hold transactions, self-insurance, multi
element arrangements contemporaneously negotiated, and
sales of assets or licensing arrangements with continuing in
volvement by the enterprise. Such arrangements could be
brought to the attention of the audit committee members to
ensure that they understand how the business and financial
reporting is being affected. The discussion could address the
manner in which financial reporting was affected by the trans
actions, the transparency of the financial reporting and disclo
sures, and the impact of the unusual transactions on the
comparability of financial condition and performance among
past and future periods.

8.

Clarity and Transparency. Management and the auditor
could discuss the clarity and transparency of the financial state
ments and disclosures. Examples of items to discuss would
include details about restructuring activities, activity in reserve
accounts, market risk and other risk disclosures, details and
comparative data discussed in management’s discussion and
analysis, disclosure of alternative measures of performance
whether in financial statements or other materials filed with the
SEC or otherwise publicly distributed, and segment disclosures.

9.

Audit adjustments identified in the audit. The discussion
should address adjustments recommended by the auditor
whether or not recorded by management that, in the opinion of
the auditor, have a significant effect on the entity’s financial
reporting process. Further, because of the issuance of SAS No.
89, Audit Adjustments (another amendment to SAS No. 61), the
auditor also must inform the audit committee “about uncor
rected misstatements aggregated by the auditor during the
current engagement and pertaining to the latest period pre
sented that were determined by management to be immaterial,
both individually and in the aggregate, to the financial state
ments taken as a whole.” The discussions could also include the
qualitative and quantitative bases considered in deciding to
record certain proposed audit adjustments. The discussion of
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qualitative and quantitative bases could address each signifi
cant financial statement measure that was considered in arriv
ing at a decision to record or to not record the proposed
adjustments. For adjustments not made, there should be a
consideration of how the decision not to record the adjustments
affected the period-to-period comparability and the transpar
ency of reported financial condition and results of operations.

10. Materiality thresholds and cost/benefit judgments. The
discussion could address the qualitative and quantitative crite
ria used by management in making its materiality assessments.
The discussion could also address the performance measures or
other specific factors considered in making materiality judg
ments. For example, is materiality measured in relation to sales,
gross margins, segment margin, specific financial statement
lines items, before and after special non-recurring items? The
discussion might address how the materiality criteria affect the
period to period comparability of reported financial condition
and results of operations.

Discussion of Quality, not Acceptability or Preferability,
of Accounting Principles and Judgments
.07 Objective criteria have not been developed to aid in the consistent
evaluation of an entity’s accounting principles as applied in its financial
statements. SAS No. 61, as amended, directs the discussion with the audit
committee to include items that have a significant impact on whether the
financial statements are representationally faithful, verifiable, neutral and
consistent. These characteristics can serve as a basis for a discussion of quality
in the broadest sense of the word since these are among the desired qualitative
characteristics of accounting information as set forth in Financial Accounting
Standards Board’s Concepts Statement (Concepts Statement) No. 2, Qualita
tive Characteristics of Accounting Information. The appendix [paragraph .13]
to this Practice Alert provides an expanded list of qualitative characteristics
identified under three models of quality in financial reporting that were
considered in developing this Practice Alert.

Discussion of Aggressiveness vs. Conservatism in
Financial Reporting
.08 Recommendation No. 8 suggests that the auditor’s communication
with the audit committee should address the degree of aggressiveness or
conservatism of the accounting principles applied in the financial statements.
The concept of aggressiveness or conservatism was viewed by many as too
ambiguous to be dealt with effectively in response to the BRC recommendation.
As a result, the amendment to SAS No. 61 that requires the auditor to discuss
quality with the audit committee, as discussed above, addresses the BRC
recommendation by requiring a discussion of items that have a significant
impact on representational faithfulness, verifiability and neutrality of the
accounting information included in the financial statements as those terms are
defined in Concepts Statement No. 2. Accordingly, a discussion of aggressive
ness vs. conservatism is not required. If, however, either the auditor or the
audit committee desire to discuss this concept, the following discussion may be
helpful.
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.09 Conservatism may be defined as prudent reaction to try to ensure that
uncertainty and risks inherent in business situations are adequately consid
ered. The term today is often misunderstood and has sometimes been used to
defend accounting judgments that may not be fully supportable. As a result,
the crossover between what is conservative and what is aggressive is some
times difficult to distinguish. In the current financial reporting environment,
actions that are conservative to one person may be viewed as aggressive by
another. An entity that provides reserves for losses based on an overly pessi
mistic view (and thus may have excess reserves that can be released into
earnings in future periods) may be viewed as aggressive in the current report
ing environment notwithstanding past experience of companies being viewed
as aggressive for having failed to provide adequate reserves. Providing for
losses on a “too-much, too-soon” basis is as erroneous as providing for losses
“too-little, too-late”. Conservatism in financial reporting should not be used to
justify understatement of income or assets.

.10 Financial statements are useful in making investment and lending
decisions when an entity’s accounting principles are applied in a manner that
is reasonable in light of all known circumstances. Discussions with the audit
committee of the degree of aggressiveness or conservatism in financial report
ing may take into account the financial reporting effects of accounting princi
ples on all of the financial statements and all periods presented as well as
expected future financial statement effects. For example, the use of inappro
priately low salvage values for depreciable assets will result in the under
statement of current period assets and income. This will, however, overstate
income in future periods as the company benefits from the continued use of
fully depreciated operating assets.

.11 Choices among accounting principles and their application involve
judgment. Judgments frequently involve the determination of a range of
reasonableness. In practice, the terms conservative and aggressive are meant
to connote management judgments that are within the range of reasonableness
but are on the safe side or on the cutting edge of the range of reasonableness.
Any discussions with the audit committee about the aggressiveness or conser
vatism of accounting principles should address the manner in which a reason
able range is determined and how choices are made and applied within that
range.

Summary
.12 Under SAS No. 61 the auditor is required to communicate a number
of matters, including the quality of an entity’s accounting principles, with the
entity’s audit committee. The purpose of communication with the audit com
mittee is to provide the audit committee with information that may assist it in
overseeing the entity’s financial accounting, reporting and disclosure process.
The auditor’s attention to the accounting and financial knowledge of audit
committee members, the timing of communications, and the delivery of appro
priate content in the proper context will enable auditors to provide significant
insight and assistance to the audit committee to fulfill its oversight role while
observing a high standard of professional practice.

AICPA Technical Practice Aids

§16,160.12

50,948

Practice Alerts

.13

Appendix
Qualitative Characteristics of Financial Reporting
The Financial Accounting Standards Board has identified certain charac
teristics of accounting information that make it useful for achieving the objec
tives of financial reporting and guide the selection of accounting principles and
policies from among available alternatives. These characteristics include:
Relevance—the capacity of information to make a difference in a decision by
helping users to form predictions about the outcomes of past, present and future
events or to confirm or correct prior expectations. In determining what is
relevant, considerations would include:

•

Current trends in the market place;

•

Transparency; and

•

Clarity

Reliability—the quality of information that assures that information is rea
sonably free from error and bias and faithfully represents what it purports to
represent.
Comparability—the quality of information that enables users to identify
similarities in and differences between two sets of economic phenomena.
Consistency—conformity from period to period with unchanging policies and
procedures. In addition to the FASB model, there is an academic model of
earnings persistence that could be considered. This academic model is based
on the perspective of the investors’

•

Ability to distinguish core earnings from non-core earnings;

Ability to segregate peripheral financial items or business results from
results that are integral to the ongoing business. This is facilitated by—
— Identification of the company’s core earnings;
— The SEC’s MD&A concept; that is, disclosure of information
known today that indicates the relevance or non-relevance of past
performance to expected future performance; and
— Prominent display and disclosure of unusual and non-recurring
items.
A third model suggests that preferability and quality are synonyms. In some
cases where the accounting literature offers alternatives, the literature speci
fies which model is preferable. Some believe the preferable principle is always
the higher quality principle. In cases where new standards are pending,
standards issued but not yet effective generally are viewed as “preferable.”
Many standards allow for early adoption and are often considered preferable
to existing practice. Some view early adoption of a new standard as higher
quality reporting. In the absence of specific accounting literature, some view a
principle that is analogous to a principle embodied in current literature as
preferable or of higher quality.
However, the deficiency in this third model of evaluating quality is that the
terms “preferable” and “quality” in fact are not synonymous. A principle need
not be preferable in order for it to be a quality principle.

•

[The next page is 50,961.]
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Practice Alert 00-3
Auditing Construction Contracts
September, 2000

NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits and is based on
existing professional literature, the experience of the members ofthe Professional
Issues Task Force (PITF) and information provided by SEC Practice Section
member firms to their own professional staff. This information represents the
views of the members of the PITF and is not an official position of the AICPA.
Official positions are determined through certain specific committee procedures,
due process and deliberation. The information provided herein should be used
only with the understanding that it is to be read in conjunction with the
professional literature and that it is only a means of assisting auditors in meeting
their professional responsibilities.

Introduction
. 01 One of the more challenging audits is that of construction companies
and other companies using the percentage of completion method of accounting
for long-term contracts. This Practice Alert is intended to serve as a reminder
of the important concepts, and provide some best practices for auditing such
entities.
. 02 The primary authoritative accounting literature for construction com
panies, and entities using contract accounting is SOP 81-1, Accounting for
Performance of Construction-Type and Certain Production-Type Contracts [sec
tion 10,330]. A thorough understanding of this literature is critical to auditing
such entities. The AICPA’s guide entitled “A CPA’s Guide to Accounting,
Auditing and Tax for Construction Contractors” and the related self-study
course, are useful tools in preparing for such audits.
. 03 Auditing construction contractors or entities using contract account
ing is complex. Such businesses rely on accurate and reliable estimates to
operate their business as well as to prepare financial statements in accordance
with generally accepted accounting principles. Therefore, it is critical that the
auditor gain an understanding of the contractor’s significant estimates and
assumptions in operating its business. Remember that the audit of a contractor
is an audit of a contractor’s ability to estimate. There are several things to
consider when auditing estimates (also see SAS No. 57, Auditing Accounting
Estimates): Understand the internal control structure surrounding the esti
mate, consider the contractor’s history of accurate estimates, compare actual
to budgeted figures, and review subsequent events.
AICPA Technical Practice Aids
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Best Practices
. 04 The PITF has identified certain procedures that should be considered
in performing an audit of a construction contractor. They are as follows:
•

Read significant contracts. This procedure may seem obvious, but it is
necessary in identifying the terms of the contract, any guarantees,
penalties and incentives, as well as any cancellation and postpone
ment provisions. For instance, reading the contract might identify the
party responsible for additional expenses incurred as a result of
weather delays (e.g., a colder than normal winter). Make sure the
contracts are approved by the appropriate company personnel.

•

Identify unique contracts and increase the amount of testing and
professional skepticism relating to such contracts. These contracts
increase the risk of improper estimates and thus improperly stated
financial statements. If a company cannot reasonably estimate the
cost or progress of a contract, it should be accounted for under the
completed-contract method. For example, if a home building company
decides to build power plants, they should consider accounting for such
contracts under the completed-contract method until they are reason
ably confident that its estimates in the power plant portion of the
business are reliable.

•

Understand the company’s cash flow and how it will manage paying
out expenses. Often expenses are due prior to receiving all the appro
priate cash for the contract revenue. Some companies win long term
contracts, but cannot fund the project long enough to realize the
revenue earned. It is not uncommon for a customer to withhold
20%-25% of the contract price until they are satisfied with the quality
of the completed contract.

•

Recognize that the longer the contract period, the greater the risk that
an estimate will be incorrect. Also, the farther along a contract is
toward completion, the less risk there is of an incorrect estimate.
Finally, the more variables inherent in an estimate the greater the
risk that an estimate will be incorrect.

•

Confirm the terms and conditions of the contract as well as the normal
billing procedures. When confirming a receivable the auditor should
strongly consider confirming: the original contract price, total approved
change orders, total billings and payments, retainage held and whether
it accrues interest, detail of any claims, back charges or disputes, and
estimated completion date or the estimate of percentage complete.

•

Review the unapproved change orders of significant contracts. Change
orders often arise during the life of a contract and estimated revenue
and cost should be adjusted for changed orders that have been ap
proved both as to scope and price. However, when a change order has
been approved as to scope but not price careful evaluation of the
specific facts and circumstances is required prior to inclusion in
estimated contract revenues. To the extent that change orders are in
dispute or are unapproved in regard to both scope and price they
should be evaluated as claims. Generally speaking, if there is no
verifiable evidence to support the recognition of revenue on an unap
proved change order or claim, it should not be recognized.

•

Visit construction contract sites. Visiting contract sites can be a very
useful audit procedure. Such a visit can provide an opportunity to view
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the progress of a contract. Consideration of a site visit might include
significant contract sites, in which the work is in the very early stages
of a contract. Such a visit may identify the complexities of performing
the contract. For example, a contract being performed in remote
regions of Alaska presents certain logistical risks that may not be
appreciated or understood without visiting. The site visit also may
provide auditors an opportunity to interview operational personnel
and to gain a better understanding for the responsibility the Company
is undertaking performing the contract. At the site visit an auditor
should also speak with available subcontractors on site to get addi
tional information about the progress of the engagement. Further
more, the auditor should consider observing equipment and
uninstalled inventory on site.
•

Meet with project managers. Project managers play an important role
in controlling and reporting job site costs. They are also close to the
facts and are likely to get more prompt and accurate information than
the accounting personnel. For example, a project manager may be
aware of a large bill that will arrive relating to his or her project about
which the accounting department has not yet been notified. Meeting
with the project mangers will also assist the auditor in developing
expectations for use in performing analytical review procedures. Also,
consider having the project managers of significant contracts complete
a questionnaire regarding the status of their contracts.

•

Identify and understand the significant assumptions and uncertain
ties. This procedure is fundamental to performing an effective audit
of an entity using contract accounting. Not performing this function
results in an audit that does not comply with GAAS.

•

Test contract costs to make sure that costs are matched with appro
priate contracts. In some instances a company may shift costs from
unprofitable contracts to profitable ones in an effort to defer losses.

•

Audit estimated costs to complete. The focus should be on the key
factors and assumptions, such as those that are (a) significant to the
estimate, (b) sensitive to variation, (c) deviate from historical patterns,
and are (d) subjective and susceptible to bias or misstatement. A
review of revised or updated estimates of cost to complete and a
comparison of the estimates with the actual costs incurred after the
balance sheet date is also a useful procedure.

•

See that losses are recorded as incurred, regardless of whether an
entity is using the percentage-of-completion or the completed-contract
method of recognizing revenue.

•

Analytically review contacts completed and in progress. A detailed
analytical review of completed contracts and contracts in progress will
provide meaningful information in helping to focus the auditor’s ef
forts on potential problem areas. The look back analysis also reveals
significant information about the company’s ability to estimate.

•

See that there are appropriate disclosures relating to SOP 94-6,
Disclosure of Risks and Uncertainties [section 10,640]. Entities using
contract accounting probably should have more than generic disclo
sure about the use of significant estimates used in the preparation of
financial statements. The AICPA SEC Practice Section has noticed
that many companies include excellent disclosure about the risk of
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contract losses and the possibility of inaccurate estimates in the
forepart of their Form 10-K. It is the PITF’s view that some of that
enhanced disclosure would strengthen financial statement disclosure.

•

Review the aging of receivables on contracts. This procedure will
provide evidence that a Company is collecting funds on a timely basis.

•

Consider the use of specialists in auditing construction contracts in
accordance with SAS No.73, Using the Work of a Specialist.

. 05 Auditing entities that use contract accounting is challenging in that
the main element of the contractor’s financial statements are based on esti
mates of cost, and, importantly, costs not shipments drive the revenue recog
nition process.
.06 Prior to auditing contractors an auditor should ensure that they have
the appropriate expertise to understand the risks of the business. This addi
tional knowledge will lead to an audit that meets or exceeds generally accepted
auditing standards.

[The next page is 50,981.]
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Practice Alert 00-4
Quarterly Review Procedures for
Public Companies
October, 2000

NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their quarterly reviews and
is based on existing professional literature, the experience of the members of the
Professional Issues Task Force (PITF) and information provided by SEC Practice
Section member firms to their own professional staff. This information represents
the views of the members of the PITF and is not an official position of the AICPA.
Official positions are determined through certain specific committee procedures,
due process and deliberation. The information provided herein should be used
only with the understanding that it is to be read in conjunction with the profes
sional literature and that it is only a means of assisting auditors in meeting their
professional responsibilities.

Introduction
.01 In December 1999, the Securities and Exchange Commission (SEC)
adopted a rule that requires a company’s independent auditor to review the
company’s interim financial information prior to the company filing its quar
terly report on Form 10-Q or Form 10-QSB. In the SEC staffs view, this rule
makes it a clear violation of the securities laws for a company to file such a
quarterly report without having its auditor perform the review in advance of
the filing. The rule was effective for all fiscal quarters ending on or after March
15, 2000. For further information, see the release entitled “Audit Committee
Disclosure” at the SEC’s Web site: www.sec.gov/rules/final/34-42266.htm. Be
cause the SEC release also includes other new requirements not discussed in
this Practice Alert, the PITF recommends that all auditors of SEC registrants
review this release.

.02 The professional standards and guidance for conducting interim re
views are set forth in Statement on Auditing Standards No. 71, Interim
Financial Information. The objective of a review of interim financial informa
tion is to provide the auditor with a basis for reporting whether material
modifications should be made for that information to conform with generally
accepted accounting principles. The auditor’s assessment should be based on
objectively applying the auditor’s knowledge of financial reporting practices to
significant accounting matters of which the auditor has become aware through
inquiries and analytical review procedures. When the auditor has not audited
the most recent annual financial statements, the auditor should perform
sufficient procedures to obtain an adequate knowledge of the entity’s internal
AICPA Technical Practice Aids
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control structure and procedures in order to performed an effective quarterly
review.
. 03 The procedures for conducting a review of interim financial informa
tion should include:

•

Inquiries concerning internal controls, especially changes in internal
control since the most recent financial statement audit or review;

•

Analytical review procedures over interim financial information;

•

Reading the minutes of meetings of stockholders, the board of direc
tors, and appropriate committees;

•

Reading the interim financial information for conformity with gener
ally accepted accounting principles;

•

Inquiries of officers, executives, and other appropriate personnel;

•

Obtaining written representations from management concerning its
responsibility for the financial information, completeness of minutes,
subsequent events, and other relevant matters;

•

Obtaining reports from other auditors, if any, who have reviewed the
interim financial information of significant components of the report
ing entity.

. 04 All of the above procedures should be performed with consideration as
to their impact on the preparation and presentation of interim financial
information.

Suggested Procedures
. 05 The PITF has identified certain other procedures that should be
considered in performing quarterly reviews. They are as follows (the auditor
may want to consider developing a checklist of procedures):

•

Read the Form 10-Q or 10-QSB, including management’s discussion
and analysis, to determine that such information is consistent with
the interim financial statements (similar to a review under SAS No. 8
Other Information in Documents Containing Audited Financial State
ments) and other information of which the auditor is aware. The
auditor should consider reviewing all financial information in press
releases and other documents filed with the SEC or other regulators.
The company’s Web site, the SEC’s Web site, and other Internet sites
are good sources for reviewing such information.

•

Review and understand any restructuring charges taken in the cur
rent and prior quarters. Appropriate accounting guidance, e.g., EITF
Issue 94-3, Liability Recognition for Certain Employee Termination
Benefits and Other Costs to Exit an Activity (including Certain Costs
Incurred in a Restructuring), and SEC Staff Accounting Bulletin No.
100, Restructuring and Impairment Charges, should be considered
when such charges are recorded.

•

Review and understand any current or prior quarter extraordinary items.

•

Consider tracing and agreeing financial statement amounts to the
company’s general ledger and other appropriate accounting records.
For companies with simpler account structures, this is an easy way of
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avoiding classification or other errors. For companies with complicated
account structures, this may be more difficult. In such instances, the
auditor should consider the company’s internal controls over accumu
lating and consolidating information, and the frequency of errors
encountered during the annual audit, when performing these proce
dures. Additionally, all financial information should be independently
recalculated and cross-referenced.

•

Consider fraud risk factors. Inquire of management as to their under
standing of the risk of fraud in the company and whether they have
any knowledge of fraud that has been committed.

•

Review the company’s revenue recognition methods and determine
compliance with generally accepted accounting principles. Addition
ally, the auditor may want to consider having the company’s manage
ment confirm the absence of side agreements.

•

Perform appropriate analytical review procedures. Analytical review
procedures provide a basis for inquiries regarding significant account
balances and are, therefore, an integral part of the quarterly review.
Analytical review procedures might include:
— Comparison of the financial information to the previous period
and corresponding prior periods;
— Comparison of ratios and indicators developed from recorded
amounts to expectations based on prior periods and industry
averages. Examples of key ratios and indicators include: current
ratio, receivable turnover or days sales outstanding, inventory
turnover, depreciation to average fixed assets, debt to equity ratio,
gross profit percentage and net income percentage;
— Comparison of financial information to budgets and forecasts;
— Comparison of financial information to that of others in the same
industry;
— Vertical analysis of financial information in comparison to prior
periods. Examples of vertical analysis include expenses by type as
a percentage of sales, and assets by type as a percentage of total
assets;
— Gross profit analysis by product line and business segment;
— Recalculating amortization of significant intangible assets;
— Analyze income tax balances. These procedures should include relat
ing the provision for income taxes to pre-tax income, and relating
current and deferred tax accounts to budgets and prior periods.
Inquiries should be made regarding unusual rates and balances.

Significant account fluctuations that should be reviewed with additional em
phasis include:
— Business combinations;
— Disposal of a segment of a business;
— Extraordinary, unusual, or infrequently occurring transactions;
— Litigation or the development of other contingencies;
— Changes in major contracts with customers or suppliers;
— Changes in accounting principles or the methods of applying them;
— Trends and developments affecting accounting estimates, such as
allowances for bad debts and excess/obsolete inventories, war
ranty provisions, and unearned income.
AICPA Technical Practice Aids
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.06
•

Consider reviewing non-standard journal entries. Standard journal
entries include those journal entries processed in the normal course of
business, such as sales, inventory purchases and cash disbursements.
Standard journal entries are normally subject to the company’s inter
nal controls. Non-standard journal entries are those that are made
outside the normal course of business, and might be made outside the
company’s internal control structure, such as the provision for bad
debts, the provision for inventory obsolescence, and cut-off or period
end adjustments. Non-standard journal entries may pose increased
risk to the auditor in that they might represent attempts by manage
ment to manage earnings and could be recorded in any general ledger
account.

•

Review and recalculate the company’s earnings per share (EPS). The
calculation should be compared with recent EPS calculations for
consistency. Consideration also should be given to the effects of in
terim developments, such as the issuance of stock and granting of
options. Such items may be found by reading minutes of meetings of
the board of directors and the compensation committee.

•

Inquire about compliance with debt covenants. If key financial re
quirements have been close to default level in the past, or there have
been significant changes in relevant account balances, a review of the
company’s debt covenant calculations should be performed. If the
calculations have not been performed at the end of each quarter, the
auditor should consider insisting that the company require that such
calculations be performed.

•

Follow-up on material contingencies from prior audits and reviews.
For example, when an auditor is informed during the annual audit
that a significant account will be collected the next month, follow-up
during the first quarter review would be appropriate.

•

Consider reviewing details of significant transactions occurring in the
last several days of the quarter.

Other Matters for Consideration
Issuance of Review Reports
.07 In practice, a review report typically is not issued on interim financial
information, although SAS No. 71 provides that a report may be issued. The
SEC does not require, and most companies do not request, the issuance of a
review report. However, the SEC does require that if a company includes a
representation in their filing that the auditor has performed a timely review,
the auditor’s report on the review must accompany the interim financial
information. When a review cannot be completed within the 45-day SEC filing
deadline, the auditor should suggest that the company delay the filing until the
review is complete. SEC Form 12b-25, Notification of Late Filing, properly
submitted to the SEC within one calendar day of the prescribed due date will
extend the due date by five calendar days. Further extensions are not available.
The SEC staff does not consider a Form 10-Q that is filed prior to the completion
of the auditor’s review to be timely filed or a complete document filing.
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Concurring Partner Review
.08 There is no requirement of either the SEC or the AICPA’s SEC
Practice Section for a concurring partner review when performing a review of
interim financial information. Firms providing information to the PITF have
indicated varying degrees of concurring partner review requirements, some
requiring it and some not. However, significant judgmental matters should
warrant consultation with the concurring review partner.

Coordinating the Review with the Annual Audit
.09 The cost of conducting a review of interim financial information is a
consideration for both the company and the auditor. However, if the review is
properly planned and executed, it can assist and strengthen the annual audit.
The quarterly review procedures should be tailored to take into consideration,
among other things, the nature of the company’s business and internal control
structure. Some of the procedures performed during a quarterly review also
might be necessary as part of the annual audit. Audit planning should partially
evolve from the results of the quarterly reviews. Further, a review does not
preclude the use of audit procedures.

.10 For example, if a company has a well-controlled means of processing
a high volume of transactions, the auditor may choose an audit strategy that
is control reliant. Inquiries regarding changes in the control environment
would be particularly important during a review of interim financial informa
tion. In addition to these procedures, some of the tests of the control system can
be performed as part of the quarterly review. This provides added support that
the control system is functioning properly and may reduce the amount of
testing required during the year-end portion of the annual audit.
.11 If a company uses the percentage-of-completion method of accounting
for long-term contracts, a review of significant contracts and related discus
sions regarding estimates to complete with appropriate company personnel
could be performed during the quarterly review. This should reduce the
amount of time needed to review contracts at year-end and could alleviate
potentially embarrassing and costly revenue recognition issues from surfacing
at year-end. In addition, if a company had a significant business combination
or restructuring, the auditor may want to perform audit procedures at a
quarter-end to help streamline the year-end audit.

.12 Auditors are reminded that APB No. 28, Interim Financial Reporting,
requires disclosure of significant fourth quarter items and adjustments in a
note to the annual financial statements.

Communication with Audit Committees
.13 SAS No. 90, Audit Committee Communications, clarifies that the
accountant performing the quarterly review should communicate to the audit
committee or be satisfied, through discussions with the audit committee, that
matters described in SAS No. 61, Communication With Audit Committees,
have been communicated to the audit committee by management when they
have been identified in the conduct of interim financial reporting. For instance,
the accountant should determine that the audit committee is informed about
the process used by management in formulating particularly sensitive account
ing estimates or about a change in a significant accounting policy affecting
interim financial information. SAS No. 90 further requires the accountant of
an SEC client to attempt to discuss with the audit committee the matters
described in SAS No. 61 prior to the filing of the Form 10-Q or 10-QSB. When
AICPA Technical Practice Aids
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the auditor becomes aware of a probable misstatement due to a departure from
GAAP, he or she should discuss the matters with the appropriate level of
management as soon as possible. If management fails to appropriately respond
in a reasonable period of time, the auditor should inform the audit committee
or equivalent as soon as practicable. This communication may be oral or
written and should be documented in the working papers. If the audit
committee fails to appropriately respond in a reasonable period of time, the
auditor should consider whether to resign from the review and the audit.1 In
such circumstances, the auditor should consider consulting with his or her
attorney to, among other reasons, determine if he or she has any responsibility
to report fraud under Section 10A of the Securities Exchange Act of 1934.

Timing
. 14 As previously mentioned, the new SEC rule requires that a company’s
auditor review the financial information included in the company’s Form 10-Q
or 10-QSB prior to the company’s filing with the SEC. Many of the required
review procedures can be performed prior to or simultaneously with the
company’s preparation of the quarterly financial statements. For example, it
may be practical to begin reading applicable minutes and update the under
standing of the company’s internal control environment prior to the end of an
interim period. Also, certain basic analytical procedures and inquiries may be
completed prior to the end of the period (e.g., as of the end of the second month
of a quarter) if the company has strong internal controls. The auditor also
should, if at all possible, schedule the same personnel to the quarterly reviews
who have been and will be assigned to the annual audit.
. 15 Some companies will want to issue their press release prior to the
completion of the review. Under these circumstances, the auditor should
attempt to perform as much of the review as possible, prior to the release of
earnings. Nonetheless, the auditor should not be publicly associated with the
press release.

Summary
. 16 For all fiscal quarters ending on or after March 15, 2000, the SEC
requires that the interim financial information included in a company’s Form 10-Q
or Form 10-QSB be reviewed by the company’s independent auditor prior to being
filed. A company that files its quarterly report without having its auditor perform
a quarterly review is, in the SEC staff’s view, in violation of the securities laws,
and an auditor with a client who does this should consider discussing the matter
with the company’s audit committee and the company’s legal counsel. Guidance
for conducting such reviews can be found in the SAS No. 71.

. 17 One of the primary reasons the SEC has mandated the above require
ment is to minimize large year-end adjustments to quarterly financial state
ments that historically have been uncovered in the annual audit process. The
PITF believes the suggested procedures listed in this Practice Alert will assist
in the timely identification of material accounting issues, and they should
reduce the likelihood of quarterly restatements.

[The next page is 50,991.]
1 Auditors are reminded of their responsibilities for disclosure to audit committees under SAS No.
82, Consideration ofFraud in a Financial Statement Audit, and SAS No. 54, Illegal Acts by Clients.
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Section 16,190

Practice Alert 01-1
Common Peer Review Recommendations
April, 2001
NOTICE TO READERS
This Practice Alert is intended to provide auditors with information that may
help them improve the efficiency and effectiveness of their audits and is based on
existing professional literature, the experience of the members of the Professional
Issues Task Force (PITF) and information provided by SEC Practice Section
member firms to their own professional staff. This information represents the
views of the members of the PITF and is not an official position of the AICPA.
Official positions are determined through certain specific committee procedures,
due process and deliberation. The information provided herein should be used
only with the understanding that it is to be read in conjunction with the
professional literature and that it is only a means of assisting auditors in meeting
their professional responsibilities.

Introduction
.01 The PITF believes that a summary of common peer review findings
will be helpful to professionals as they consider critical and significant issues
in planning and performing audits. The PITF hopes that by highlighting these
items, the quality of audits will be enhanced and compliance with generally
accepted auditing standards will be increased. Furthermore, the PITF hopes
this alert will increase the sensitivity to these issues by professionals conduct
ing peer reviews.

.02 Based on AICPA statistics of more than 21,000 peer reviews over the
last four years, the PITF noted that approximately 94% of the peer review
reports issued resulted in an unmodified report on the firm’s quality control
system. Approximately 5% resulted in modified reports and less than 1%
resulted in adverse reports on the firm’s quality control system. Overall, peer
review results have improved since the inception of the peer review program.
.03 The most common peer review recommendations can be grouped into
five categories: 1) implementation of new professional standards or pronounce
ments, 2) application of generally accepted accounting principles (GAAP)
pertaining to equity transactions, 3) application of GAAP pertaining to revenue
recognition considerations, 4) documenting audit procedures or audit findings,
and 5) miscellaneous findings.

Implementation of New Professional Standards
or Pronouncements
.04 Peer reviewers have noted that some firms have not implemented new
professional standards and pronouncements on a timely basis. The most recent
common examples of professional standards that these firms failed to implement
AICPA Technical Practice Aids
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on a timely basis include the application of Independence Standards Board
(ISB) No. 1, Independence Discussion with Audit Committees and SAS No. 85,
Management Representations. ISB No. 1 requires a firm to disclose certain
relationships and confirm its independence in writing with each of its SEC
audit clients every year. Details about the ISB and ISB No. 1 can be found on
the ISB Web site at www.cpaindependence.org. Also, Practice Alert 99-1,
Guidance for Independence Discussion with Audit Committees [section 16,130],
provides examples of ISB No. 1 letters. SAS No. 85 states that written repre
sentations from management should relate to all financial statement periods
covered by the auditor’s report. For example, if a firm is giving an opinion on
the financial statements at and for the years ended December 31, 2000 and
1999, a representation letter should be obtained that includes representations
for 1999 and 2000. These representations should be updated each year even if
they were obtained in the previous year, such as 1999 in the previous example.

.05 There are frequently more than a dozen new pieces of authoritative
professional literature issued each year. The most authoritative sources of new
professional literature are issued by the Auditing Standard Board of the
AICPA (“ASB”), the Financial Accounting Standards Board (“FASB”), and the
SEC in the form of Staff Accounting Bulletins (“SAB’s”). However, other
authoritative literature is issued in the form of Statements of Position (“SOP”)
issued by the Accounting Standards Executive Committee of the AICPA (“Ac
SEC”), consensus positions of the Emerging Issues Task Force (“EITF”) and
standards and interpretations issued by the Independence Standards Board
(“ISB”) and the Governmental Accounting Standards Board (“GASB”). Other
professional guidance that should be considered includes the AICPA Account
ing General and Industry Audit Guides and related Risk Alerts.
.06 A firm’s quality control system should be designed to provide reason
able assurance that its professionals are informed of changes to the profes
sional literature. To assist a firm in achieving this objective, a professional may
be designated to help ensure that the new pronouncements are understood and
implemented in a timely fashion. Many firms rely on third-party practice aides
to help them in this endeavor. This is most effective if the material is updated
frequently and the firm’s professionals are informed of the changes and how
the changes might affect their specific client engagements. The PITF recom
mends that even when using third-party practice aids, each firm should assign
an experienced professional who is responsible for helping to ensure new
pronouncements are implemented in a timely manner.

Equity Transactions
.07 Accounting for equity transactions can be complicated and some
professionals do not encounter many of these transactions very frequently.
Consequently, in January 2000, the PITF issued Practice Alert 00-1, Account
ing for Certain Equity Transactions [section 16,150]. This Alert provided some
of the more common examples, which require careful consideration in deter
mining the appropriate accounting treatment. Common examples where
GAAP has been misapplied include (1) stock issued for goods and services, (2)
the issuance of warrants, (3) conversion features, and (4) stock options plans.
The PITF strongly encourages consultation with other qualified professionals
when auditing these transactions. Accounting for many equity transactions
may be complicated and therefore, this engagement area may need to be
assessed as moderate to high-risk.
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Revenue Recognition
.08 Accounting for revenue continues to be an area of focus at the SEC.
Specifically, in December of 1999, the SEC issued SAB 101, Revenue Recogni
tion, in an attempt to clarify guidance on when it is appropriate for companies
to recognize revenue. In October 2000, the SEC also published answers to
frequently asked questions (“FAQ’s”) on SAB 101 which is available at
www.SEC.gov/info/accountants.shtml. In November 1998, the PITF issued
Practice Alert 98-3, Revenue Recognition Issues [section 16,120]. That Alert is
intended to remind auditors of certain factors or conditions that can be indica
tive of increased audit risk relative to improper, aggressive or unusual revenue
recognition practices and suggests ways in which auditors may reduce the risk
of failing to detect such practices. Additionally, the AICPA’s revenue toolkit is
available electronically at www.aicpa.org/members/div/auditstd/pubaud.htm.
Loading the toolkit from this Web site requires the use of the software Acrobat
Reader. The toolkit can also be purchased from the AICPA at 888/777-7077 by
requesting product number 022506. Finally, SOP 97-2, Software Revenue
Recognition [section 10,700], is an important resource for software companies,
whether auditing or accounting for revenue.

Documentation
.09 SAS No. 41, Working Papers, is the authoritative literature that
provides guidance for documentation requirements. Other SASs (e.g., SAS
Nos. 55, 61, and 82) also contain specific documentation requirements. The
PITF members and the SECPS Peer Review Committee have noted that
documentation in the following areas could be improved:

•

Fraud risk factors, the disposition of such identified factors, or the
planned procedures to address these risk factors.

•

The firm’s understanding of the internal control system and the basis
for reliance on that system.

•

Materiality considerations including those relating to waived audit
adjustments.

•

The extent of auditing procedures performed, the person(s) performing
specific procedures, and the conclusion reached.

•

Analytical procedures used in planning the nature, timing and extent
of the other auditing procedures to be performed; as substantive
procedures to audit account balances, classes-of-transactions or asser
tions; and in the overall review of the financial information during the
final stage of the audit.

•

Compliance with loan covenants, or whether the company had ob
tained formal waiver letters from lenders that, when necessary, cover
at least a year from the balance sheet date.

•

The consideration of going concern and, if necessary, management’s
plan to keep the entity operating.

•

Consultation on significant matters.

•

The extent of competent evidential matter supporting significant
estimates.
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•

The completion of an accounting disclosure checklist when required
by the firm’s quality control policies and procedures. This document,
when prepared correctly leads to complete financial statement disclo
sures complying with GAAP. Some of the more common deficiencies
are incomplete disclosures related to deferred income taxes, the use of
estimates and advertising policies and costs.

•

The performance of appropriate quarterly review procedures. The
PITF issued Practice Alert 00-4, Quarterly Review Procedures for
Public Companies [section 16,180], in October 2000. This Alert pro
vides auditors with the required quarterly review procedures and
suggested procedures that should be considered when performing a
quarterly review for a public company.

•

Documenting SAS No. 61, Communication With Audit Committees,
and SAS No. 90, Audit Committee Communications. If this communi
cation is not in writing, it must be documented in the working papers
as to what, when and with whom the communications occurred.

Miscellaneous
10 Peer reviewers have also noted deficiencies in the following areas:

.
•

Performing ongoing monitoring procedures or a timely annual inspec
tion. A firm’s monitoring procedures or annual inspection needs to be
completed timely so that the results and recommendations can be
communicated and implemented prior to the firm’s next busy season.
A firm may elect to have the external peer review substitute for the
internal inspection in the year an external peer review is performed.

•

Performing an appropriate concurring partner review on an SEC
attest engagement. Firms that are members of the SECPS are re
quired to have a concurring review performed by a qualified partner
of the firm or another firm. The concurring review partner should not
be associated with the performance of the engagement. A partner, as
defined by the SECPS, is an individual who is legally a partner, owner
or shareholder in a CPA firm or a sole practitioner and should be party
to any partnership, ownership or shareholder agreement of the firm.

•

A concurring partner reviewer’s responsibility as documented in the
SECPS membership requirement (www.aicpa.org/members/div/secps/
coparemere.htm) is fulfilled by performing the following procedures:
1) discussing significant accounting, auditing and financial reporting
matters with the audit engagement partner; 2) discussing the audit
engagement team’s identification and audit of high-risk transactions
and account balances; 3) reviewing documentation of the resolution of
significant accounting, auditing and financial reporting matters, in
cluding documentation of consultation with firm personnel or re
sources external to the firm’s organization (such as standard-setters,
regulators, other accounting firms, the AICPA, and state societies); 4)
reviewing a summary of unadjusted audit differences 5) reading the
financial statements and auditors’ report; and 6) confirming with the
audit engagement partner that there are no significant unresolved
matters. Engagement files should contain evidence that the concur
ring partner review was performed timely and that SECPS member
ship requirements were met. Typically, a concurring review takes
longer than a couple of hours and may take many hours on larger
engagements.
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•

Obtaining verification of independence when a firm uses per diem and
contract employees, or outside concurring reviewers. Such inde
pendence is necessary to comply with professional standards.

•

Compliance with the SEC rules on performing bookkeeping services
for public companies. Instances were noted where firms were main
taining the client’s fixed assets records and preparing and computing
fixed asset depreciation schedules for audit clients. The SEC prohibits
an auditor from performing such services because they believe it
impairs auditor independence. The SECPS has also noted instances
where the auditor was assisting their SEC client in closing out their
books, including preparing routine accruals. This activity would ap
pear to impair independence.

•

Meeting the auditor’s responsibilities with respect to performing and
documenting subsequent event procedures in connection with the
re-issuance of opinions or the issuance of consents. A firm is required
to update discussions with management and attorneys, and obtain a
formal written management representation letter up to the filing or
effective date, or as close thereto as reasonable and practicable.

Annual Reviewers' Alert
. 11 The AICPA publishes an Annual Reviewers’ Alert each year that
provides peer review team captains and firms with information highlighting
significant matters in the profession, such as issues raised by the SEC and new
accounting and auditing pronouncements. In the spring of 2001, the AICPA
anticipates that this publication will be available online at www.aicpa.org.
Team captains and the firm’s quality control leaders should obtain and read
this publication.

Summary
. 12 This Alert summarizes some of the more significant common peer
review recommendations. Every professional is advised to consider all of these
issues when performing audits to help ensure that every audit is performed in
compliance with generally accepted auditing standards.
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